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This supplement reflects decisions of the Board
of Governors, new and revised statutory and
regulatory provisions, and new and revised
supervisory guidance and instructions issued by
the Division of Banking Supervision and Regu-
lation since the publication of the January 2008
supplement.

SUMMARY OF CHANGES

Section 1040.0

The section on “Bank Holding Company Inspec-
tion Authority” discusses the authority of the
Federal Reserve to conduct bank holding com-
pany (BHC) inspections under section 5 of the
BHC Act. This authority includes the review of
all books and records of the organization by
Federal Reserve supervisory staff.

Section 2060.05

The section on the ‘“Policy Statement on the
Internal Audit Function and Its Outsourcing
(Management and Information Systems)” is
revised to include a provision of the FDIC’s
November 28, 2005, rule amendment (effective
December 28, 2005) for part 363 of its regula-
tions (12 C.FR. 363). For insured institutions
having total assets of more than $3 billion, the
audit committee must have independent mem-
bers with (1) banking or related financial man-
agement expertise, (2) access to legal counsel,
and (3) not include any large customers of the
institution.

Section 2128.06

This section, “Valuation of Retained Interests
and Risk Management of Securitization Activi-
ties (Risk Management and Internal Controls),”
was revised to replace, as appropriate, the refer-
ences to the Financial Accounting Standards
Board’s FAS 125 with either FAS 140 or FAS
157. FAS 140, “Accounting for Transfers and
Servicing of Financial Assets and Extinguish-
ments of Liabilities,” was issued in September
2000. FAS 157, “Fair Value Measurements,”
was issued in September 2006 (effective Novem-
ber 15, 2007).

Section 3905.0

The section on “‘Permissible Activities for FHCs
(Section 4(k) of the BHC Act)” was revised to
include brief discussions of several 2007 and
2008 Board orders for FHCs’ nonbank activi-
ties, those that complement certain financial
activities. The Board determined, on September
7, 2007, that disease management and mail-
order pharmacy activities complement the finan-
cial activity of underwriting and selling health
insurance (see 2007 FRB C133).

The section also discusses the Board’s approval
of notices by FHCs to provide energy manage-
ment services under energy management agree-
ments and energy tolling. The Board deter-
mined, on December 4, 2007, that an FHC’s
provision of energy management services is
complementary to the financial activities of
engaging as principal in limited physical com-
modity derivatives and the providing of finan-
cial and investment advisory services for deriva-
tive transactions. (See 2008 FRB C20.) The
Board also determined, on March 27, 2008, that
an FHC’s providing of energy tolling is comple-
mentary to the financial activity of engaging in
commodity derivatives activities (see 2008 FRB
60).

Section 3906.0

This new section, “Disease Management and
Mail-Order Pharmacy Activities (Section 4(k)
of the BHC Act),” discusses, in more detail, the
September 7, 2007, Board order, which con-
cludes that disease management and mail-order
pharmacy activities complement the financial
activity of underwriting and selling health insur-
ance (see 2007 FRB C133).

Section 3920.0

The section on “Limited Physical Commodity
Trading Activities (Section 4(k) of the BHC
Act)” was revised to discuss, in more detail, the
Board’s March 27, 2008, consideration, and
approval by order, of an FHC’s limited trading
in certain physical commodities that are not
approved by the Commodities Futures and Trad-
ing Commission (CFTC) for trading in the U.S.
or on non-U.S. futures exchanges. To trade in
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such commodities, 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 dis-
cusses 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—a CFTC-comparable regulatory
entity.

Included also is an FHC’s Board-approved
request to permit the refining, blending, or alter-
ing of Board-approved commodities by a third
party. 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 agreements with power
plant owners. The Board determined that the
activity is complementary to the financial activ-
ity of engaging, as principal, in commodity
derivatives transactions. The FHC nonbank
activity had notr been previously approved by
the Board. (See 2008 FRB C60.)

For another Board order, this section dis-
cusses the Board’s December 4, 2007, approval
by order of an FHC’s request to engage in
providing Energy Management Services (EMS)
to owners of power generation facilities. The
EMS are to be provided under energy manage-
ment agreements as a complement to the finan-
cial activities of engaging as principal in com-
modity derivatives and providing financial and
investment advisory services for derivative trans-
actions. (See 2008 FRB C20.)

Section 4070.5

This section on “Nondislosure of Supervisory
Ratings” has been revised to include the Federal
Reserve’s statement and clarification of its
expectations regarding confidentiality provi-
sions that are contained in agreements between
a banking organization and its counterparties
(for example, mutual funds, hedge funds, and
other trading counterparties) or other third par-
ties. See subsection 4070.5.3. (See also SR-
07-19 and SR-97-17.)

Section 4080.0

This section on “Federal Reserve System BHC
Surveillance Program™ was revised to reflect

BHC Supervision Manual
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the Federal Reserve’s adoption of an economet-
ric framework, which is referred to as the Super-
vision and Regulation Statistical Assessment of
Bank Risk model, or SR-SABR. This model
replaced the former SEER (the System to Esti-
mate Examination Ratings) surveillance model.
The SR-SABR model assigns a two-component
surveillance rating to each subsidiary bank of
the BHC. The first component is the current
composite CAMELS rating assigned to the bank.
The second component is a letter (A, B, C, D, or
F) that reflects the model’s assessment of the
relative strength or weakness of the bank com-
pared with other institutions within the same
CAMELS rating category. (See SR-06-2.)

Section 5000.0

This section on “BHC Inspection Program (Gen-
eral)” has been revised to incorporate new super-
visory guidance on the written communication
of inspection findings. (See SR-08-01.) To
improve the consistency and clarity of written
communications, Federal Reserve staff is to use
the prescribed standardized terminology and
definitions, to differentiate among (1) Matters
Requiring Immediate Attention (MRIA), (2) Mat-
ters Requiring Attention (MRA), and (3) Obser-
vations. See subsection 5000.0.9.3.

Section 5010.4

This section on ‘““Procedures for Inspection Report
Preparation (Core Page 1—Examiner’s Com-
ments; Matters Requiring Special Board Atten-
tion)” incorporates and references the guidance
in SR-08-01, which may involve this inspection
report page or section (continuous flow report-
ing). To improve the consistency and clarity of
written communications, Federal Reserve staff
is to use the prescribed standardized terminol-
ogy and definitions, to differentiate among any
(1) MRIA, (2) MRA, and (3) Observations. As a
general rule, examiners should expect fewer
MRIA or MRA among stronger organizations.
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This supplement reflects decisions of the Board
of Governors, new and revised statutory and
regulatory provisions, and new and revised
supervisory guidance and instructions issued by
the Division of Banking Supervision and Regu-
lation since the publication of the July 2007
supplement.

SUMMARY OF CHANGES
Sections 2020.0

The section on “Intercompany Transactions”
discusses generally section 23A and 23B of the
Federal Reserve Act. The section is revised to
incorporate the provisions of Regulation W,
which facilitates compliance with those statutes.
The regulation applies to transactions between
insured depository institutions and their affili-
ates. The Board approved the regulation on
November 27, 2002 (effective April 1, 2003).
(See SR-03-2.)

Section 3905.0

This section, “Permissible Activities for FHCs”
(Section 4(k) of the BHC Act), has been revised
to include a brief discussion and reference to an
October 12, 2007, Board order authorizing an
FHC to engage in the acquisition, management,
and operation, in the United Kingdom, of cer-
tain defined benefit pension plans established by
unaffiliated third parties in stand-alone transac-
tions. This is the only Board order that has been
issued, after consultation with the Secretary of
the Treasury, which authorized an FHC to engage
in activities deemed to be ‘““financial in nature.”
See the next summary for 3912.0.

Section 3912.0
This new section, “To Acquire, Manage, and

Operate Defined Pension Benefit Plans in the
UK Permissible Activities for FHCs (Section

4(k) of the BHC Act),” includes the previously
mentioned October 12, 2007, Board order, which
was issued after consultation with the Secretary
of the Treasury. The order authorized a financial
holding company (FHC) to engage in these
activities that are deemed to be ‘““financial in
nature,” which are to be established and main-
tained by unaffiliated third parties in stand-alone
transactions and which are permissible for an
FHC. The activity is to be conducted by or
through a nonbank subsidiary of the FHC to
engage in under section 4 of the Bank Holding
Company Act. The nonbank subsidiary 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.
The order also determined that when a deposi-
tory institution is secondarily liable for a finan-
cial obligation of an affiliate, even if the deposi-
tory institution’s liability is created by statute or
regulatory action, the institution has issued a
guarantee on behalf of an affiliate for purposes
of section 23A of the Federal Reserve Act and
the Board’s Regulation W.

Section 4060.3

The section on Consolidated Capital (Examiners
Guidelines for Assessing the Capital Adequacy
of BHCs) was revised to include an exception to
the Board’s risk-based capital guidelines for
capital held against Regulation T margin loans.
The first exception was approved by the Board
on June 15, 2007. The Board approved the
exception, initially, under the reservation-of-
authority provision of the guidelines (12 C.ER.
225, appendix A, III.A). The exception permits
a BHC, upon receiving specific Board approval,
to apply a 10 percent risk weight to its Regula-
tion T margin loans. To qualify for the capital
treatment, Regulation T margin loans must com-
ply with certain specified conditions. Several
BHCs subsequently have received approval for
this exception.
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This supplement reflects decisions of the Board
of Governors, new and revised statutory and
regulatory provisions, and new and revised
supervisory guidance and instructions issued by
the Division of Banking Supervision and Regu-
lation since the publication of the January 2007
supplement.

SUMMARY OF CHANGES
Section 2010.2

The “Supervision of Subsidiaries” section has
been revised to include a new subsection, “Over-
sight of Concentrations in Commercial Real
Estate Lending, Sound Risk-Management Prac-
tices.” It sets forth the December 6, 2006, inter-
agency supervisory guidance, which was issued
jointly by the Federal Reserve and the other
federal bank regulatory agencies. The guidance,
effective December 12, 2006, is applicable to
state member banks and also broadly applicable
to bank holding companies and their nonbank
subsidiaries. For the purposes of the section,
references to banks, institutions, or banking
organizations is confined to these entities for
which the Federal Reserve System has supervi-
sory authority.

The guidance was developed to reinforce
sound risk-management practices for institu-
tions with high and increasing concentrations of
commercial real estate loans on their balance
sheets. As part of a bank holding company
inspection, the examiner should make an assess-
ment of the parent company’s supervision and
control over its subsidiaries, which includes
administering, monitoring, and assuring adher-
ence to its lending policies and practices for
controlling “concentration risk.” An institu-
tion’s strong risk-management practices and its
maintenance of appropriate levels of capital are
important elements of a sound commercial real
estate (CRE) lending program, particularly when
an institution has a concentration in CRE or a
CRE lending strategy leading to a concentration.

The guidance applies to concentrations in
CRE loans sensitive to the cyclicality of CRE
markets. For purposes of this guidance, CRE
loans include loans where repayment is depen-
dent on the rental income or the sale or refinanc-
ing of the real estate held as collateral. The
guidance does not apply to loans secured by
owner-occupied properties and loans where real
estate is taken as a secondary source of repay-
ment or through an abundance of caution.

The guidance notes that risk characteristics
vary among CRE loans secured by different
property types. A manageable level of CRE
concentration risk will vary depending on the
portfolio risk characteristics and the quality of
risk-management processes. The guidance, there-
fore, does not establish a CRE concentration
limit that applies to all institutions. Rather, the
guidance encourages institutions to perform
ongoing risk assessments to identify and moni-
tor CRE concentrations.

The guidance provides numerical indicators
as supervisory monitoring criteria to identify
institutions that may have CRE concentrations
that warrant greater supervisory scrutiny. The
monitoring criteria should serve as a starting
point for a dialogue between the supervisory
staff and an institution’s management about the
level and nature of the institution’s CRE con-
centrationrisk. (See SR-07-1 and its attachments.)

Section 2050.0

The “Extensions of Credit to BHC Officials”
section was revised as the result of the Financial
Services Relief Act of 2006 (Relief Act) and the
Board’s approval of the December 6, 2006,
interim rule amendment and the May 25, 2007,
final rule (without change) amendment to Regu-
lation O, which were effective on December 11,
2006, and June 1, 2007, respectively. The Relief
Act eliminated certain statutory reporting and
disclosure requirements pertaining to insider
lending by federally insured financial institu-
tions. Sections 215.9 and 215.10 and subpart B
of Regulation O were deleted as a result of the
rule’s changes. (See 71 Fed. Reg. 71472,
December 11, 2006, and 72 Fed. Reg. 30,470,
June 1, 2007.)

Section 2065.3

This “Maintenance of an Appropriate Allow-
ance for Loan and Lease Losses” section has
been fully revised to incorporate the December
13, 2006, Interagency Policy Statement on the
Allowance for Loan and Lease Losses (ALLL).
(See SR-06-17.) The guidance updates the 1993
Interagency Guidance on the ALLL (SR-93-70).
The revised policy statement emphasizes that
each banking organization (including bank hold-
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ing companies and their subsidiaries) is respon-
sible for developing, maintaining, and docu-
menting a comprehensive, systematic, and
consistently applied process for determining the
amounts of the ALLL and the provision for loan
and lease losses. Each banking organization
should ensure that the adequate controls are in
place to consistently determine the appropriate
balance of the ALLL in accordance with
(1) GAAP, (2) its stated policies and procedures,
and (3) management’s best judgment and rel-
evant supervisory guidance. The policy empha-
sizes also that a banking organization should
provide reasonable support and documentation
of its ALLL estimates, including adjustments to
the allowance for qualitative or environmental
factors and unallocated portions of the allowance.

Section 2128.09

This new section, “Elevated-Risk Complex Struc-
tured Financing Activities,” sets forth the Janu-
ary 11, 2007, Interagency Statement on Sound
Practices Concerning Elevated-Risk Complex
Structured Finance Activities. This statement
sets forth supervisory guidance that addresses
risk-management principles that should assist
institutions to identify, evaluate, and manage the
heightened legal and reputational risks that may
arise from their involvement in complex struc-
tured financing transactions (CSFTs). The guid-
ance is focused on those CSFTs that may present
heightened levels of legal or reputational risk to
the institution and are defined as “‘elevated-risk

FILING INSTRUCTIONS

CSFTs.” Such transactions are typically con-
ducted by a limited number of large financial
institutions. (See SR-07-5 and 72 Fed. Reg.
1,372, January 11, 2007.)

Sections 4060.3

The “Consolidated Capital (Examiners” Guide-
lines for Assessing the Capital Adequacy of
BHCs)” section was revised to include an in-
terim interagency decision on the impact of the
Financial Accounting Standards Board’s issu-
ance of its September 2006 Statement of Finan-
cial Accounting Standards No. 158 (FAS 158),
“Employers Accounting for Defined Benefit
Pension and Other Postretirement Plans.” The
decision was announced in a December 14,
2006, press release that was issued by the Fed-
eral Reserve Board and the other federal bank-
ing and thrift regulatory agencies (the agencies).
FAS 158 provides that a banking organization
that sponsors a single-employer defined benefit
postretirement plan, such as a pension plan or
health care plan, must recognize the overfunded
or underfunded status of each such plan as an
asset or a liability on its balance sheet with
corresponding adjustments recognized as accu-
mulated other comprehensive income (AOCI).
The agencies issued an interim decision, which
conveyed that banks and bank holding compa-
nies should exclude from regulatory capital any
amounts recorded in AOCI that have resulted
from their adoption and application of FAS 158.
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This supplement reflects decisions of the Boardssets that are 90 days or more past due,
of Governors, new and revised statutory andefault, or below investment grade, because th
regulatory provisions, and new and revisednstitution providing the ABCP liquidity facility
supervisory guidance and instructions issued bghould not be exposed to the credit risk assoc
the Division of Banking Supervision and Regu-ated with such assets. The interagency stateme
lation since the publication of the July 2006indicates that an ABCP liquidity facility will
supplement. meet the asset-quality test if, at all times through
out the transaction, (1) the liquidity provider has
access to certain types of acceptable cred

SUMMARY OF CHANGES enhancements that support the liquidity facility
and (2) the notional amount of such credit
Section 2050.0 enhancements exceeds the amount of unde

lying assets that are 90 days or more past du
The “Extensions of Credit to BHC Officials” defaulted, or below investment grade for whick
section has been revised to incorporate a Mathe liquidity provider may be obligated to fund
22, 2006, Board staff interpretation of Regulaunder the facility. (See SR-05-13.)
tion O pertaining to the use of bank-owned or
bank-issued credit cards by bank insiders for the
bank’s business purposes. The interpretatio8ection 2231.0
also is concerned with the extension of credit
provisions and the market-terms requirement ofhe “Real Estate Appraisals and Evaluations”
Regulation O when a bank insider uses thegection has been revised to incorporate the Jur
bank-owned or bank-issued credit card to acquirg2, 2006, interagency statement, The 2006 Rev
goods and services for personal purposes. Theons to Uniform Standards of Professiona
inspection procedures have beenrevised to includepraisal Practice (USPAP), issued by the fed
provisions of this interpretation. eral banking agencies. Under the appraisal reg
lations, institutions must ensure that their apprais
als supporting federally related transaction:
Section 2126.0 adhere to USPAP. The interagency statemel
provides an overview of the USPAP revisions
The “Nontrading Activities of Banking Organi- and the ramifications of these revisions to regu
zations” section involving risk management andated institutions. The 2006 USPAP, effective
internal controls has been deleted. This sectioduly 1, 2006, incorporates certain prominen
was based on SR-95-17, which was supersedeévisions made by the Appraisal Standards Boar
by SR-98-12 (section 2126.1). These revisions include a new Scope of Worl
Rule as well as the deletion of the Departure
Rule and some of its associated terminology
Section 2128.03 (See SR-06-9.)

The “Credit-Supported and Asset-Backed Com-
mercial Paper” section has been revised t&ection 3070.3
incorporate the August 4, 2005, Interagency
Guidance on the Eligibility of Asset-Backed This new section, “Nontraditional
Commercial Paper (ABCP) Liquidity Facilities Mortgages—Associated Risks” pertaining to
and the Resulting Risk-Based Capital Treatsection 4(c)(8) of the BHC Act, has been devel:
ment. The guidance clarifies the application obped based on the September 29, 2006, Inte
the asset-quality test for determining the eligibilagency Guidance on Nontraditional Mortgage
ity or ineligibility of an ABCP liquidity facility =~ Product Risks. (See SR-06-15.) The guidanc
and the resulting risk-based capital treatment aiddresses both the risk-management and co
such a facility for banking organizations. Thesumer disclosure practices that institutions (Fec
guidance also re-emphasizes that the primamgral Reserve System-supervised state memb
function of an eligible ABCP liquidity facility banks and their subsidiaries, and bank holdin
should be to provideliquidity—not credit companiesand theirnonbanksubsidiaries)shou
enhancement.
An eligible liquidity facility must have an BHC Supervision Manual January 2007
asset-quality test that precludes funding against Page 1
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employ to effectively manage the risks associ-
ated with closed-end residential mortgage loan
products that allow borrowers to defer payment
of principal and, sometimes, interest. The sec-
tion includes safety-and-soundness-oriented
inspection objectives and inspection procedures
to be used when conducting inspections of bank
holding companies and their nonbank subsidi-
aries that are engaged in this type of lending.

Section 3600.7

The section “ Acting as a Certification Authority
for Digital Signatures (Permissible Activities by
Board Order)” has been amended to include a
summary of a recent Board order in which the
Board approved a notice for a foreign bank to
act, under sections 4(c)(8) and 4(j) of the BHC
Act, as a certification authority (CA) in connec-
tion with financial and nonfinancial transactions
and to engage in related data processing activi-
ties. The foreign bank planned to engage in the
CA activities by entering into an agreement
with a newly organized, wholly owned indirect
subsidiary of the bank. (See 2006 FRB C150.)
The proposed CA nonbanking activities are
slightly different, but are consistent with the CA
nonbanking activities previously approved by
the Board. (See 2000 FRB 56.)

Section 3920.0

The “Limited Physical-Commodity-Trading
Activities” section, pertaining to section 4(k) of
the BHC Act, has been revised to include addi-
tional Board orders for financia holding compa-
nies engaging in limited physical-commodity-
trading activities, including energy-related
commodities such as natural gas, crude oil, elec-
tricity, and emissions alowances. (See 2006
FRB C54, 2006 FRB C57, and 2006 FRB C113.)

Section 4060.3

Thissection, “ Examiners' Guidelinesfor Assess-
ing the Capital Adequacy of BHCs,” pertainsto
consolidated capital and has been revised to
include discussions of the May 14, 2003, and
August 15, 2006, Board interpretations that were
issued in response to separate inquiries received
from the same bank. To lessen the risk-based

capital treatment for certain indemnified
BHC Supervision Manual January 2007
Page 2

securities-lending arrangements, the bank sought
the Board's permission to apply a loan equiva-
lent methodology to the arrangements using its
interna value-at-risk (VaR) model, subject to
the certain specified conditions. The May 14,
2003, interpretation concerned aninquiry regard-
ing the risk-based capital treatment of certain
European agency securities-lending arrange-
ments that the bank had acquired. For these
transactions (the cash-collateral transactions),
the bank, acting as agent for its clients, lends its
clients' securities and then receives cash collat-
eral in return. The bank then reinvests the cash
collateral in areverse-repurchase agreement and
receivessecuritiescollateral inreturn. The August
15, 2006, interpretation was issued regarding
the bank’s risk-based capital treatment of cer-
tain other securities-lending transactions. For
these transactions, the bank, acting as agent for
clients, lends its clients' securities and receives
liquid securitiescollateral inreturn (thesecurities-
collateral transactions).

For both types of transactions, the Board,
using its reservation of authority, determined
that under its current risk-based capital guide-
lines the capital charge for these specific types
of securities-lending arrangementswould exceed
the amount of economic risk posed to the bank,
which would result in capital charges that would
be significantly out of proportion to the risk.
The Board separately approved these exceptions
to its risk-based capital guidelines. The bank is
to compute its regulatory capital for these trans-
actions using its internal VaR model by assign-
ing the risk weight of the counterparty to the
exposure amount of all such transactions with
the counterparty. The bank will calculate the
exposure amount as the sum of its current unse-
cured exposure on its portfolio of transactions
with the counterparty, plus an add-on amount
for potential future exposure.

Section 4060.8

A new section titled “ Consolidated Risk-Based
Capita—Direct-Credit Substitutes Extended to
ABCP Programs” consists of March 2005 inter-
agency guidance that is based on the Board's
adoption of the November 29, 2001, amended
risk-based capital standards. The standards estab-
lished a new capita framework for banking
organizations that are engaged in securitization
activities. The interagency guidance clarifies
how banking organizations are to use internal
ratings that they assign to asset pools purchased
by their ABCP programs in order to appropri-
ately risk weight any direct-credit substitutes
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(for example, guarantees) that are extended to
such programs.

The guidance provides an analytical frame-
work for assessing the broad risk characteristics
of direct-credit substitutes that a banking organi-

FILING INSTRUCTIONS

zation provides to an ABCP program it spon-
sors. Specific information is provided within the
guidance on evaluating direct-credit substitutes
issued in the form of program-wide credit
enhancements. (See SR-05-6.)
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This supplement reflects decisions of the Board The section also provides examples of unsaf
of Governors, new and revised statutory an@énd unsound limitation-of-liability provisions,
regulatory provisions, and new and revisednd it discusses frequently asked questions ar
supervisory guidance and instructions issued bgnswers that were posed to the Securities ar
the Division of Banking Supervision and Regu-Exchange Commission (Office of the Chief
lation since the publication of the January 200@\ccountant). The answers confirmthatan accour
supplement. tant (auditor) isot independent when an accoun-
tant and a client enter into an agreement o
indemnity, directly or through an affiliate, that
seeks to assure the accountant immunity fror

SUMMARY OF CHANGES liability for the accountant’s own negligent acts,
whether they are acts of omission or commis
Section 2060.05 sion. (See SR-06-4.)

This revised section, “Policy Statement on the

Internal Audit Function and Its Outsourcing )

(Management Information Systems),” incorpo-Section 2090.2

rates the FDIC's November 28, 2005, amend- . .

ment (effective December 28, 2005) to part 363 N€ section “Control and Ownership (BHC For-

of its regulations (12 C.F.R. 363). The amendMations)” has been revised to incorporate th

ment raised the asset-size threshold frofg0@rd’s February 22, 2006, revisions of its

$500 million to $1 billion for internal control ;rgr?t”OETsjsgsosl:%ntsg‘t?:mgﬂgrgggyMif;;

assessments by management and the instity® .

tion’s external auditors. For institutions betweer{i8! Factors (12 C.F.R. 225, appendix C). The

$500 million and $1 billion in assets, only arevised rule increases the applicable consol

majority, rather than all, of the members of thedated asset-size threshold to less than $500 m

audit committee—who must be outSidellonfromlles_sthan $150 mll||.I0n and also included

directors—must be independent of managemerfither criteria for determining whether a BHC
may qualify for the policy statement, including

an exemption from the capital guidelines. Fol

BHCs that are under the qualifying asset-size

threshold, the revised rule also (1) modifiec

certain qualitative criteria for determining when

Section 2060.1

The section “Audit (Management Information . X
Systems)” has been revised to incorporate th BHC wouldnot qualify for the palicy state-

February 9, 2006, Interagency Advisory on thd"ent Or the exemption from the capital guide-
Unsafe Ztnd Unsound Us% of {imitationyof Lia-lines and (2) clarified the treatment under the

bility Provisions in External Audit EngagementPOliCY Statement of subordinated debt associate
Letters. The advisory informs financial instity-"ith trust preferred securities. The inspectior

tions that it is unsafe and unsound to enter int8bjfECtIVes qnd Inspection procedgrgs have bge
external audit contracts (that is, engageme v_|sed to incorporate key provisions of this
letters) for the performance of auditing or attespOIICy statement.

tation services when the contracts (1) indemnify

the external auditor against all claims made by

third parties, (2) hold harmless or release th&ection 2090.7

external auditor from liability for claims or

potential claims that might be asserted by theControl and Ownership (Nonbank Banks)” has
client financial institution (other than claims for peen revised to include a March 21, 2006, Boar:
punitive damages), or (3) limit the remediesstaff legal opinion. The opinion confirms that a
available to the client financial institution (otherdirect conversion from a state-chartered bank t
than punitive damages). Such limits on externaj national bank and its merger with a newly
auditors’ liability weaken the auditor’s indepen-formed limited-purpse trust company that would
dence and performance, thus reducing the supefot be a bank for purposes of the BHC Act,
visory agency's ability to rely on the auditor's would not, by itself, cause a parent company t
work. The inspection objectives and inspection
procedures incorporate certain key provisions aHC Supervision Manual July 2006
the advisory. Page 1
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lose its grandfather rights maintained under sec-
tion 4(f) of the BHC Act.

Section 3072.0

This new section, “Activities Related to Extend-
ing Credit,” provides a list of sections in the
manual that discuss permissible nonbanking
activities related to extending credit, provided
for in section 225.28(b)(2) of Regulation Y.
Each listed section includes a description of the
activity and any supervisory guidance or require-
ments that should be considered. Several of the
sectionsincludeinspection objectivesandinspec-
tion procedures.

Section 3072.8

This new section, “ Real Estate Settlement Ser-
vices,” discusses those activities that are related
to extending credit, as found in Regulation Y,
section 225.28(b)(2). Included is a February 9,
2006, Board staff legal opinion on the permissi-
bility of providing servicesto customers that are
seeking to make exchanges of real property
through a “ section 1031 exchange subsidiary,”

pursuant to section 1031 of the U.S. Internal
Revenue Code. Section 1031 provides a U.S.
taxpayer with a deferred gain when the taxpayer
exchanges his or her property for another prop-
erty of “ likekind.” A BHC planned to acquire a
subsidiary that would act as a qualified interme-
diary in forward section 1031 exchange
transactions.

Board staff concluded that this section 1031
exchange subsidiary’ s proposed activities would
be permissible rea estate settlement services
under section 225.28(b)(2)(viii) of Regulation
Y. (See 12 C.F.R. 225.28 (b)(2)(viii).) Also, the
activitieswould be considered permissible Regu-
lation Y trust company functions (12 C.FR.
225.28(b)(5)) and financial advisory services,
including tax-planning and tax-preparation ser-
vices (12 C.F.R. 225.28(b)(6)).

Section 3610.1

This new section, “ Financing Customers Com-
modity Purchase and Forward Sales,” consists
of a May 15, 2006, Board staff legal interpreta-
tion that responded to a request from a BHC.
The BHC sought confirmation that certain pro-

BHC Supervision Manual
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posed “ commodity purchase and forward sale”
(CPFS) transactions are a form of lending activ-
ity permissible for BHCs under section
225.28(b)(1) of the Board's Regulation Y. The
BHC inquired whether it would be permissible
under the BHC Act and the Board's Regulation
Y for the BHC to engage in proposed CPFS
transactions in a manner that provided for the
financing of its customers commodity inven-
tories. Board legal staff noted that the Board
previously found athree-party commodity financ-
ing arrangement (similar to the proposed three-
party CPFS transactions) to be within the scope
of permissible lending activities for BHCs under
Regulation Y. (See 1973 FRB 698.) Based on
the BHC's representations and the information
it provided, the cited Board precedents, and the
limitations included within the Board staff’'s
response (interpretation), Boardlegal staff opined
that the proposed CPFS transactions are within
the scope of permissible lending activities for
BHCs under section 225.28(b)(1) of Regulation
Y.

Section 3610.2

This new section, “Certain Volumetric-
Production-Payment Transactions Involving
Physical Commodities,” consists of a May 15,
2006, Board staff legal opinion that responded
to arequest from aforeign bank (aforeign bank
that qualifies as a financial holding company
under section 4(k) of the BHC Act and also
under section 4(c)(9) of the BHC Act) that
sought confirmation that certain volumetric-
production-payment (VPP) transactions involv-
ing physical commaodities would be permissible
extensions of credit for abank holding company
under section 225.28(b)(1) of the Board's Regu-
lation Y (12 C.ER. 225.28(b)(1)).

The Board had approved a previous proposal
by the BHC to engage in physical commodity
trading as an activity that is complementary to
the BHC'scommaodity derivatives activities (See
2004 FRB 215, section 3920.0, and section
3905.0.) In response to the current request,
Board staff noted that the Board had previously
concluded that ownership of commodities in
connection with afinancing transaction does not
prevent the transaction from being treated as a
form of credit extension permissible for a
BHC—as long as the economics of the transac-
tion are substantially the same as those of a
loan. (See 1973 FRB 698.) Based on the infor-
mation provided by the BHC, Board legal staff
opined that the described VPP transactions are a
form of permissible lending activity for BHCs
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under section 225.28(b)(1) of Regulation Y
when entered into and for the purpose of provid-
ing financing to a third-party customer. The
opinion also stated that any commodities that
the BHC receives pursuant to a VPP transaction,
and that are not sold immediately to third par-
ties, would be subject to a limit of 5 percent of
tier 1 capital on the value of commodities that
the BHC may hold under its physical commod-
ity trading authority.

Section 4060.3

“ Consolidated Capital (Examiners' Guidelines
for Assessing Capital Adequacy of BHCs)” was
revised to incorporate the Board's February 22,
2006, revision of Regulation Y (12 C.F.R. 225).
The rule’s appendix A was revised to raise the
asset threshold to which the risk-based capital
guidelines apply on a consolidated basis. The
asset threshold was raised for BHCs having
consolidated assets of $500 million or more
from $150 million or more. The risk-based capi-
tal guidelines also apply to any bank holding
company with consolidated assets of less
than $500 million if the holding company (1) is
engagedinsignificant nonbanking activitieseither
directly or through anonbank subsidiary; (2) con-
ducts significant off-balance-sheet activities
(including securitization and asset management
or administration), either directly or through a
nonbank subsidiary; or (3) hasamaterial amount
of debt or equity securities outstanding (other
than trust preferred securities) that are registered
with the Securities and Exchange Commission
(SEC). BHCs with consolidated assets of less
than $500 million would generally be exempt
from the calculation and analysis of risk-based
capital ratios on a consolidated holding com-
pany basis, subject to certaintermsand conditions.

This section also was revised for the Board's
February 6, 2006, revision (effective February
22, 2006) to the market risk measure in Regula-
tion Y (12 C.FR. 225, appendix E), which
reduced the capital requirements for certain cash
collateralized securities borrowing transactions
of BHCs that have adopted the market risk rule.
This action aligns the capital requirements for

those transactions with the risk involved. It pro-
vides a capital treatment for U.S. banking orga-
nizations that is more in line with the capital
treatment to which their domestic and foreign
competitors are subject. (See 71 Fed. Reg. 8,937,
February 22, 2006.)

This section has aso been revised to include
a January 23, 2006, Board staff legal interpreta-
tion. The interpretation conveys the Board's
determination that qualifying mandatory con-
vertible preferred securities (that convert to non-
cumul ative perpetual preferred securities) qualify
for inclusion in the tier 1 capital of internation-
aly active BHCs (and other BHCs) in excess of
the 15 percent limit applicable to the restricted
core capital elements of internationally active
BHCs, if al other terms and conditions of the
securities meet the Board' s requirements.

Section 4060.4

“ Consolidated Capital (LeverageMeasure)” was
revised to incorporate revisions to Regulation Y
for the tier 1 leverage measure. (See 12 C.FR.
225, appendix D.) The changes wereincluded in
the Board's February 22, 2006, revision to the
Small Bank Holding Company Policy Statement
(12 C.FR. 225, appendix C). Thetier 1 leverage
mesasure's asset threshold was raised for those
BHCs having consolidated assets of $500 mil-
lion or more from $150 million or more. The
tier 1 leverage guidelines also apply to any BHC
that has consolidated assets of lessthan $500 mil-
lion if the BHC (1) is engaged in significant
nonbanking activities, either directly or indi-
rectly through a nonbank subsidiary (a new pro-
vision); (2) conducts significant off-balance-
sheet activities(including securitization and asset
management or administration); or (3) has a
material amount of debt securities outstanding
(other than trust preferred securities) that are
registered with the SEC. (Previoudly, the rule
referred only to debt outstanding held by the
general public; SEC-registered equity securities
were not included.) The Federal Reserve may
apply thetier 1 leverage guidelines at its discre-
tion to any BHC, regardless of asset size, if such
action is warranted for supervisory purposes.

BHC Supervision Manual July 2006
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This supplement reflects decisions of the Boarwith respect to inter-District coordination of

of Governors, new and revised statutory antbanking supervision. (See SR-05-27/CA-05-11.

regulatory provisions, and new and revised

supervisory guidance and instructions issued by

the Division of Banking Supervision and Regu-Section 2124.4

lation since the publication of the July 2005

supplement. “Interagency Guidelines Establishing Standard:
for Information Security” has been revised to
conform it to the December 21, 2004, inter-
agency rules that implement section 216 of the

SUMMARY OF CHANGES Fair and Accurate Credit Transactions Act of
2003. (See 12 C.F.R. 225, appendix F.) Tt
Section 2010.11 address the risks associated with identity thef

the information security standards generally
“Supervision of Subsidiaries—Private-Bankingrequire each financial institution to develop,
Functions and Activities” has been revised toimplement, and maintain, as part of its existing
incorporate the USA Patriot Act's new andinformation security program, appropriate mea
enhanced statutory requirements, which arsures to properly dispose of consumer informa
designed to prevent, detect, and prosecute mongygn derived from consumer reports. The amend
laundering and terrorism. For banking organizaments to the information security standards wer
tions, the act’'s provisions are implementedffective July 1, 2005.
through regulations issued by the U.S. Depart- The section has also been revised to incorpc
ment of the Treasury (31 C.F.R. 103). Sectiomate the Interagency Guidance on Response Pr
326 of the Patriot Act (codified in the Bank grams for Unauthorized Access to Custome
Secrecy Act[BSA] at 31 U.S.C. 5318 requires Information and Customer Notice (the guid-
financial institutions to have customer identifi-ance). The federal banking agenciesjointly issue
cation programs that collect and maintain certhe guidance on March 23, 2005 (effective Marct
tain records and documentation on customerg9, 2005). The guidance, which interprets sec
Institutions also should develop and use identityfion 501(b) of the Gramm-Leach-Bliley Act,
verification procedures to ensure the identity oAmended the information security standards
their customers. SR-04-13 describes the BSfSee 12 C.F.R. 225, appendix F, supplement A
examination procedures for customer identificaThe guidance describes the response prograrm
tion programs; examiners should follow thesencluding customer notification procedures, tha
procedures when evaluating an institution’s comeertain banking organizations should develo
pliance with the regulation. (See also SR-03-1and implement to address unauthorized acce
and SR-01-29.) Relevant interagency interpreto or the use of customer information that coulc
tive guidance, in a question-and-answer formatgsult in substantial harm or inconvenience to :
addresses the customer identification rules. (Sesistomer. (See SR-05-23/CA-05-10.)
SR-05-9.) This section also has been revised to
include general and specific references to the
relevant supervisory guidance in the Federafection 2231.0
Financial Institutions Examination Council’s
Bank Secrecy Act/Anti-Money Laundering “Real Estate Appraisals and Evaluations” has
Examination Manual, which was issued in June been revised to include a summary of the inter
2005. (See SR-05-12 and its attachments.)  agency responses to questions on both the age
cies’ appraisal regulations and the October 200
interagency statement titled Independen
Section 2124.01 Appraisal and Evaluation Functions. The agen
cies’ March 22, 2005, interpretive response:
“Risk-Focused Supervision Framework for Largeaddress common questions on the requiremer
Complex Banking Organizations” reaffirms theof the appraisal regulations and the Octobe
definition of the responsible Reserve Bank (RRB2003 interagency statement. (See SR-05-5 ar
and specifies the RRB’s responsibilities for conits attachment.) The section also has been updat
ducting inter-District inspection and supervision
activities for a banking organization. The secBHC Supervision Manual January 2006
tion highlights and clarifies the role of the RRB Page 1
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to include a summary of the September 8, 2005jeveloped to incorporate the interagency

interagency interpretive responses to frequentlguidance.

asked questions; the agencies jointly issued the

responses to help regulated institutions compl .

with the agencies’ appraisal regulation and reapection 3111.0

estate lending requirements when financing resj-. .. .

dential construction in a tract development. (Seese(:t'o.n 4(0)(8) Of_ th_e B,'f'C Act—Acquisition

SR-05-14 and its attachment.) pf Savmgs Assouatlorp has bee.n rewseld. to
indicate that bank holding companies acquiring

savings associations under this statutory provi-

sion must conform the acquired associations’

nonbanking activities to those that are permis-

sible under section 4 of the BHC Act. (See also

“Section 2(c)(2)(F) of the BHC Act—Credit f ” ;
Card Bank(E)ieargp)tion from the Definition of asec_tlon 225'.28(b).(4)(") of Regulation Y.) The
Bank” has been revised to add a table of IaWsrewsed section discusses a more recent Board

: . . rder and lists other Board orders that have
_regulatlons, interpretations, and or_ders Conceng'uthorized the acquisition of savings associa-
ing the credit card bank exemption found in

section 2(c)(2)(F) of the BHC Act. tions.

Section 3005.0

Section 5000.0
Section 3071.0

“BHC Inspection Program—General” has been
“Section 4(c)(8) of the BHC Act (Mortgage revised to briefly discuss the reconfirmation of
Banking—Accounting and Reporting for Com-the Federal Reserve’s policy on the coordination
mitmentsto Originate and Sell Mortgage Loans)"of inspection and supervisory activities among
is a new section that has been added to incorpthe Reserve Banks. When banking organiza-
rate the May 3, 2005, Interagency Advisory ortions operate in more than one District, it is
Accounting and Reporting for Commitments toimportant that (1) inspection and supervisory
Originate and Sell Mortgage Loans, which wastaff assess and weigh all relevant and signifi-
issued by the Federal Reserve and the otheant supervisory findings when evaluating the
federal bank and thrift supervisory agenciesconsolidated banking organization and (2) a
The advisory provides guidance on the approprieonsistent and coordinated supervisory message
ate accounting and reporting for both derivativés communicated to the banking organization.
loan commitments (commitments to originateTo achieve this objective, the System follows
mortgage loans that will be held for resale) andhe principle that there is one RRB for each
forward loan-sales commitments (commitment$ully consolidated banking organization (i.e.,
to sell mortgage loans). When accounting andach top-tier consolidated banking organiza-
reporting for derivative loan commitments, insti-tion). Section 5000.0.6 defines the RRB for a
tutions (and bank holding companies) arébanking organization, highlights the role of the
expected to use generally accepted accountif®RB in inter-District coordination of banking
principles. Institutions (and bank holding com-supervision, and briefly discusses the roles and
panies) also must correctly report derivativeduties of the RRBs in conducting multi-District
loan commitments in accordance with their fedinspection and supervision activities. The classi-
eral bank and thrift supervisory agency’s formdication of out-of-District nonbank subsidiary
and instructions. (See SR-05-10.) An inspectioassetsis also discussed. See also section 5000.0.7.
objective and inspection procedures were als(See SR-05-27/CA-05-11.)

BHC Supervision Manual January 2006
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This supplement reflects decisions of the Board  the Division of Banking Supervision and Regu-
of Governors, new and revised statutory and lation since the publication of the December
regulatory provisions, and new and revised su- 2004 supplement.

pervisory guidance and instructions issued by

Description of the Change

LIST OF CHANGES
New Previous
Section Section
Number Number
2010.2 2010.2
2124.01 2124.01
2129.05 2129.05

The section “Supervision of Subsidiaries—Loan Administration
and Lending Standards™ has been revised to include the May 16,
2005, interagency Credit Risk Management Guidance for Home
Equity Lending. The federal supervisory agencies issued the guid-
ance to promote greater focus on sound risk-management practices
at banking organizations (that is, at credit-extending bank and
nonbank subsidiaries of bank holding companies) with home
equity lending programs, including open-end home equity lines of
credit and closed-end home equity loans. The agencies are con-
cerned that some banking organizations’ credit-risk management
practices for home equity lending have not kept pace with the
product’s rapid growth and the easing of underwriting standards.
The guidance highlights the sound risk-management practices that
a banking organization should follow to align the growth with the
risk within its home equity portfolio. The guidance should be
considered in the context of existing regulations and supervisory
guidelines. (See SR-05-11 and its attachment.) The inspection
objectives and procedures have been revised to incorporate this
interagency guidance.

The section “Risk-Focused Supervision Framework for Large
Complex Banking Organizations” has been revised to incorporate
the risk-management rating definitions, as they are discussed in
SR-99-15, SR-97-24, and SR-95-51. SR-04-18 (and its attach-
ment) made revisions to the rating definitions for risk manage-
ment. A banking organization’s risk-management assessment is
deemed to be strong, acceptable, or weak. The central point of
contact or designated examiner(s) should use the revised risk-
management assessment definitions to develop a risk matrix,
which should be used primarily for planning supervisory activities.
The risk matrix does not have the fine gradations involved in
rating a risk-management system on a function-by-function or
activity basis, an approach that would be used in conducting and
completing a bank holding company inspection.

The “Risk and Capital Management—Secondary-Market Credit
Activities” section has been revised to incorporate the new bank
holding company RFI/C(D) rating system. Other previously issued
risk-management-oriented SR-letters are also referenced. In addi-
tion, the Board’s July 17, 2004, approval of revisions to the

BHC Supervision Manual July 2005
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Description of the Change

New Previous
Section Section
Number Number
3005.0

3040.0 3040.0
3250.0 3250.0

risk-based capital rule (effective September 30, 2004) provides for
a limited exclusion from risk-weighted assets for an asset-backed
commercial paper (ABCP) program. A banking organization’s
ABCP program may be excluded from risk-weighted assets (1) when
the banking organization is the program’s sponsor and (2) when it
must consolidate under generally accepted accounting principles
(GAAP) its ABCP program that is defined as a variable interest
entity. (See section 2128.03.)

A new section, “Credit Card Bank Exemption from the Definition
of a Bank,” discusses the February 18, 2005, Board staff interpre-
tation involving the credit card bank exemption under section
2(c)(2)(F) of the BHC Act. This statutory provision sets forth the
criteria that an institution must meet to qualify for the so-called
credit card bank exemption. The Board staff’s interpretation con-
cluded that no BHC application to the Board would be required for
a proposed acquisition of a credit card bank if the company
(1) met the statutory criteria and (2) complied with the representa-
tions and commitments it made, including those that were required
by the Board. Board staff also concluded that a related stock
redemption did not require a filing with the Board.

The “Section 4(c)(4) of the BHC Act—Interests in Nonbanking
Organizations™ section has been revised to include a qualifying
foreign banking organization’s (FBO’s) November 24, 2004,
request for a Board staff determination, which is based on section
4(c)(4) of the BHC Act and on the availability of a fiduciary
exemption that is found in the Board’s Regulation K, section
211.23(f)(4) (12 C.ER. 211.23(f)(4)) and in Regulation Y, section
225.22(d)(3) (12 C.FR. 225.22(d)(3)). Two of the FBO’s asset-
management subsidiaries proposed to serve as trustee for foreign-
based investment trusts that would invest in U.S. real estate. As
part of this asset-management activity, the two subsidiaries would
each take title to U.S. real estate on behalf of the investment trusts
and exclusively for the account of each trust for the benefit of the
investors in the trusts. The foreign jurisdiction’s law requires the
two subsidiaries to obtain a banking license in order to serve as
trustee for the investment trusts, and the two subsidiaries are
subject to supervision and regulation by the bank supervisory
authority in the foreign jurisdiction. Under the arrangement, the
two subsidiaries are subject to fiduciary duties that closely resemble
those of a trustee in the United States. Under the law of the foreign
jurisdiction, the investment trusts would not be legal entities
separate from the two subsidiaries. In addition, the FBO commit-
ted that neither it nor its subsidiaries or employee benefit plans
would own any beneficial interests in the investment trusts. (See
Federal Reserve Regulatory Service 4-305.2)

The ““4(c)(8)—Agency Transactional Services (Futures Commis-
sion Merchants and Futures Brokerage)™ section has been revised
to amend the inspection-scope guidance to emphasize the need for
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3905.0,
3920.0

4060.3

3905.0,
3920.0

4060.3

examiners to apply a functional-regulatory approach, consistent
with section 111 of the Gramm-Leach-Bliley Act, to conduct a
BHC inspection of a futures commission merchant subsidiary.
(See section 1040.0 and 12 U.S.C. 1844(c).) The section also
references the new bank holding company RFI/C(D) rating system.

The section ““Permissible Activities for FHCs—Section 4(k) of the
BHC Act” and the section “Limited Physical-Commodity-Trading
Activities—Section 4(k) of the BHC Act” have been revised to
discuss or reference additional Board orders (see 2004 FRB 215
and 2004 FRB 511) that authorized engaging in limited amounts
and types of commodity-trading activities that complement the
financial activity of engaging regularly as principal in BHC-
permissible commodity derivatives based on a particular commod-
ity. A financial holding company must submit, through the filing of
a notice under section 4 of the BHC Act, a written request to the
Federal Reserve Board in order to engage in a complementary
activity.

The section “Consolidated Capital—Examiners’ Guidelines for
Assessing the Capital Adequacy of BHCs” incorporates the Board’s
February 28, 2005, revision of its risk-based capital rule that
allows the continued limited inclusion of trust preferred securities
in the tier 1 capital of bank holding companies. Until March 31,
2009, the aggregate amount of qualifying cumulative perpetual
preferred stock (including related surplus) and qualifying trust
preferred securities that a banking organization may include in tier
1 capital is limited to 25 percent of the sum of the following core
capital elements: qualifying common stockholders’ equity, qualify-
ing noncumulative and cumulative perpetual preferred stock (includ-
ing related surplus), qualifying minority interests in the equity
accounts of consolidated subsidiaries, and qualifying trust pre-
ferred securities. The rule limits restricted core capital elements to
25 percent of the sum of the core capital elements (this limit
includes the restricted core capital elements) net of goodwill and
any associated deferred tax liability. The restricted core capital
elements are defined in the rule as qualifying cumulative perpetual
preferred stock (including related surplus), minority interest relat-
ing to qualifying cumulative perpetual preferred stock directly
issued by a consolidated U.S. depository institution or foreign
bank subsidiary, minority interest related to qualifying common
stockholders’ equity or perpetual preferred stock issued by a
consolidated subsidiary that is neither a U.S. depository institution
nor a foreign bank, and qualifying trust preferred securities. Inter-
nationally active BHCs, defined as those having consolidated
assets of $250 billion or more or having on-balance-sheet foreign
exposure of $10 billion or more, will be subject to a 15 percent
limit, effective March 31, 2009. However, internationally active
BHCs may include qualifying mandatory convertible preferred
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4060.4 4060.4
4070.0 4070.0
4070.1 4070.1

securities up to the generally applicable 25 percent limit. Amounts
of restricted core capital elements that are in excess of these limits
generally may be included in tier 2 capital.

The revised rule also addresses supervisory concerns, competi-
tive equity considerations, and the qualifying terms for trust pre-
ferred securities included in tier 1 capital. The rule strengthens the
definition of regulatory capital by incorporating long-standing
Board policies regarding the acceptable terms of capital instru-
ments included in banking organizations’ tier 1 or tier 2 capital.
(See the Board’s March 1, 2005, press release. The final rule was
published in the Federal Register on March 10, 2005.)

The “Consolidated Capital—Leverage Measure” section has been
revised to incorporate the changes made to allow and accommo-
date in the tier 1 leverage measures (12 C.F.R. 225, appendix D)
the continued limited inclusion of trust preferred securities in the
tier 1 capital of bank holding companies. The previous definition
of tier 1 capital was deleted. For the purposes of the leverage
measure, the definition of tier 1 capital relies on the tier 1 capital
definition that is found in the risk-based capital rule (12 C.F.R.
225, appendix A).

The “Bank Holding Company Rating System” section has been
totally revised. The section now includes the bank holding com-
pany RFI/C(D) rating system. Approved by the Board on Decem-
ber 1, 2004 (effective January 1, 2005), the rating system is
described in the attachment to SR-04-18. Each inspected BHC is
assigned a “C” composite rating, which is based on an evaluation
and rating of the BHC’s managerial and financial condition and an
assessment of future potential risk to its subsidiary depository
institution(s). The other main components of the rating system are
Risk management (R); Financial condition (F); and potential
Impact (I) of the parent company and nondepository subsidiaries
(collectively nondepository entities) on the subsidiary depository
institution(s). Several component ratings have subcomponent rat-
ings. The composite, component, and subcomponent ratings are
assigned to BHCs on the basis of a numeric scale. A 1 is the
highest rating; a S is the lowest. All of the BHC’s numeric ratings,
including the composite, component, and subcomponent ratings,
should be presented in the inspection report in accordance with
Federal Reserve supervisory practices.

The section “Rating the Adequacy of Risk-Management Processes
and Internal Controls of Bank Holding Companies,” which was
derived from SR-95-51, has been amended for the risk-
management rating classifications and definitions described in the
attachment to SR-04-18. The attachment outlines the Board-
approved RFI/C(D) bank holding company rating system, which
was effective January 1, 2005.
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Description of the Change

A new section, “Nondisclosure of Supervisory Ratings,” describes
the Federal Reserve’s long-standing policy of disclosing to the
board of directors and senior management the confidential com-
posite numeric rating and the alphabetic component ratings assigned
under various supervisory rating systems. (See SR-88-37 and
SR-96-26.) The section now references the bank holding company
RFI/C(D) rating system (see section 4070.0 and SR-04-18 and its
attachment), which replaced the BOPEC rating system for BHCs.
Also, the section includes the February 28, 2005, Interagency
Advisory on the Confidentiality of the Supervisory Rating and
Other Nonpublic Supervisory Information. The advisory reminds
banking organizations of the statutory prohibitions on the disclo-
sure of supervisory ratings and other confidential supervisory
information to insurers or other nonrelated third parties without
the permission of the appropriate federal banking agency. (See
SR-05-4.)

These sections have been revised to incorporate the Board’s adop-
tion of the bank holding company RFI/C(D) rating system. (See
SR-04-18 and its attachment.)
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This supplement reflects decisions of the Boarthe Division of Banking Supervision and Regu-
of Governors, new and revised statutory andhtion since the publication of the June 2004
regulatory provisions, and new and revisedupplement.

supervisory guidance and instructions issued by

LIST OF CHANGES

New Previous

Section Section

Number Number Description of the Change

2010.13 The new section “Establishing Accounts for Foreign Gover

ments, Embassies, and Political Figures” conveys the June
2004, interagency advisory “Guidance on Accepting Account
from Foreign Governments, Foreign Embassies, and Forei
Political Figures.” The advisory was issued by the federal bankir
and thrift agencies (the agencies) and the U.S. Department of |
Treasury's Financial Crimes Enforcement Network (FinCEN)
The advisory responds to inquiries the agencies and FinCE
received on whether financial institutions should do business a
establish account relationships with those foreign customers cit
in the advisory. Banking organizations are advised that the de
sion to accept or reject such foreign-account relationships is the
alone to make.

Financial institutions, including a bank holding company’s ban
and thrift subsidiaries, should be aware that there are varyil
degrees of risk associated with these accounts, depending on
customer and the nature of the services provided. Institutio
should take appropriate steps to manage these risks, consis
with sound practices and applicable anti-money-laundering lax
and regulations. The advisory is primarily directed to financie
institutions located in the United States. The boards of directors
bank holding companies, however, should consider whether t
advisory should be applied to their other U.S. subsidiaries’ final
cial and other services. (See SR-04-10.)

2128.03 2128.03 The section “Credit-Supported and Asset-Backed Commer
Paper” has been revised to incorporate the Board's July 17, 20(
approval (effective September 30, 2004) of a revision to th
risk-based capital requirements for state member banks and b:
holding companies (collectively banking organizations) that spo
sor asset-backed commercial paper (ABCP) programs. For mq
details, see the summary for section 4060.3. The inspection objt
tives and inspection procedures were also revised to incorpor
the revised rule for ABCP programs.

3140.0 3140.0 The section “Leasing Personal or Real Property” has been revi
to incorporate a Board staff legal opinion that was requested by
foreign banking organization (FBO) that is treated as a bar
holding company (BHC). The FBO, as a BHC, engages in leasil
activities that the Board has authorized in Regulation Y, sectic
225.28(b)(3) (12 C.F.R. 225.28(b)(3)). The FBO asked if a BH!
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may provide, as an incidental nonbank activity, fleet-management
services to some nonleased vehiclesin accordance with its Regula
tion Y—authorized leasing activities. In a December 19, 2003,
opinion, Board staff stated that the provision of fleet-management
services to some nonleased vehiclesis an activity incidental to the
BHC's authorized leasing activities, provided the BHC's leasing
subsidiary limits its fleet-management services involving vehicles
not subject to a Regulation Y permissible lease to no more than
15 percent of the fleet-management revenues, and to 5 percent of
the total leasing revenues of the leasing subsidiary. (See the
December 19, 2003, Board staff opinion and Regulation Y, 12
C.FR. 225.28(b)(3), footnote 5.)

Section 106 of the Bank Holding Company Act Amendments of
1970 generally prohibits a bank from conditioning the availability
or price of one product or service (the “tying product,” or the
“desired product”) on a requirement that a customer obtain
another product or service (the “ tied product” ) from the bank or
an dffiliate of the bank. Section 106 also prohibits a bank from
conditioning the availability or price of one product on a reguire-
ment that a customer (1) provide another product to the bank or an
affiliate of the bank or (2) not obtain another product from a
competitor of the bank or from a competitor of an affiliate of the
bank. Section 106 contains several exceptionsto its general prohi-
bitions, and it authorizes the Board to grant, by regulation or order,
additional exceptions from the prohibitions when the Board deter-
mines an exception “ will not be contrary to the purposes” of the
Statute.

The section “ Tie-In Considerations of the BHC Act” has been
revised to include a Board interpretation and a Board staff interpre-
tation of section 106 on tying arrangements, which were issued on
August 18, 2003, and February 2, 2004. These two interpretations
state that bank customers that receive securities-based credit can
be required to hold their pledged securities as collateral at an
account of a bank holding company’s or bank’s broker-dealer
affiliate.

The section “ Examiners' Guidelines for Assessing the Capital
Adequacy of BHCs” has been updated to include the revisions to
the Board' s risk-based capital requirements for asset-backed com-
mercial paper (ABCP) programs sponsored by state member banks
and bank holding companies (collectively, banking organizations).
The Board approved the rule changes on July 17, 2004 (effective
September 30, 2004). See appendix A of Regulation Y (12 C.F.R.
225, appendix A).

In January 2003, the Financial Accounting Standards Board
(FASB) issued FASB Interpretation No. 46, “ Consolidation of
Variable Interest Entities” (FIN 46). FIN 46 required, for the first
time, the consolidation of variable interest entities (VIES) onto the
balance sheets of companies deemed to be the primary beneficia-
ries of those entities. In December 2003, FASB revised FIN 46 as

BHC Supervision Manual
Page 2

December 2004



Bank Holding Company Supervision Manual

Supplement 27—December 2004

New
Section
Number

Previous

Section
Number

Description of the Change

5010.10

5010.10

FIN 46-R. (The interpretation (FIN 46 or FIN 46-R) was effective
for reporting periods that ended as early as December 15, 2003.
However, there are various effective dates, which are determined
on the basis of the nature, size, and type of business entity). FIN
46-R requires the consolidation of many ABCP programs onto the
balance sheets of banking organizations.

Under the Board's revised risk-based capital rule, a banking
organization that qualifies as a primary beneficiary and must
consolidate an ABCP program that is defined as a variable interest
entity under generally accepted accounting principles (FIN 46-R)
may exclude the consolidated ABCP program’s assets from its
risk-weighted assets, provided that it is the sponsor of the ABCP
program. Such banking organizations must also hold risk-based
capital against eligible ABCP liquidity facilities that have an
original maturity of one year or less that provide liquidity support
to its ABCP by applying a new 10 percent credit-conversion factor
to such facilities. Eligible ABCP liquidity facilities with an origi-
nal maturity exceeding one year remain subject to the rule's
current 50 percent credit-conversion factor. Ineligible liquidity
facilities are treated as direct-credit substitutes or recourse obliga-
tions, which are subject to a 100 percent credit-conversion factor.
When calculating the banking organization’s tier 1 and total capi-
tal, any associated minority interests must also be excluded from
tier 1 capital. The inspection procedures were also revised to
incorporate the revised risk-based capital requirements for bank
holding companies.

This section discusses the inspection reporting of consolidated
classified and special-mention assets and other transfer-risk prob-
lems. It has been revised to include the revised Uniform Agree-
ment on the Classification of Assets and Appraisal of Securities
Held by Banks and Thrifts (the uniform agreement) that was
jointly issued by the federal banking and thrift agencies (the
agencies) on June 15, 2004. The revised uniform agreement
amends the 1938 classification of securities agreement (the 1938
accord), which was revised on July 15, 1949, and May 7, 1979.
The uniform agreement sets forth the definitions of the classifica-
tion categories and the specific examination procedures and infor-
mation for classifying bank assets, including securities. The June
2004 revision did not change the classification of loans in the
uniform agreement. The revised uniform agreement addresses,
among other items, the treatment of rating differences, multiple
security ratings, and split or partially rated securities. It also
eliminates the automatic classification for sub-investment-grade
debt securities. (See SR-04-9.) The uniform agreement’s classifi-
cation categories also apply to the classification of assets held by
the subsidiaries of banks and bank holding companies.
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supervisory guidance and instructions issued by

LIST OF CHANGES

Description of the Change

New Previous
Section Section
Number Number
2065.4 2065.4
2090.1 2090.1
2110.0 2110.0

This section on ALLL methodologies and documentation has b
revised to include a reference to the March 1, 2004, interagen
Update on Accounting for Loan and Lease Losses. The inte
agency update discusses recent developments in accounting, |
rent sources of generally accepted accounting principles, a
supervisory guidance that applies to the ALLL. Other SR-lette
associated with the supervisory guidance for the allowance ¢
referenced in the interagency update. (See SR-04-5.)

The Control and Ownership (Change in Control) section has b
revised to emphasize the importance of understanding the requ
ments for filing a notice under the Change in Bank Control Ac
The complexity of an ownership position sometimes does not lel
itself to easy interpretation of the requirements to file a notic
When it is unclear whether a notice is required, the potential fil
(or filers) or the affected state member bank or BHC is encourag
to contact staff at a Federal Reserve Bank or the Board f
guidance. Prior notice is required by any person (acting directly
indirectly) that seeks to acquire control of a state member bank
BHC. A person may include an individual, a group of individuals
acting in concert, or certain entities (for example, corporation
partnerships, or trusts) that own shares of banking organizatic
but that do not qualify as BHCs. A person acquicestrol of a
banking organization whenever the person acquires ownersh
control, or the power to vote 25 percent or more of any class
voting securities of the institution. See section 225.41 of Regul
tion Y (12 C.F.R. 225.41), which sets forth the specific types ¢
transactions that require prior notice under the Change in Ba
Control Act. Section 225.41 outlines certain otheuttable pre-
sumptions of control that may require the filing of a notice
including (under certain circumstances) a proposed acquisiti
that would result in a person owning or controlling the power t
vote 10 percent or more of any class of voting securities. (St
SR-03-19.)

This section on formal corrective actions has been revisec
briefly discuss the joint rules adopted by the Board and the ott
federal bank and thrift regulatory agencies (effective October
2003) for the removal, suspension, and debarment of accounta
from performing audit services. (See the Board’'s August 8, 200
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2124.01 2124.01
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pressrelease.) Section 36 of the Federal Deposit Insurance Act, as
implemented by 12 C.FR. 363, requires each federally insured
depository ingtitution with total assets of $500 million or more to
obtain an annual audit of its financial statements prepared by an
independent public accountant, as well as an attestation on man-
agement’ s assertions concerning internal controls. The joint rules
established the practices and procedures under which each agency
can, for good cause, remove, suspend, or bar an accountant or
accounting firm from performing audit and attestation services for
federally insured depository institutions that have total assets of
$500 million or more.

The Board' s Division of Banking Supervision and Regulation and
its Division of Consumer and Community Affairs have devel oped
an enhanced framework for the supervision of consumer compli-
ance risk. The section on the risk-focused supervisory framework
for large, complex banking organizations (LCBOs) has been
revised to incorporate this guidance. For LCBOs and large bank-
ing organizations (LBOs) that are subject to the Federal Reserve
System’s continuous supervision program, safety-and-soundness
examiners are to incorporate the consumer compliance risk assess-
ment into the overall risk assessment and planned supervisory
activities for LCBOs and LBOs. When performing the consumer
compliance risk assessment, consumer compliance examiners are
to rely on the work conducted by the dedicated supervisory team,
the primary bank regulator, or both. In addition, the consumer
compliance examiner is to discuss any identified areas of signifi-
cant consumer compliance risk with the Federal Reserve's central
point of contact (CPC) assigned to the organization. In coordina-
tion with the CPC and the supervisory team, the consumer compli-
ance examiner is to evaluate how consumer compliance risk
affects the reputational, legal, and operational risk profiles of the
LCBO or LBO. For other BHCs that have multiple federaly
insured depository institution subsidiaries or nonbank subsidiaries,
surveillance and other information will be used as the basis for
assessing consumer compliance risk. Consumer compliance risk
will not be assessed in shell holding companies. (See SR-03-22.)

This new section discusses the January 5, 2004, Interagency
Policy on Banks/Thrifts Providing Financial Support to Funds
Advised by the Banking Organization or Its Affiliates. The policy
aerts banking organizations, including their boards of directors
and senior management, to the safety-and-soundness implications
of and the legal impediments to a bank providing financial support
to investment funds advised by the bank, its subsidiaries, or
affiliates (that is, an affiliated investment fund).

The interagency policy emphasizes three core principles. A
bank should not (1) inappropriately place its resources and repute
tion at risk for the benefit of an affiliated investment fund's
investors and creditors; (2) violate the limits and requirements in
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3160.0,
3160.2

Federal Reserve Act sections 23A and 23B and in Regulation W,
other applicable legal requirements, or any special supervisory
condition imposed by the agencies; or (3) create an expectation
that the bank will support the advised fund (or funds).

In addition, bank-affiliated investment advisers are encouraged
to establish alternative sources of financial support to avoid seek-
ing support from affiliated banks. A bank’s investment advisory
services can pose material risks to the bank’s liquidity, earnings,
capital, and reputation and can harm investors, if the risks are not
effectively controlled. Bank management is expected to notify and
consult with its appropriate federal banking agency before (or
immediately after, in the event of an emergency) providing mate-
rial financial support to an affiliated investment fund. (See SR-04-
1)) Inspection objectives and inspection procedures have been
developed to address the supervisory concerns set forth in the
policy. The objectives and procedures focus on a BHC' s oversight
responsihilities for its bank and nonbank subsidiaries that advise
investment funds.

The Real Estate Appraisas and Evaluations section has been
updated to add the October 27, 2003, interagency statement on
Independent Appraisal and Evaluation Functions as appendix B. A
banking institution’s board of directors is responsible for review-
ing and adopting policies and procedures that establish and main-
tain an effective, independent real estate appraisal and evaluation
program (the program) for al of its lending functions. Concerns
about the independence of appraisals and evaluations arise from
the risk that improperly prepared appraisals may undermine the
integrity of credit-underwriting processes.

An institution’s lending functions should not have undue influ-
ence that might compromise the program’s independence. Institu-
tions may not use an appraisal prepared by an individual who was
selected or engaged by a borrower. Likewise, institutions may not
use readdressed appraisals—appraisal reports that are altered by
the appraiser to replace any references to the origina client with
the ingtitution’s name. Altering an appraisal report in a manner
that conceals the original client or intended users of the appraisal
is misleading and violates the agencies appraisa regulations and
the Uniform Standards of Professional Appraisal Practice (USPAP).
(See SR-03-18)

Revisions to these nonbanking sections concern subsidiaries with
EDP servicing company activities and electronic benefit transfer,
stored-value-card, and electronic data interchange service activi-
ties. The changes incorporate the current revenue limit of 49 per-
cent (previously 30 percent) that the Board approved on
November 26, 2003 (effective January 8, 2004). An EDP servicing
company may provide services to others (outside third parties) if
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the total annual revenues derived from activities involving data
processing, data storage, and data transmission services (that are
not financial, banking, or economic related) do not exceed the
revised limit. BHCs may request permission to administer the
49 percent revenue test on a business-line or multiple-entity basis.
Seesection 225.28(b)(14) of Regulation Y (12C.F.R. 225.28(b)(14)).
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Supplement 25—December 200

This supplement reflects decisions of the Boarthe Division of Banking Supervision and Regu-
of Governors, new and revised statutory andhtion since the publication of the June 2003
regulatory provisions, and new and revisedupplement.

supervisory guidance and instructions issued by

LIST OF CHANGES

New
Section
Number

Previous
Section
Number

Description of the Change

2060.5

2110.0

3120.0

2060.05

2110.0

3120.0

This section has been revised to incorporate the May 5, 2(
Statement on Application of Recent Corporate Governance Initi
tives to Nonpublic Banking Organizations issued by the Feder
Reserve, the Office of the Comptroller of the Currency, and tt
Office of Thrift Supervision. The statement announced that tt
agencies do not expect to take actions to apply corporat
governance and other requirements of the Sarbanes-Oxley Act
nonpublic banking organizations that are not otherwise subject
them. The agencies, however, encouraged nonpublic banking or
nizations to periodically review their policies and procedure
relating to corporate governance, auditing, and other requireme
of the Sarbanes-Oxley Act. Although the act does not requi
small, nonpublic banking organizations to strictly adhere to it
provisions, the agencies expect these banking organizations
ensure that their policies and procedures are consistent with ap|
cable law, regulations, and supervisory guidance and that th
remain appropriate for the organizations’ size, operations, a
resources. (See SR-03-08.)

This revised section on formal corrective actions discusses
existing restrictions on, and requirements for, severance payme
made to institution-affiliated parties (so-called golden parachu
payments). The restrictions originated from the Crime Control A
of 1990, which added section 18(k) to the Federal Deposit Inst
ance Act (12 U.S.C. 1828(k)). The FDIC's regulations on golde
parachute payments (or any agreement to make any payme
found in 12 C.F.R. 359, are discussed in this section. The 30-d
prior-notice requirement for appointing any new directors or seni
executive officers of state member banks and bank holding comj
nies is also discussed. (See section 32 of the FDI Act (12 U.S.
1831i) and subpart H of Regulation Y (12 C.F.R. 225.71).) Thi
notice requirement also applies to any change in the responsib
ties of any current senior executive officer that proposes to assu
a different position. (See SR-03-06.)

The trust services section is revised to discuss the overs
responsibilities of the board of directors and senior manageme
for operating the fiduciary activities of their financial holding
company (FHC) or bank holding company (BHC) in a safe an
sound manner. This oversight at the consolidated level is impc

BHC Supervision Manual December 2003
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Description of the Change

New Previous
Section Section
Number Number
3000.0.2 3000.0.2
3260.0 3260.0
3600.30 3600.30
3920.0

3950.0

tant because the risks associated with financial activities as well as
fiduciary activities can cut across legal entities and business lines.
Relying on the examination findings of the appropriate trust activi-
ties regulator, the examiner is to review and assess the internal
policies, reports, and procedures and the effectiveness of the
BHC's or FHC's consolidated risk-management process for trust
activities. The revision includes a discussion of the available
reported supervisory information and analytical support tools that
an examiner can use to evaluate the trust services of the holding
company and its subsidiaries. (See SR-00-13.)

Appendix 1 of subsection 3000.0.2 (the detailed list of Board-
approved nonbanking activities in section 225.28(b) of Regulation
Y) and section 3260.0 have been revised to include the Board's
June 27, 2003, approval of a Regulation Y amendment (effective
August 4, 2003) to permit BHCs to (1) take and make delivery of
title to commodities underlying commaodity derivative contracts on
an instantaneous, pass-through basis and (2) enter into certain
commodity derivative contracts that do not reguire cash settlement
or specifically provide for assignment, termination, or offset before
delivery.

The nonbanking activities section on rea estate title abstracting
has been revised to include an October 7, 2002, staff opinion on
BHC-conducted title abstracting activities for U.S.-registered air-
craft. The title abstracting services are limited to (1) performing a
title search of aircraft records and (2) reporting factual information
on the ownership history of the relevant aircraft and the existence
of liens and encumbrances affecting title to the aircraft. Staff
opined that the described title abstracting activities for U.S.-
registered aircraft would be within the scope of title abstracting
activities for real estate previously determined to be permissible
under section 4(c)(8) of the BHC Act on June 30, 1995. (See 1995
FRB 806.)

This new section discusses the Board' s October 2, 2003, approval
of an FHC' s notice under section 4(k) of the BHC Act to engagein
physical commodity trading activities on a limited basis as an
activity that is complementary to the financial activity of engaging
regularly as principal in commodity derivative activities. (The
effective date of the Board's order is also October 2, 2003.)

This new section provides inspection guidance on insurance sales
activities and consumer protection in sales of insurance as the
guidance pertains to FHCs, BHCs, or state member banks. Exam-
iner guidance is provided on (1) conducting risk assessments of
BHC or state member bank insurance and annuity sales activities
in accordance with the Federal Reserve's risk-focused supervisory
approach and (2) examining a state member bank’s compliance
with the new Consumer Protection in Sales of Insurance (CPSI)
regulation contained in subpart H of the Board's Regulation H (12
C.FR. 208.81-86). The CPSlI regulation (effective October 1,

BHC Supervision Manual
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Description of the Change

New Previous
Section Section
Number Number
4020.4 4020.4

FILING INSTRUCTIONS

2001) applies only to insured depository institutions. It imple-
ments section 305 of the Gramm-Leach-Bliley Act (the GLB Act)
(12 U.S.C. 1831x). The guidance provides a comprehensive review
of these insurance and annuity sales activities as they pertain to a
BHC or bank and discusses the Federal Reserve's responsibility
for enforcing a depository institution’s compliance with the CPS|
regulation. Consistent with the GLB Act, the guidance incorpo-
rates applicable restrictions on examining a functionally regulated
subsidiary. The CPS| regulation’s supervisory guidance is pro-
vided for the BHC examiner’s, the board of directors’, and senior
management’s information. The information is made available in
this manual to BHC directors and management so they can fulfill
their respective responsibilities in overseeing the operations of the
BHC and its insured depository institution subsidiaries.

The CPSI regulation requires certain disclosures in connection
with the retail sale or solicitation of insurance products and
annuities by a bank, any other person at bank offices where retail
deposits are accepted from the public, or any person “ acting on
behalf of the bank.” Appendix A summarizes the banking agen-
cies' joint statement in which they responded to arequest to clarify
whether the disclosure requirements apply to renewals of pre-
existing insurance policies sold before October 1, 2001. Appendix
B is a glossary of terms associated with insurance and annuity
sales activities. Inspection objectives, inspection procedures, and
an interna control questionnaire are also provided.

This revised section on bank liquidity incorporates the July 25,
2003, Interagency Advisory on the Use of the Federal Reserve's
Primary Credit Program in Effective Liquidity Management. The
interagency advisory provides guidance on the appropriate use of
primary credit in effective liquidity management. The board of
directors and senior management of BHCs and state member
banks are advised to consider the Federal Reserve's primary credit
program as part of their contingency funding plans and to provide
for adequate diversified potential sources of fundsto satisfy liquid-
ity needs, which includes planning for certain significant liquidity
events. (See SR-03-15.)

Remove

Insert

1010.0, pages 11-12

1010.0, pages 11-12, 12.1

2000 Table of Contents, pages 7-12 2000 Table of Contents, pages 7-12, 12.1

2060.05, pages 1-2
pages 7-8

2060.1, pages 14

2060.05, pages 1-2, 2.1
pages 7-8

2060.1, pages 14
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Foreword
Section 1000.0

The Bank Holding Company Supervision risk profile of the holding company. Sources of
Manual has been prepared by Federal Reseniaformation for the risk assessment include priol
supervision personnel to provide guidance tdank and BHC inspection reports and workpa
examiners as they conduct on-site inspections giers, surveillance program reports, and regulz
bank holding companies (BHCs) and their nontory reports. In addition, other relevant supervi-
bank subsidiaries. The manual is a compilatiosory materials derived from within the Federal
of formalized procedures and Board supervisoriReserve System or other federal and state ban
policies that supervision and inspection persoring supervisors, as well as from other respon
nel should follow. The manual includes newsible regulatory agencies (for example, the
concepts and keeps pace with the ever-changir8gcurities and Exchange Commission and sta
industry. Anintegral part of the Federal Reserve’snsurance authorities) are used. Other source
overall program to supervise banking organizafor the risk assessment may include the bankin
tions operating under a holding company strucerganization’'s publicly available reports, such
ture, the manual enhances the staff's ability t@s annual and other periodic reports and infor
implement the Board’s inspection and monitormational releases; strategic plans and budget
ing efforts. internal management reports; information pack
The manual is designed to provide guidanceges for the board of directors; correspondenc
to examination and supervision personnkl. the board of directors executive and audit com
should not be considered a legal reference. mittee minutes; internal audit workpapers anc
Questions concerning the applicability of andeports; and stock-analysis reports. The activi
compliance with federal laws and regulationdies, transactions, and identified areas havin
should be referred to appropriate legal counselthe most significant risks, inadequate risk:
The Federal Reserve System conducts risthanagement processes, or rudimentary intern
assessments and a full-scope inspection preentrols will represent the banking organiza-
gram for BHCs. At a minimum, full-scope tion’s highest risks. The risk-assessment proce:
inspections should include sufficient proceduresulminates in a formalized and structured super
to reach an informed judgment on the assignedisory strategy, which examination staff will
ratings for the factors included in the bank holdfollow when conducting an inspection.
ing company RFI/C(D) rating system. The pro- The banking organization’s highest risks are
cedures of a full-scope inspection focus in parexpected to undergo the most rigorous scrutiny
on assessing the types and extent of risks tanalysis, and transaction testing by examiner
which a BHC and its subsidiaries are exposednd supervisors. Transaction testing is a reliabl
Some of these types of risks include creditand essential inspection technique for assessit
market, liquidity, operational, legal, and reputathe banking organization’s condition and verify-
tional risks. Inspections also focus on evaluatingng its adherence to internal policies, proce
the organization’s policies and procedures fodures, and controls. Transaction testing alone
identifying, managing, and controlling such riskhowever, is not sufficient for ensuring safe anc
exposures and on determining whether the masound operations in a highly dynamic banking
agement and directors are actively involved irenvironment. The changing nature of financia
the oversight of the organization’s risk-instruments and markets allows institutions tc
management program. To determine whethempidly reposition their portfolio risk exposures.
the organization’s policies and procedures foifo ensure that banking organizations have sy:
risk management are fully effective and beingems in place to identify, measure, monitor, anc
followed, inspections or reviews also generallycontrol their changing risk exposures, inspec
include transaction and compliance testing tions further focus on evaluating the banking
The inspection process commences with arganization’srisk-managementprocesses. The
preliminary risk assessment. The risk assessisk-management evaluations determine th
ment highlights the strengths and weaknesses ektent to which the banking organization’s man-
the holding company and is the basis for deteragement processes can be relied on.
mining the procedures to be conducted during The full-scope inspection may be conductec
an inspection. Risk assessments identify that a point in time or through a series of targetec
organization’s principal business activities andr limited-scope reviews conducted on an ongo
the types and quantities of risks associated witltng or continuous basis for the largest and mos
the activities (including those conducted off-
balance-sheet). The quality of management arghc supervision Manual July 2005
the control of risks are factored into the initial Page 1




Foreword

1000.0

complex banking organizations. Irrespective of
the duration of the inspection, planned supervi-
sory activities should be coordinated well in
advance with other responsible bank, thrift, and
functional regulators in order to avoid duplice-
tion of effort and to minimize burden on the
banking organization. Supervisory findings of
inspections should be communicated to the bank-
ing organization's management or boards of
directors, as well as to the banking organiza-
tion's other bank supervisors and functional
regulators, when relevant.

An inspection also measures the financial
strength of aBHC or financial holding company
(FHC) and focuses on financial indices of both
the consolidated entity and its component parts.
In addition to the analysis of risk, the other
principal indices appraised are quality of assets,
earnings, capital adequacy, cash flow and liquid-
ity, and the competency of management. An
inspection or supervisory program should also
assess the banking organization’s program for
transactions between insured subsidiaries and
affiliates. The basic objective of this assessment
is to determine the impact or consequences of
transactions between the parent holding com-
pany or its nonbanking subsidiaries and the
insured subsidiaries. Of particular importance is
whether intercompany transactions result in a
diversion of income (or income opportunity)

BHC Supervision Manual
Page 2

July 2005

away from a federally insured subsidiary to a
holding company affiliate.

The competency of BHC management in over-
seeing the banking organization's business
activities, risk management, and financial condi-
tion is aso evauated. The FHC and BHC
inspection process provides a vehicle for acom-
prehensive assessment of the effectiveness of
management, resulting in a more open and
informed dialogue between management and
representatives of the Federal Reserve.

In summary, theinspection processisintended
to increase the flow of information to the Fed-
eral Reserve System concerning the soundness
of FHCs and BHCs. This information will per-
mit the Federa Reserve to encourage sound
banking practices and to take appropriate super-
visory action when warranted.

This manual is updated periodically to reflect
current supervisory policy and procedures and
changing practices within the industry. The
manual is aso available on the Board's public
web site at www.federalreserve.gov/boarddocs/
supmanual/. We solicit the input and contribu-
tion of all supervisory staff and others in refin-
ing and modifying its contents. Please address
all correspondence to the Director of Banking
Supervision and Regulation, Board of Gover-
nors of the Federa Reserve System, Washing-
ton, DC 20551.
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Preface
Section 1020.0

1020.0.1 INTRODUCTION the holding company form of organization, sev-
eral banking organizations had succeeded by tt
This manual is designed to aid personnel of th@950’s in expanding over an entire region of the
Federal Reserve System in supervising bangountry, operating banks in several States.
holding companies. As such, it will review in  During the 1960’s many banks, especially the
considerable detail current policies and procdargest ones, desired to expand into new lines ¢
dures for supervising the financial affairs ofactivity. In most cases, these new activities wer!
these banking organizations and will also disfinancial in nature and were closely related tc
cuss statutes, regulations, interpretations arftaditional banking operations. While some bank
orders that pertain to bank holding companyvere successful in obtaining supervisory ap
supervision. Before proceeding, however, it igproval to enter certain of these new activities
desirable to step back and view bank holdinghe courts subsequently voided many of thes
companies and their supervision in a broadempprovals. Unable to enter these activities as
perspective. This preface is designed to provideank, many of these organizations converte
that perspective. into the holding company form and entered

While the holding company form of organiza-these activities through the holding company.
tion exists in many industries, it is particularly In recent years banking organizations als
prevalent in the regulated industries—telephondiave used the holding company device to increa:s
electric and gas utility, railroad, savings andheir financial flexibility. For example, in order
loan, and banking. Regulated industries havto avoid the reserve requirements and intere:
learned that a holding company structure allowsate ceilings applicable to deposits of their banl
certain entities to avoid some of the constraintsubsidiaries, many banking organizations hav
of regulation. For example, regulation often lim-utilized the parent company as a vehicle to func
its the geographic area that a regulated firm cafthe organization. Moreover, the holding com-
serve. By forming a holding company, manypany structure has allowed organizations to attai
regulated organizations can serve a broader arddgher leverage levels than otherwise migh
thereby potentially benefiting from economieshave been permitted.
of scale and risk reduction through geographic Historically, the Bank Holding Company Act
diversification. sought to provide for the separation of banking

A second purpose for the use of a holdingrom commerce. In order to avoid any detrimen-
company structure by regulated firms is to expantil effects on the public interest, the activities of
into other product markets, often ones that arbank holding companies have been limited b
not subject to regulation. law and regulation and transactions with bank

A third purpose for the use of a holdinging subsidiaries are virtually prohibited. This
company structure is to increase the organizapasic rationale is the cornerstone for regulatin
tion's financial flexibility, thereby avoiding some the financial affairs of bank holding companies.
of the financing constraints imposed by regula-
tion. These constraints can include limitations
on leverage, the types of assets that the firm cgt020.0.2 POSSIBLE CONSEQUENCES
acquire and the types of liabilities that it canOF HOLDING COMPANY
issue. Another possible financial advantage dFORMATION
the holding company is to obtain tax benefits.

Bank holding companies were created foiThere are two primary ways that a holding
essentially the same reasons that holding conecompany can have an adverse effect on th
panies were created in other industries; to exparfthancial condition of a regulated subsidiary.
geographically, to move into other product marThe first is for the holding company (or its
kets, and to obtain greater financial flexibilityunregulated-regulated subsidiaries) to take e»
and tax benefits. The primary use of the bankessive risks and fail. This failure could have &
holding company device prior to the late 1960's'ripple effect” on the regulated firm, impairing
was to expand banking operations geographits access to financial markets. The classic ca:
cally. The holding company form was neededs the Insull empire in the electric utility indus-
because many States either prohibited or sharptyy, which involved the pyramiding of numerous
curtailed branching within the State. Moreoverhighly leveraged holding companies. The col-
banks generally did not have the authority ta
branch beyond the geographic limits of the StatgHC Supervision Manual December 1992
in which the bank was chartered. By employing Page 1
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lapse of this pyramid during the Depression ofo consider the holding company’s financial
the 1930’s severely impacted the regulated elecondition, the character of its management, and
tric utility operating companies and impairedthe effect of granting the permit on the bank.
their ability to service the public. Congress also gave the Federal Reserve the

A second major way that a holding companyright to inspect bank holding companies.
can have a harmful effect on the financial condi- About two decades later, Congress passed the
tion of a regulated subsidiary is through advers8ank Holding Company Act of 1956. This leg-
intercompany transactions and excessive divislation required the Federal Reserve, in passing
dends. Adverse intercompany transactions typon proposed bank acquisitions by holding com-
cally involve either the purchase and sale opanies, to consider the competitive, financial
goods and services or financial transactions thand managerial implications of the proposal.
are on nonmarket terms. Concern over the uddore recently, the Bank Holding Company Act
of the holding company device to transfer finanAmendments of 1970 required the Federal
cial resources from the regulated firm has beeReserve to make a similar determination in
particularly prevalent. In this case, there haspplications by holding companies to acquire
been a conflict of views between the governnonbanking companies. The amendments also
ment, and the firms which want to diversify inbrought one-bank holding companies into the
order to increase their return on investment.  Federal Reserve'’s jurisdiction.

In the mid 1970’s, concern over holding com- Subsequently, Congress and the public be-
panies forcing regulated firms into adverse transsame seriously concerned over the possible
actions surfaced in the banking industry. In thisadverse impact of holding companies on the
instance, the objective was not to divert refinancial condition of subsidiary banks. These
sources from the bank to more profitable areagdverse developments led to two results; addi-
but rather to use bank resources to save a notienal legislation and stepped-up holding com-
bank affiliate from failure. pany supervision. The major Congressional action

was to give the Federal Reserve much needed
cease and desist powers over bank holding com-

1020.0.3 REGULATORY RESPONSE  Panies. This authority now supplements certain
TO THE HOLDING COMPANY statutes, such as dividend restrictions and limita-
tions on bank transactions with affiliates, that
Historically, public policymakers have recog-tend to protect banks in a holding company
nized that holding companies can have botRrganization.
positive and negative effects on regulated sub- Inthe mid-1970's, the Federal Reserve stepped
sidiaries. The fact that policymakers have perUP its supervision and monitoring of bank hold-
mitted holding companies to exist in all of theiNd companies in a variety of ways. First, the
major regulated industries indicates that th&ederal Reserve increased the scope and fre-
effects, on balance, have not been decided§uency of holding company inspections, and
negative. However, there have been enougter introduced a bank holding company rating
problems over the years that holding companie®ystem designed to focus attention on those
in most regulated industries are subject to g@rganizations having the most serious problems.
least some form of regulation. This regulation>econd, the Federal Reserve began to monitor
varies substantially from one regulated industrjr@nsactions between bank subsidiaries and the
to another. rest of the holding company organization
Until the mid-1970’s, Congressional concernghrough - quarterly intercompany  transactions
with bank holding companies were primarily"€ports. Third, the Federal Reserve imple-
oriented to competition, concentration of finanmented a computer-based surveillance program
cial resources and the proper range of bankingesigned to identify emerging financial prob-
activities. However, there was also some limitedems. Finally, the Federal Reserve began to em-
recognition of the possible impact of holdingPloy its new holding company cease and desist
companies on the financial condition of banksPowers in an effort to curtail unsafe and unsound
The earliest evidence was the Banking Act oPractices. .
1935, inwhich Congress gave the Federal Reserve The period prior to 1980 marked a gradual
Board authority to issue permits to holding comdecline in the ratio of equity capital to total
panies to vote the stock of their banks. In actingSsets within the United States Commercial

on permit applications, the Board was required®@nking system, particularly for the nation’s
largest banking organizations. In an effort to

BHC Supervision Manual December 1992 reverse that trend, the Federal Reserve System
Page 2 and the Comptroller adopted guidelines for
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national and state member banks and bank holdgement’s ability to direct and control the orga-
ing companies in December 1981. The guidenization utilizing the basic assumption that the
lines established minimum capital levels andank holding company is responsible for the
capital zones. The guidelines provided statdirection and vitality of the organization. Over-
member banks and bank holding companieseeing the supervision of banking organization
with targets or objectives to be reached oveentails evaluating management’s policies an
time. As a result, many of the banks and bankrocedures, wherever they are established withi
holding companies improved their capital posithe corporate structure, as part of the examing
tions. However, other developments, includingion/inspection process. Such policy areasinclud
deregulation of interest rates on bank liabilitiesthe consolidated planning process, risk manag
weakening of loan portfolios (asset quality) ofment, funding, liquidity, lending, management
some banking institutions occasioned by econformation systems, loan review, and audit anc
nomic shocks in certain industries or geographiinternal controls.
cal areas, and increased competition in the finan- The Board, concerned with strengthening thg
cial services areas, combined to place additionalpervision over member banks and bank holc
pressures on the profitability of banking institu-ing companies, adopted a policy statemern
tions and accentuate the potential demands argarding cash dividends not fully covered by
the capital positions of those institutions. earnings on November 14, 1985. The policy
The Federal Reserve System continued tstatement addressed the situation when cash di
stress the importance of the capital guidelines irdends are not fully covered by earnings, whict
setting standards of capital adequacy. The Boargpresents a return of a portion of an organiza
thus amended its guidelines in June 1983, to s&ébn’s capital (refer to Manual section 2020.0
explicit minimum capital levels for multina- for a discussion regarding the policy statement)
tional organizations. The Board adopted a policy statement or
In November 1983, congressional concerm\pril 24, 1987, also related to the strengthening
over existing conditions, prompted the enactef the supervision over subsidiary banks of banl
ment of the International Lending Supervisionholding companies. The Board reaffirmed its
Act of 1983 (“ILSA"). The Act directed that the long-standing policy that a bank holding com-
federal banking agencies cause banking institypany should act as a source of financial an
tions to establish minimum capital levels formanagerial strength to its subsidiary financia
banking organizations. In December 1983, théstitutions. The policy statement provides thal
Board, therefore, published the guidelines aa bank holding company should not withhold
Appendix A to the totally revised Regulation Y financial support from a subsidiary bank in a
(12 C.F.R. section 225). Then in April 1985, theweakened or failing condition when the holding
Board adopted new capital adequacy guidelinesompany is in a position to provide the support
to increase the required minimum primary andrhe Board emphasized that a bank holding corr
total capital levels for the larger regional andpany’s failure to provide assistance to a trouble
multinational bank holding companies and stater failing subsidiary bank under these circum-
member banks. This action, when considered istances would generally be viewed as an unsa
conjunction with the capital maintenance regulaand unsound banking practice or a violation o
tions of the Comptroller of the Currency and thehe Boards Regulation Y (refer to section 225.
Federal Deposit Insurance Corporation, estalfa)(1)) or both.
lished uniform minimum capital levels for all Congress limited the expansion of nonbanl
federally supervised bank holding companieshanks with the passage of the Competitive Equa
regardless of size, type of charter, primanyjty Banking Act of 1987. The legislation rede-
supervisor or membership in the Federal Resenfined the definition of “bank” in the Bank Hold-
System. ing Company Act so that an FDIC-insured
The strengthening of supervision over bankstitution is a bank. Existing nonbank banks
and bank holding companies is an equallyere grandfathered but certain limitations were
imposing supervisory concern. The Federamposed on their operations.
Reserve System adopted a number of supervi- In an effort to further strengthen the capital
sory policies in 1985 that directly affected theposition in banks and bank holding companies
supervision of bank holding companies, such athe Board of Governors of the Federal Reserv
the increased frequency and scope of inspeSystem, on January 19, 1989, issued final guide
tions and the communicating of the results ofines to implement risk-based capital require-:
inspections (refer to Manual section 5000). In
addition, the scope of the inspection was expandesHc Supervision Manual December 1992
to provide for a comprehensive analysis of man- Page 3
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ments for state member banks and bank holdinidpe non-Tier 1 portion of cumulative perpetual
companies. The guidelines are based on thereferred stock, limited-life preferred stock and
framework adopted July 11, 1988, by the Baslsubordinated debt, and loan loss reserves up to
Committee on Banking Regulations and Supereertain limits.

visory Practices, which includes supervisory The risk weights assigned to assets and credit
authorities from 12 major industrial countries.equivalent amounts of off-balance sheet items
The guidelines are designed to achieve certaiare based primarily on credit risk. Other types of
important goals: exposure, such as interest rate, liquidity, and
funding risk, as well as asset quality problems,
: . : are not factored into the risk-based measure.
Establishment of a uniform capital frame'Such risks will be taken into account in deter-

work, applicable to all federally supervised™ . " . NN

bankingpgrganizations (the gu?iielinpes werdnining a final assessment of an organization’s,

also adopted by the Office of the ComptrollerCapltal adequacy, however. . -
Congress addressed the recent thrift crisis

of the Currency, and the Federal Deposit . - o .
Insurance Corporation); with the passage of thrift legislation, the Finan

Encouragement of international banking Orgag:ial Institutions Reform, Recovery, and Enforce-
L : - .- 2 ment Act of 1989 (FIRREA), which was signed
gzgtlons to strengthen their capital posmonsinto law on August 9, 1989. The legislation

Reduction of a source of competitive inequal-brought forth a number of important develop-

ity arising from differences in supervisory {gegﬁzt%f:]eggggegsgdk holding companies. The
requirements among nations. 9 '

1. acquisition of thrifts, in addition to failing

The guidelines establish a systematic analytienes;
cal framework that: (1) makes regulatory capital 2. conversion of thrifts to banks;
requirements more sensitive to differences in 3. merger of thrifts with banks; and the
risk profiles among banking organizations; 4. enhancement of enforcement authority.

(2) factors off-balance sheet exposures into

explicit account in assessing capital adequacy, The Federal Deposit Insurance Corporation
minimizes disincentives to holding liquid, low- Improvement Act of 1991 (FDICIA) was signed

risk assets; and achieves greater consistency iimo law on December 19, 1992. It was enacted
the evaluation of the capital adequacy of majoto require the least-cost resolution of insured
banking organizations throughout the world.  depository institutions, to improve supervision

The risk-based capital guidelines include bottand examinations, to provide additional re-
a definition of capital and a framework for cal-sources to the Bank Insurance Fund, and for
culating weighted risk assets by assigning assetgsher purposes. It required the federal banking
and off-balance sheet items to broad risk categ@gencies and their holding companies to pre-
ries. An institution’s risk-based capital is calcu-scribe standards for credit underwriting, loan
lated by dividing its qualifying total capital (the documentation, as well as numerous other stan-
numerator of the ratio) by its weighted riskdards that are intended to preserve the safety
assets (the denominator). and soundness of banking organizations.

The guidelines provide for phasing in of risk- FIDICIA further amended the International
based capital standards through the end of 199Banking Act of 1978. The Federal Reserve's
at which time the standards become fully effecauthority over foreign bank operations (includ-
tive. At that time, banking organizations will be ing representative offices in the U.S.) was signif-
required to have capital equivalent to 8 percentantly increased.
of assets, weighted by risk. FIDICIA required the federal banking agen-

Banking organizations must have at leastiestoadoptstandards for undercapitalized finan-
4 percent Tier 1 capital, which consists of corecial institutions. The Board, on September 18,
capital elements, including common stockhold1992, issued Prompt Corrective Action Mea-
er's equity, retained earnings, and noncumulasures for state member banks.
tive and limited amounts of cumulative perpet- During 1992, the Federal Reserve issued guid-
ual preferred stock, to weighted risk assets. Thance on such issues as the monitoring and con-
other half of required capital (Tier 2), caninclude trolling of risk from asset concentrations, the
among other supplementary capital elementslisclosure, accounting, and reporting of past due
(nonaccrual) loans, and the need for consistent
BHC Supervision Manual December 1992 Mmethods in determining the amount of the
Page 4 allowance for loan and lease losses.
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With the FIRREA and FIDICIA legislation, continue to be a primary objective of the Fed-
Congress re-emphasized the need for continuesdtal Reserve. As it is now, it will be continu-
strengthening of the supervision over financiabusly emphasized during the examination.
institutions. The strengthening of supervisiorinspection of member banks and bank holding
over banks and bank holding companies wilcompanies during the 1990’s and beyond.

BHC Supervision Manual December 1992
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Use of the Manual
Section 1030.0

The Manual is presented in “sections” which nized that in some instances the procedures m:
have been grouped together into “parts” thanot apply in their entirety to all bank holding
have in common a central theme pertaining teaompanies.
BHC supervision. For example, Part Il is com- Examiners may exercise a measure of discre
posed of sections which discuss topics of spdion depending upon the characteristics of th
cial interest for supervisory review. Part Il isorganization under inspection.
composed of sections which discuss the various References to the “Examiner's Comments”
exemptive provisions to the nonbank prohibiinspection report page throughout this Manua
tions of the BHC Act. Part IV presents sectionsare synonymous with Core Page 1 of the inspec
on the preparation of a financial analysis whildion report—“Examiner's Comments and Mat-
Part V discusses the methods used to prepaters Requiring Special Board Attention"—as
the inspection report forms. discussed in Part V of the Manual.

In preparing to conduct an inspection and Part V of the Manual concerns the inspectior
complete the inspection report forms, the examprogram and report forms.
iner should review the information requirements
presented in Part V which include a “section”
for each page within the inspection report. Many1030.0.2 NUMBERING SYSTEM
of these sections contain cross-references to
other sections within Parts II-IV of the Manual The Manual is arranged using a numerical cod
that present in greater detail the issues to b8g system based on the Manual's parts, sec
considered during the inspection process. Thgons and subsections. Parts are differentiate
examiner assigned to complete a particular inusing “thousands” notations, sections using “dig-
spection report page should review the sectiori&s” notations, and subsections using “tenths”

cross-referenced in Part V. placed after a decimal point as follows:

Given that the overall objective of the Manual
is to standardize and formalize inspection objedPart ll—Topics for Supervisory 2000.0
tives and procedures that provide guidance to Review
the examiner and enhance the supervisory pr&ection 6—Management Information 60.0
cess, the content of the sections within Parts System
lI-IV are grouped into broad categories. TheySubsection —Audit 1
are 2060.1

1030.0.1 INSPECTION OBJECTIVES; 1030.0.3 ABBREVIATION
INSPECTION PROCEDURES;
LAWS, REGULATIONS, The Bank Holding Company Act of 1956, as
INTERPRETATIONS, AND ORDERS amended, is abbreviated as “the Act” through-
out the Manual.
Not all of the categories are presented in each
section. Where a particular topic is exclusively
financially related and does not involve legall030.0.4 AMENDMENTS TO THE
considerations, the subsection on “Laws, ReguMANUAL
lations . . .” may beomitted.
These procedures were designed for a fullAmendments will be published periodically as
scope, comprehensive inspection. It is recogieeded.

BHC Supervision Manual June 1995
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Bank Holding Company Examination and Inspection Authority

Section 1040.0

WHAT’S NEW IN THIS REVISED
SECTION

Effective July 2008, this section has been revised
to discuss further the authority for the Federal
Reserve to conduct BHC inspections under sec-
tion 5 of the Bank Holding Company Act of
1956.

1040.0.1 BHC INSPECTIONS

The Gramm-Leach-Bliley Act (GLB Act)
amended section 5(c) of the Bank Holding Com-
pany Act (BHC Act) pertaining to BHC reports
and examinations (or inspections, in the case of
BHCs). The GLB Act provides specific supervi-
sory guidance to the Board of Governors of the
Federal Reserve System (and the Federal Reserve
Banks via delegated authority) with respect to
the breadth of BHC inspections. It also empha-
sized the focus and scope of BHC inspections
and the inspections of BHC subsidiaries. An
inspection is to be conducted to—

1. inform the board of the nature of the opera-
tions and financial condition of each BHC
and its subsidiaries, including—

a. the financial and operational risks within
the holding company system that may
pose a threat to the safety and soundness
of any depository institution (DI) subsidi-
ary of such bank holding company, and

b. the systems for monitoring and control-
ling such financial and operational risks;
and

2. monitor compliance by any entity with the
provisions of the BHC Act or any other
federal law that the Board has specific juris-
diction to enforce against the entity, and to
monitor compliance with any provisions of
federal law governing transactions and rela-
tionships between any DI subsidiary of a
BHC and its affiliates.

1040.0.1.1 Authority for Bank Holding
Company Inspections

Section 5 of the BHC Act of 1956 authorizes the
Board to require reports and to conduct inspec-
tions of bank holding companies and their affili-
ates.! Subject to the limitations discussed below,
Section 5 authorizes the Board to examine each

1. See 12 U.S.C. 1844.

bank holding company and nonbank subsidiary
thereof. Within those limitations, the Federal
Reserve System’s supervisory staff (includes
BHC inspection and examination staff) may
review all books and records of a banking orga-
nization that is subject to Federal Reserve
Supervision.?

1040.0.2 FOCUS AND SCOPE OF BHC
INSPECTIONS

The focus and scope of an inspection is to be
limited, to the fullest extent possible, to the
BHC and any subsidiary of the BHC that could
have a materially adverse effect on the safety
and soundness of any DI subsidiary of the hold-
ing company due to (1) the size, condition, or
activities of the subsidiary, or (2) the nature or
size of the transactions between the subsidiary
and any DI subsidiary of the BHC.

The Board is to use, to the fullest extent
possible, the bank examination reports of DIs
prepared by the appropriate federal or state DI
supervisory authority. The Board also is to use,
to the fullest extent possible, the examination
reports for non-DIs prepared by the following:

1. the Securities and Exchange Commission
(SEC) for any registered broker or dealer

2. the SEC or any state for any investment
adviser registered under the Investment Com-
pany Act of 1940

3. any state insurance regulatory authority for
any licensed insurance company

4. any federal or state authority for any other
subsidiary that the Board finds to be compre-
hensively supervised

1040.0.3 EXAMINATIONS OF
FUNCTIONALLY REGULATED
SUBSIDIARIES

The Board’s ability to examine a functionally
regulated subsidiary (FRS) is limited. The Board
can examine an FRS only if the Board—

1. has reasonable cause to believe that the sub-
sidiary is engaged in activities that pose a
material risk to an affiliated DI;

2. Supervisory staff includes individuals that are on and/or
off site.
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2. has reasonably determined, after reviewing

relevant reports, that an examination of the
subsidiary is necessary to be adequately
informed of the systems for monitoring and
controlling the operational and financial risks
posed to any DI; or

. has reasonable cause to believe, based on
reports and other available information, that
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a subsidiary is not in compliance with the
BHC Act or any other federal law that the
Board has specific jurisdiction to enforce
against such subsidiary. This includes provi-
sions relating to transactions with an affili-
ated DI, when the Board cannot make its
determination by examining the affiliated DI
or the BHC.
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Introduction To Topics For Supervisory Review
Section 2000.0

Discussed within these subsections are topiegement information systems, taxes, funding
associated with regard to the overall banicontrol and ownership, reporting by foreign
holding company organization. Included is genand domestic banking organizations, forma
eral information, inspection objectives andcorrective actions, sharing of criminal referral
procedures, and in some instances referencesitdormation, investment transactions, recog:
laws, interpretations, and Board orders. Thaition and control of risk, purchase and sale o
primary topics addressed are the supervision &f.S. Government guaranteed loans, and ventu
subsidiaries, grandfather rights, commitments;apital.

extensions of credit to BHC officials, man-
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Supervision of Subsidiaries
Section 2010.0

The relative merit of the degree of supervisiorwith infrequent contacts with affiliates, place-
is dependent upon a number of factors, and mustent of parent or lead bank directors and offi-
be analyzed in light of efficiency and operatingcers in less than a majority of the banks within
performance. The degree and nature of controhe system and infrequent reporting by subsidi
over subsidiary organizations in a holdingaries concerning investments and operating pe
company system usually falls between two exformance. The bank holding company might ac
tremes: a tightly controlled, centralized networkonly in a minor advisory capacity. In such a
similar to a branch system, or a loosely condecentralized system each subsidiary operat
trolled, decentralized system with each subsidias a relatively autonomous unit, with authority
ary operating autonomously. A bank holdingand responsibility for certain actions delegate
company might originate as a “shell” corpora- by the parent to the board and/or chief executiv:
tion organized by investors interested in purofficer of each subsidiary.

chasing a bank, or by a bank interested in reor- It is the responsibility of the directors and
ganizing into a holding company structure inmanagement of the parent company to establis
order to expand through acquisition of nonbanland supervise the policies of subsidiaries, eithe
concerns or other banks. The management amtirectly or through delegation of authority. The
directorate of such a holding company are ofteimportance of written policies in a delegated,
the same as that of the bank. As the holdinglecentralized organization cannot be over
company expands through acquisitions, the paemphasized, and the selection of qualified offi
ent may continue to exercise control through theers to carry out policies is equally important. If
staff of the lead bank, or may form a separatevritten policies have not been developed by thq
staff to overview the operations of all subsidi-holding company, the examiner should recom
aries. The relative merit of the degree of supemend that major policies be written and commu:
vision is dependent upon a number of factorsjicated to subsidiaries. Policies should ensur
and must be analyzed in light of efficiency andhat subsidiaries are not managed for cross pu
operating performance. poses and should avoid concentrations of risk

The level at which policies are establishen a consolidated basis.
and supervised, the frequency of contact
between the parent and subsidiaries, and the

extent to which officers and directors of theoq100.1 POLICY STATEMENT ON
parent serve also as officers and directors of the e .RiESPONSIBILITY OF BANK
subsidiary organizations are indicative of theyo DING COMPANIES TO ACT AS

level of control exercised by the parent. A cengoURCES OF STRENGTH TO THEIR
tralized bank holding company is characterize UBSIDIARY BANKS

by the placement of directors and officers of the
parent company (or those of the lead bank) iThe Board is concerned about situations wher
each of its subsidiaries, with frequent groupa bank has been threatened with failure notwith
meetings held between the officers of the leadtanding the availability of resources to its par:
bank or holding company and those of the subent bank holding company. In order to assur
sidiary organizations. While this is an efficientthat the Board’s policy that bank holding com-
method of operation, this type of organizatiorpanies serve as sources of financial strength
builds in the potential for conflicts of interest for subsidiary banks is understood by bank holdin
those individuals who serve in dual capacitiescompanies, the Board has issued a general pc
Corporate policies should recognize this poternicy statement reaffirming and articulating these
tial and provide guidance for resolution. Theprinciples, and confirming that the policy ap-
overriding principle should be thato member plies to failing bank situations. This long-
of the bank holding company organizationstanding policy has been recognized by the
should be disadvantaged by a transaction witBupreme Court in its decision Board of Gov-
another affiliate. Management of the investmengrnors v. First Lincolnwood Corp. 439 U.S.
portfolio, budgets, tax planning, personnel, cor234 (1978), and has been incorporated explicitl
respondent relationships, loans and loan particin the Board’s Regulation Y, 12 C.F.R.
pations, and liability management are usuall®25.4(a)(1).
controlled by the parent or lead bank in a cen- A fundamental and long-standing principle
tralized system.
A decentralized system is one in which thesHc Supervision Manual December 1992
banks act independently of the parent company, Page 1




Supervision of Subsidiaries 2010.0

underlying the Federal Reserve’s supervisionf a commercial bank, bank holding companies
and regulation of bank holding companies idiave an obligation to serve as a source of
that bank holding companies should serve astrength and support to their subsidiary banks.
sources of financial and managerial strength to An important determinant of a bank’s finan-
their subsidiary banks. It is the policy of thecial strength is the adequacy of its capital base.
Board that in serving as a source of strength t€apital provides a buffer for individual banking
its subsidiary banks, a bank holding companyrganizations to absorb losses in times of finan-
should stand ready to use available resources tial strain, promotes the safety of depositors’
provide adequate capital funds to its subsidiarfunds, helps to maintain confidence in the bank-
banks during periods of financial stress or adveiing system, and supports the reasonable expan-
sity and should maintain the financial flexibility sion of banking organizations as an essential
and capital-raising capacity to obtain additionaklement of a strong and growing economy. A
resources for assisting its subsidiary banks in strong capital cushion also limits the exposure
manner consistent with the provisions of thisof the federal deposit insurance fund to losses
policy statement. experienced by banking institutions. For these
Since the enactment of the Bank Holdingreasons, the Board has long considered adequate
Company Act in 1956, the Board has formallycapital to be critical to the soundness of individ-
stated on numerous occasions that a bank holdal banking organizations and to the safety and
ing company should act as a source of financiatability of the banking and financial system.
and managerial strength to its subsidiary banks. Accordingly, it is the Board’'s policy that a
As the Supreme Court recognized, in the 1978ank holding company should not withhold
First Lincolnwooddecision, Congress has ex-financial support from a subsidiary bank in a
pressly endorsed the Board'’s long-standing vieweakened or failing condition when the holding
that holding companies must serve as a “sourceompany is in a position to provide the support.
of strength to subsidiary financial institutions.” A bank holding company’s failure to assist a
In addition to frequent pronouncements over théroubled or failing subsidiary bank under these
years and the 1978 Supreme Court decision, th@rcumstances would generally be viewed as an
principle has been incorporated explicitly inunsafe and unsound banking practice or a viola-
Regulation Y since 1983. In particular, Sectiortion of Regulation Y or both.
225.4(a)(1) of Regulation Y provides that: Where necessary, the Board is prepared to
] take supervisory action to require such assis-
‘A bank holding company shall serve as atance. Finally, the Board recognizes that there
source of financial and managerial strength tghay be unusual and limited circumstances
its subsidiary banks and shall not conduct itsvhere flexible application of the principles set
operations in an unsafe or unsound manner.” forth in this policy statement might be neces-
sary, and the Board may from time to time
identify situations that may justify exceptions to
Sthe policy.
- : LN This statement is not meant to establish new
acquiring a c_ommerma_l bank, a bank holdin rinciples of supervision and regulation; rather,
company derives certain benefits at the corp is already noted, it builds on public policy con-

rate level that result, in part, from the ownershi iderations as reflected in banking laws and
of an institution that can issue federally-insure%e ulations and long-standing Federal Reserve
depqsns and_ has access to Fed“eral Rese"rg pervisory policies and practices. A bank hold-
credit. The existence of the federal “safety net ing company’s failure to meet its obligation to

reflects important governmental concerns Serve as a source of strength to its subsidiary

garding the critical fiduciary responsibilities Ofbank(s), including an unwillingness to provide

depository institutions as custodians of deposiz : ; o
. > L appropriate assistance to a troubled or failin
tors’ funds and their strategic role within our hprop g

£ th bank, will generally be considered an unsafe
economy as operators of the payments systef}y ,nsound banking practice or a violation of

gnd impartial providers Qf credit. Thus, in Seel.‘Regulation Y, or both, particularly if appropriate
ing the advantages flowing from the ownershigeggrces are on hand or are available to the

The important public policy interest in the sup-
port provided by a bank holding company to it
subsidiary banks is based upon the fact that

bank holding company on a reasonable basis.

1. Board of Governorsv. First Lincolnwood Corp.,439 H i _
U.S. 234, 252 (1978), citing S. Rep. No. 95-323, 95th Cong Consequemly‘ such a failure will generally re

1st Sess. 11 (1977). $ultin the issuance of a cease and desist order or
other enforcement action as authorized under
BHC Supervision Manual December 1992 banking law and as deemed appropriate under

Page 2 the circumstances.



Supervision of Subsidiaries 2010.0

2010.0.2 BOARD ORDER 2010.0.4 INSPECTION PROCEDURES
REQUESTING A WAIVER FROM THE

BOARD’'S SOURCE OF STRENGTH 1. Determine if the holding company main-
POLICY tains its own staff, or whether the holding com-

pany management and directorate are the san
On December 23, 1991, the Board approved aas those of a subsidiary.
application of a BHC to eventually acquire 2. Determine whether the board of directors
100 percent of the outstanding stock of anothesf the parent company reviews the audit reports
BHC unde a 5 year option. Initially, the BHC regulatory examination reports, and board min
would acquire approximately 26 percent of theutes of its subsidiaries.
acquiree’s total capital by purchasing a 15-year 3. Determine the extent to which subsidiaries
subordinated capital note agreement. It wouldely upon the parent for investment and lending
then have the option to acquire all of the remainguidance.
ing stock within 5 years. The acquiring BHC 4. Determine which specific functions and
requested that the Board waive any requirememiecisions are performed only at the parent comr
of the Board that it serve as a source of financigbany level.
strength to the subsidiary bank (the Board’'s 5. Determine the extent to which repre-
“Source of Strength” policy) of the BHC ac- sentatives of the parent company serve as off
quired until such time that the option is exer-cers and/or directors of subsidiaries.
cised to acquire the actual ownership of all the 6. Review minutes of the board and execu
shares. The Board considered the request atide committees of the parent to determine
determined that it would not be appropriate tovhether the parent company reviews loan de
waive the responsibility to serve as a source dfnquency reports, comparative balance shee
financial strength to the bank in this case. Thand comparative income statements of th
Board noted that the option agreement and theubsidiaries.
capital note agreement together provide a mech- 7. Review the extent of influence and control
anism for the acquiring BHC to exert controlover both bank and nonbank subsidiaries.
over the future ownership of the acquired BHC 8. Determine the degree of influence by the
and many of the most important managemengarent company over:
decisions. Refer to 1992 FRB 159 and the a. Appointment of officers;
F.R.R.S. at 4-271.3. b. Salary administration;

c. Budget and tax planning;
d. Capital expenditures;

2010.0.3 INSPECTION OBJECTIVES e. Dividend policy;
f. Investment portfolio management;

1. To determine whether the board of direc- g. Loan portfolio management;
tors of the parent company is cognizant of and  h. Asset/liability and interest rate/risk
performing its duties and responsibilities. management.

2. To determine the adequacy of written poli- 9. Determine the degree to which man-
cies and compliance with such policies by theagement of the subsidiary companies interface
parent and its subsidiaries. with management of the parent company t

3. To determine whether the board is propdiscuss policies.
erly informed as to the financial conditions,
trends and policies of its subsidiaries.

4. To determine the level of supervision over
subsidiaries and whether the supervision as
structured has a beneficial or detrimental effect
upon the subsidiaries.

BHC Supervision Manual December 1992
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Supervision of Subsidiaries
(Funding Policies) Section 2010.:

The responsibility for the performance of thecalculate dividends based strictly on the parent’
organization rests with the board of directorsash needs and thus keep any excess capital
of the parent company. Parent company marthe bank level.

agement should have policies in place to pre- 2 Asset/Liability ManagementThe holding
vent funding practices that put at risk the We"company’s policies in the area abset/liability
fare of the subsidiary banks or the consolidatefhanagement should include interest rate sens
organization. . tivity matching, maturity matching, and the use
The parent's supervision and control of subys interest rate futures and forwardsthese

sidiary funding activities and the funding be'topics should be addressed for each entity
tween itself and its subsidiaries should be thu&e” as the organization as a whole. It is the

evaluated. The parent should be expected {0, renv's responsibility to see that each entity i

maintain policies for itself and its subsidiaries : : ;
. . .~>operating consistently with the corporate goals.
that provide guidance and controls for funding P g y . p . g
Theinterest rate sensitivity policieshould

practices. The presence and wording of fundin . AN
policies and the degree to which the policied® designed to reduce the organization’s vulnel

are followed by the subsidiaries, and the effec2Pility to interest rate movements. Policies con
tiveness of the policies in reducing risk to the®€rning the asset/liability rate sensitivity match
entire organization should also be assessed. Should not be limited to the subsidiary lead
The importance of the parent's involvement®@nk. The rate charged on parent company de
in funding decisions and the need for monitor&nd the rate received by the parent on its ac
ing and control at the parent level needs to b¥ances to subsidiaries should also be address
emphasized. As a minimum, the parent’s fundto monitor the parent’s ability to service its debt
ing policies should address the following areasin the face of changing interest rates. The polic)
1. Capitalization—The holding company’s should specify what degree of mismatching i
policy on capital levels should address capitatonsidered acceptable. The interest rate sensiti
for the bank subsidiaries, the nonbank subsidity matching of the organization should be mon-
aries, and the consolidated organization. Thi¢ored on a frequent basis through the timely
policy for bank and consolidated capital shouldreparation of a matching schedule.
be consistent with the Board’'s Capital Ade- Maturity matching policiesshould be de-
quacy Guidelines and should address the assgijned to provide adequate liquidity to the orga:
quality of the entity in question. The policy for njzation. These policies should not be limited tc
nonbank capital should include maintaining thehe subsidiary lead bank, since a parent com
capital level at industry standards and shouldany serving as a funding vehicle for nonbant
also address the asset quality of the subsidiarypsidiaries can have substantial exposut
the holding company’s capital for each entityihrough its advances to these subsidiaries. Tt
should address what measures would be takgjp|ding company’s policies should include some
in the event capital falls below a targeted level. measure of the liquidity of the assets in the
Capital should also be addressed at thgonpank subsidiary (determined partially by the
parent company level by specifying the degreg ity of these assets), for comparison again:
of double leveragethat the parent is willing %he parent's source of funding. The policies

to accept. The parent's capital policy shouldiy, g gquantify the maximum degree of expo
p_rowde som_e_me:slsure .Of assessing eqch NAyre in the organization that is considered ac
vidual subsidiary’s capital adequacy in the

A ceptable to management. The reporting in thi
context of the double leverage within the, on gnoyig clearly indicate the current exposur
organization.

The capital policies should include theand thus the potential for liquidity problems.

method for calculating dividends from each en-  1h€ holding company’spolicies ad-

tity. The amount of dividends from subsidiariesdressing interest rate futures and forwards
to the parent is affected by the parent’s philosoShould be consistent with the Board's policy in
phy on the distribution of capital throughout thethis area. Involvement in this activity should be
organization. Some companies tend to keefeared towards hedging against interest rat
minimum capital levels in their subsidiary banksmovements rather than speculating that intere
by transferring the excess capital to the parent iftes will either increase or decrease. The polic
the form of dividends. The parent then invests
these funds for its own benefit, and down-BHC Supervision Manual December 1992
streams the funds as needed. Other companies Page 1




Supervision of Subsidiaries (Funding Policies) 2010.1

should specify what use of futures and forwardgent with the company’s asset/liability manage-

is considered appropriate. ment policies. The policy should include contin-
3. Funding of Nonbank SubsidiariesThe gency measures to be used in the event of liquid-

parent company should have policies addressirity problems.

how nonbank subsidiaries fund their activities.

If the subsidiaries obtain their own funding,

market discipline may be a factor in controlling2010.1.1 INSPECTION OBJECTIVES

the activities of the subsidiaries. However, the

parent cannot rely solely on market discipline 1. To determine if the parent’s funding poli-

due to the risks from interdependence. The pacies adequately address funding risks to the

ent company is still responsible under the cenerganization.

tralized accountability approach to approve and 2. To determine if the implementation of the

supervise the subsidiaries’ funding policies.  parent’s policies is effective in controlling fund-

If the subsidiaries obtain funds from theing risks to the organization.

parent, the risk from interdependence is in- 3. To determine if the parent is adequately

creased. The subsidiary is less able to staridformed of actual funding practices and

alone since it is reliant on the parent for fund-decisions.

ing. If the parent capitalizes the nonbank subsid-

iary through borrowed funds, bank capital is put

at risk due to the increased exposure of th£010.1.2 INSPECTION PROCEDURES

organization. If the borrowing results @ouble-

leverage the risk is increased since less “hard” 1. Review the funding policies at the parent

capital is available for support. The parent'sand the subsidiary levels.

policy on advances to nonbank subsidiaries 2. Determine how effectively the policies are

should address this additional risk by specifyingmplemented throughout the organization.

the level of borrowings that is considered ac- 3. Discuss with management the funding

ceptable relative to nonbank capital and consolipractices of each subsidiary and any interorgani-

dated capital. The terms of the borrowingsational funding.

should also be specified, and should be consis-

BHC Supervision Manual December 1992
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Supervision of Subsidiaries

(Loan Administration and Lending Standards)

Section 2010.2

WHAT’S NEW IN THIS REVISED
SECTION

Effective July 2007, this section has been
revised to incorporate the December 6, 2006,
interagency supervisory guidance, Concentra-
tions in Commercial Real Estate Lending, Sound
Risk-Management Practices. The guidance was
issued jointly by the Federal Reserve and the
other federal bank regulatory agencies. The
guidance, effective December 12, 20006, is appli-
cable to state member banks and also broadly
applicable to bank holding companies and their
nonbank subsidiaries.

The examiner should make a qualitative assess-
ment of the parent’s supervision and control of
subsidiary lending activities. The System’s abil-
ity to evaluate the effectiveness of a company’s
supervision and control of subsidiary lending
activities can be strengthened not only by evalu-
ating the parent’s role in light of efficiency and
operating performance, but also by evaluating
the quality of control and supervision.

In order to assess quality, there must be a
standard measure against which a company’s
policies can be evaluated. Establishing the mini-
mum areas that a company’s loan-administration
policies should address will create a standard
that will aid in evaluating the quality of the
company’s control and its supervision of that
activity.

Current inspection procedures include the
testing of subsidiaries’ compliance with a parent
company’s policies. This section summarizes
the parent’s responsibilities with regard to
supervising subsidiary lending. It defines the
internal and external factors that should be con-
sidered in the formulation of loan policies and a
strategic plan. It also outlines the minimum
elements that the lending policies should
include.

Internal and external factors that a banking
organization should consider when formulating
its loan policies and strategic plan are—

1. the size and financial condition of the credit-
extending subsidiaries,

2. the expertise and size of the lending staff,

3. the need to avoid undue concentrations of
risk,

4. compliance with all respective laws and
regulations, and

5. market conditions.

Following are the components that generally

form the basis for a sound loan policy:

1. Geographic limits. The trade area should be
clearly defined and loan officers should be
fully aware of specific geographic limita-
tions for lending purposes. Such a policy
avoids approval of loans to customers out-
side the trade area in opposition to primary
objectives. The primary trade area should
be distinguished from any secondary trade
area so that emphasis may be properly
placed.

2. Distribution of loans by category. Limita-
tions based on aggregate percentages of
total loans in commercial, real estate, con-
sumer, and other categories are common.
Such policies are beneficial; however, they
should contain provisions for deviations
that are approved by the directorate or a
committee. This allows credit to be distrib-
uted in relation to the market conditions of
the trade area. During times of heavy loan
demand in one category, an inflexible loan-
distribution policy would cause that cat-
egory to be slighted in favor of another.
Deviations from loan distributions by cat-
egory may be beneficial but are appropriate
only until the risk of further increasing the
loan concentration outweighs the benefits to
be derived from expanding the portfolio to
satisfy credit demand. See component 11,
“Concentrations of credit,” below.

3. Types of loans. The lending policy should
state the types of loans that will be made
and the maximum amount for each type of
loan. The policy should also set forth guide-
lines to follow in making specific loans.
Decisions about the types of loans to be
granted should be based on the expertise of
the lending officers, the deposit structure,
and anticipated creditworthy demands of
the trade area. Sophisticated credits or loans
secured by collateral that require more than
normal supervision should be avoided
unless or until there are the necessary per-
sonnel to properly administer them. Infor-
mation systems and internal controls should
be in place to identify, monitor, and control
the types of credit that have resulted in
abnormal loss. The amount of real estate
and other types of term loans should be
considered in relation to the amount of
stable funds.

BHC Supervision Manual July 2007
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2010.2

4. Maximum maturities. The loan policy
should call for underwriting standards that
ensure realistic repayment plans. Loan
maturities should be set by taking into con-
sideration the anticipated source of repay-
ment, the purpose of the loan, the type of
property, and the useful life of the collat-
eral. For term loans, the lending policy
should state the maximum time within
which loans may be amortized. Specific
procedures should be developed for situa-
tions requiring balloon payments and/or
modification of the original terms of the
loan. If a clean-up period' is required, that
period should be explicitly stated.

5. Loan pricing. Rates on various loan types
must be sufficient to cover the cost of funds
loaned and the servicing of the loan,
including overhead and possible losses,
while providing an acceptable margin of
profit over the long run. These costs must
be known and taken into consideration
before rates are established. Periodic
reviews should be conducted to determine
whether adjustments are necessary to reflect
changes in costs or competitive factors.
Specific guidelines for other factors, such as
compensating balances and commitment
fees, are also germane to loan pricing.

6. Loan amount to appraised value. The
policy should outline where the responsibil-
ity for appraisals rests and should define
formal, standard appraisal procedures,
including procedures for possible reapprais-
als in case of renewal or extension. Accept-
able types of appraisals and limits on the
dollar amount and the type of property that
personnel are authorized to appraise should
be outlined. Circumstances requiring
appraisals by qualified independent apprais-
ers should be described. The maximum
ratio of the loan amount to appraised value,?
the method of valuation, and differences for
various types of property should be
detailed. The policy should contain a sched-
ule listing the downpayment requirements
for financing consumer goods and business
equipment.

7. Loan amount to market value of pledged
securities. In addition to the legal restric-
tions imposed by Federal Reserve Regula-

1. A “clean-up period” is when a borrower is asked to
repay the entire balance of a credit line and to refrain from
further borrowing for a specified period of time.

2. This is often referred to as the loan-to-value ratio.

BHC Supervision Manual
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tion U, the lending policy should set forth
margin requirements for all types of securi-
ties acceptable as collateral. Margin require-
ments should be related to the marketability
of the security (for example, closely held,
over-the-counter, actively traded). The
policy should assign responsibility and set a
frequency for the periodic pricing of the
collateral.

8. Financial information. Extension of credit
on a safe and sound basis depends on com-
plete and accurate information regarding
the borrower’s credit standing. One pos-
sible exception is when the loan is predi-
cated on readily marketable collateral, the
disposition of which was originally desig-
nated as the source of repayment for the
advance. Current and complete financial
information is necessary, including second-
ary sources of repayment, not only at the
inception of the loan, but also throughout
the term of the advance. The lending policy
should define the financial-statement
requirements for businesses and individuals
at various borrowing levels and should
include requirements for audited, nonau-
dited, fiscal, interim, operating, cash-flow,
and other statements.? It should include
external credit checks required at various
intervals. The requirements for financial
information should be defined in such a
way that any credit-data exception would
be a clear violation of the lending policy.

9. Limits and guidelines for loan partici-
pations. Section 2020.2 provides significant
information regarding intercompany loan
participations between holding company
affiliates. The lending policy should place
limits on the amount of loans purchased
from any one source and also place an
aggregate limit on such loans. The policy

3. On March 30, 1993, federal bank regulators set forth an
expanded interagency policy to encourage small-business
lending. Under the policy, banks and thrifts that are well or
adequately capitalized and that are rated CAMELS 1 or 2 may
make small-business and agricultural loans, the aggregate
value of which cannot exceed 20 percent of their total capital.
To qualify for the exemption, each loan may not exceed the
lesser of $900,000 or 3 percent of the institution’s total
capital. Further, the loans selected for this exemption by the
institution may not be delinquent as of the selection date and
may not be made to an insider. The loans must be separately
listed or have an accounting segregation from other loans in
the portfolio. They “will be evaluated solely on the basis of
performance and will be exempt from examiner criticism of
documentation.” The institution’s records must include an
evaluation of its ability to collect the loan in determining the
adequacy of its allowance for loan and lease losses. If a loan
becomes more than 60 days past due, it may be reviewed and
classified by an examiner based on its credit quality, not the
level of loan documentation.
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10.

should set forth credit standards for any
loan purchased as well as require that com-
plete documentation be maintained by the
purchasing entities. The policy should
define the extent of contingent liability,
holdback and reserve requirements, and the
manner in which the loan will be handled
and serviced.

Loans to insiders. Lending policies should
address loans to insiders. Such policies
should incorporate applicable regulatory

BHC Supervision Manual
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11.

limitations (for example, Federal Reserve
Regulation O) and should also address situ-
ations in which it would be prudent to exer-
cise certain restrictions even though not
explicitly required to do so by regulation
(for example, loans by nonbank subsidiaries
to insiders).

Concentrations of creditCredit concentra-
tions may be defined as loans collateralized
by a common security; loans to one bor-
rower or related group of borrowers; loans
dependent upon a particular agricultural
commodity; aggregate loans to major
employers, their employees, and their major
suppliers; loans within industry groups; out-
of-territory loans; aggregate amount of
paper purchased from any one source; or
those loans that often have been included
in other homogeneous risk groupings.
Credit concentrations, by their nature, are
dependent on common key factors, and
when weaknesses develop, they have an
adverse impact on each individual loan
making up the concentration.

In identifying asset concentrations, com-
mercial real estate loans and residential real
estate loans can be viewed separately when
their performance is not subject to similar
economic or financial risks. In the same
vein, commercial real estate development
loans need not necessarily be grouped with
residential real estate development loans,
especially when the residential developer
has firm, reliable purchase contracts for the
sale of the homes upon completion. Even
within the commercial development and
construction sector, distinctions for concen-
tration purposes may be made, when appro-
priate, between those loans that have firm
take-out commitments and those that do
not. Groups or classes of real estate loans
should, of course, be combined and viewed
as concentrations when they do share sig-

nificant common characteristics and arel2.

similarly affected by adverse economic,
financial, or business developments.
Banking organizations should establish
and adhere to policies that control “concen-
tration risk.” The lending policy should
address the risk involved in various concen-

trations and indicate those that should béfs'

avoided or limited. However, before con-
centrations can be limited or reviewed,
accounting systems must be in place to
allow for the retrieval of information neces-

frequent monitoring and reporting of all
concentrations.

Banking organizations with asset concen
trations are expected to put in place effec
tive internal policies, systems, and controls
to monitor and manage this risk. Concentra
tions that involve excessive or undue risks
require close scrutiny and should be
reduced over a reasonable period of time
When there is a need to reduce asset cor
centrations, banking organizations are nor
mally expected to develop a plan that is
realistic, prudent, and achievable in view of
the particular circumstances and marke
conditions. In situations where concentra-
tion levels have built up over an extended
period, it may take time—in some cases
several years—to achieve a more balance
and diversified portfolio. What is critical is
that adequate systems and controls are i
place for reducing undue or excessive con
centrations in accordance with a pruden
plan, along with strong credit policies and
loan-administration standards to control the
risks associated with new loans, anc
adequate capital to protect the institution
while its portfolio is being restructured.

Institutions that have in place effective
internal controls to manage and reduce cor
centrations over a reasonable period of tim
need notautomatically refuse credit to
sound borrowers simply because of the bor
rower’s industry or geographic location.
This principle applies to prudent loan
renewals and rollovers, as well as to new
extensions of credit that are underwritten in
a sound manner.

The purpose of a lending organization’s
policies should be to improve the overall
quality of its portfolio. The replacement of
unsound loans with sound loans car
enhance the quality of a portfolio, even
when concentration levels are not reduced.
Refinancing or renewal of loanRefinanc-
ings or renewals should be structured in «
manner that is consistent with sound bank
ing, supervisory, and accounting practices
and in a manner that protects the banking
organization and improves its prospects fol
collecting or recovering on the asset.

Loan origination and loan approvalsThe

policy should establish loan-origination and
loan-approval procedures, both generall
and by size and type of loan. The loan
limitations for all lending officers should be

sary to determine and monitor concentra-
tions. The lending policy should provide for

BHC Supervision Manual
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14.

15.

set accordingly. Lending limits should also
be set for group authority, allowing a com-
bination of officers or a committee to
approve larger loans. Reporting procedures
and the frequency of committee meetings
should also be defined. The loan policy
should further establish identification,
review, and approval procedures for excep-
tion loans, including real estate and other
loans with loan-to-value percentages in
excess of supervisory limits.
Loan-administration procedures for loans
secured by real estateThe loan policy
should establish loan-administration proce-
dures covering documentation, disbursel6.
ment, collateral administration and inspec-
tion, escrow administration, collection, loan
payoffs, and loan review. Documentation
procedures would specify, among other
things, the types and frequency of financial
statements and the requirements for verify-
ing information provided by the borrower.
They would also cover the type and fre-
quency of collateral evaluations (appraisals
and other estimates of value). In addition,
loan-administration policies should address
procedures for servicing and participation
agreements and other loan-administration
procedures such as those for claims process-
ing (for example, seeking recovery on
defaulted loans that are partially or fully
guaranteed by a government entity or insur-
ance program).

Collection and foreclosure and the
reporting and disclosure of delinquent obli-
gations and charge-off§he lending policy
should define delinquent obligations, pro-
vide guidelines on when loans are to be
placed on nonaccrual or to be restructured,
dictate appropriate procedures for reporting
to senior management and to the directorate
past-due credits, and provide appropriate
guidance on the extent of disclosure of suci7.
credits. The policy should establish and
require a follow-up collection procedure
that is systematic and progressively stronger
and should set forth guidelines (where
applicable) for close surveillance by a loan
work-out division. It should also address
extensions and other forms of forbearance,

4. For subsidiaries that are insured depository institutions,

real estate loans that are in excess of supervisory loan-to-

value limits are to be identified in the subsidiaries’ records 010.2.1 UNIFORM REAL ESTATE

The aggregate amount of these loans is to be reported qudr-
terly to the depository institution’s board of directors.

BHC Supervision Manual
Page 4

December 1999 On

the acceptance of deeds in lieu of foreclo-
sure, and the timing of foreclosure. The
policy must be consistent with supervisory
instructions in the financial statements of
condition and income for financial institu-
tions and BHCs (bank call report and the
FR Y-9C and the other FR Y-series
reports). Guidelines should be established
to ensure that all accounts are presented to
and reviewed by management for charge-
off after a stated period of delinquency. See
section 2065.1 for disclosure, accounting,
and reporting issues related to nonaccrual
loans and restructured debt.

Reserve for loan losses and provisions for
loan lossesThe policy should set forth the
parameters that management considers in
determining an appropriate level of loan-
loss reserves as well as provisions neces-
sary to attain this level.

Because an analysis of the allowance for
loan and lease losses (ALLL) requires an
assessment of the relative credit risks in the
portfolio, many banking organizations, for
analytical purposes, attribute portions of the
ALLL to loans and other assets classified
“substandard” by management or a super-
visory agency. Management may do this
because it believes, based on past history or
other factors, that there may be unidentified
losses associated with loans classified sub-
standard in the aggregate.

Furthermore, management may use this
as an analytical approach in estimating the
total amount necessary for the ALLL and in
comparing the ALLL to various categories
of loans over time. As a general rule, an
individual loan classified substandard may
remain in an accrual status as long as the
regulatory reporting requirements for
accrual treatment are met, even when an
attribution of the ALLL has been made.
Other. The policy should address the han-
dling of exceptions to the policy as well as
provide for adherence to the policy via
internal audits, centralized loan review,
and/or “director’'s examinations.” The pol-
icy should be reviewed annually to deter-
mine if it continues to be compatible with
the BHC’s objectives as well as market
conditions.

ENDING STANDARDS

December 23, 1992, the Board announced

adoption of a uniform rule and guidelines on
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real estate lending, along with the FDIC, OCC, Sound lending practices address formal cred
and OTS, as mandated by section 304 of thpolicies, formal credit-staff approval of transac-
Federal Deposit Insurance Corporatiortions, loan-approval documentation, the use o
Improvement Act of 1991 (FDICIA). The forward-looking tools in the approval process,
Board’s Regulation H (12 C.F.R. 208, Member-and management and lender information sys
ship of State Banking Institutions in the Federatems. In addition to evaluating adherence tc
Reserve System) was amended to implement thieese sound practices during inspections, supe
uniform real estate lending standards for stateisory personnel and examiners may wish ftc
member banks. Although the Board did notiscuss these standards with loan portfolio mar
directly apply the regulation to bank holdingagers at institutions where a full credit review is
companies and their nonbank subsidiaries, thogeing performed. Senior management should b
entities are expected to conduct and to superviseade aware of the potential for deterioration ir
real estate lending activities prudently, consisthe loan portfolio if lending discipline is not
tent with safe and sound lending standards.  maintained, whether from inadequate asses
The agencies’ regulations require that eaclment or communication of lending risks, incom-
insured depository institution adopt and mainplete adherence to prudent lending standarc
tain comprehensive written real estate lendinghat reflect the risk appetite of the board of
policies appropriate to the institution and thedirectors, or both.
nature and scope of its lending activities. Lend- Examiners should evaluate whether adequat
ing policies must be reviewed and approved bynternal oversight exists and whether institutior
the institution’s board of directors at least annumanagement has timely and accurate informe
ally. The policies are to include standards fotion. As always, examiners should also discus
loan diversification and prudent underwriting asnatters of concern with the institution and
well as loan-administration procedures andnclude them in their reports of inspection, ever
documentation, approval, and reporting requirei cited practices and problem loans have not ye
ments. Depository institutions’ policies are toreached harmful or criticized levels. Such cau
reflect consideration of the appendix to thdionary remarks help to alert institution manage:
banking agencies’ regulations, “Interagencyment to potential or emerging sources of con
Guidelines for Real Estate Lending Policies."cern and may help to deter future problems
The guidelines are designed to help an instituAny practices that extend beyond pruden
tion formulate and maintain real estate lendindgoounds should be promptly corrected. See SF
policy that is appropriate to its size and the98-18.
nature and scope of its operations, as required
by the regulations. These guidelines are gener-

ally comparable to the inspection guidance pro010.2.2.1 Sound Practices in Loan
vided in this section. Standards and Approval

Certain sound practices in lending can help t
2010.2.2 LENDING STANDARDS FOR Maintain strong credit discipline and ensure tha
COM'M.ERCIAL LOANS an institution’s decision to take risk in lending is
well informed, balanced, and prudent. Severe
The lending decision is properly that of theOf these sound practices are listed and describe

senior management and boards of directors Gelow.
banking institutions, and not of their supervi-

sory agencies. However, in fulfilling their roles,2510.2.2.1.1 Formal Credit Policies
directors and senior managers have the obliga-

tion to monitor lending practices and to ensurerhe Federal Reserve and other supervisor
that their policies are enforced and that lendingythorities have long stressed the importance «
practices generally remain within the overalkormal written credit policies in a sound credit-
ability of the institution to manage. The follow- risk-management process. Such policies ca
ing subsections describe certain sound practic@sovide crucial discipline to an institution’s
regarding lending standards and credit-approvgdnding process, especially when the institu
processes for commercial loahs. tion’s standards are under assault due to inten:
competition for loans. They can serve to com:

5. This guidance is derived, in part, from the June 199§nun|cate formally an institution’s appetite for

Federal Reserve supervisory staff report, “The Significance of T
Recent Changes in Bank Lending Standards: Evidence froBHC Supervision Manual December 1999
the Loan Quality Assessment Project.” Page 5
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credit risk in a manner that will support soundpolicies is necessary if such covenant require-
lending decisions, while focusing appropriatements are to be waived.
attention on loans being considered that diverge Internal processes and requirements for
from approved standards. underwriting decisions should be consistent with

In developing and refining loan policies, somethe nature, size, and complexity of the banking
institutions specify “guidance minimums” for organization’s (BO) activities. Departures from
financial performance ratios that apply to certaiminderwriting policies and standards, however,
types of loans or borrowers (for example, comcan have serious consequences for BOs of all
mercial real estate). Such guidance makesizes. Internal controls and credit reviews should
explicit that loans not meeting certain financiabe established and maintained to ensure compli-
tests (based on current performance, projecteahce with those policies and procedures. When
future performance, or both) should in generalhere are continued favorable economic and
not be made, or alternatively should only befinancial conditions, compliance monitoring of
made under clearly specified situations. Instituthe BO’s lending policies and procedures needs
tions using this approach most effectively tendo be diligent to make certain that there is no
to avoid specifying standards for broad rangesndue reliance on optimistic outlooks for bor-
of lending situations and instead focus on thoseowers. Undue reliance on continued favorable
areas of lending most vulnerable to excessiveconomic conditions can be demonstrated by
optimism, or where the institution expects loarthe following characteristics:
volume to grow most significantly.

Formal policies can also provide lending dis-1. dependence on very rapid growth in a bor-
cipline by clearly stating the type of covenants rower’s revenue as the “most likely” case
to be imposed for specific loan types. Wher2. heavy reliance on favorable collateral
designed and enforced properly, financial cov- appraisals and valuations that may not be
enants can help significantly to reduce credit sustainable over the longer term
losses by communicating clear thresholds foB. greater willingness to make loans without
financial performance and potentially triggering scheduled amortization prior to the loan’s
corrective or protective action at an early stage. final maturity
Often, however, loan-approval documents da. willingness to readily waive violations of
not describe the key financial covenants even key covenants, to release collateral or guar-
when discussions with institutional staff dis- antee requirements, or even to restructure
close that such covenants are present. The staff joan agreements, without corresponding con-
and/or management of many institutions cessions on the part of the borrower, on the
acknowledge that they have a “common prac- assumption that a favorable environment will
tice” of imposing certain types of covenants on allow the borrower to recover quickly
various types of loans. They indicate that such a
practice is well known to lenders and others at Among the adverse effects of undue reliance
the institution (bUt not articulated in their writ- on a continued favorable economy is the possi_
ten loan policies), so that describing the actuajlity that problem loans will not be identified
covenants in the loan-approval document woul@roperly or in a timely manner. Timely identifi-
be redundant. However, management and othggtion of problem loans is critical for providing
approving authorities within an institution theng full awareness of the BO'’s risk position,
receive no formal positive indication that “com- informing management and directors of that
mon practice” controls have been imposed an@osition, taking steps to mitigate risk, and pro-
no indication of the level of financial perfor- viding a proper assessment of the adequacy of
mance that the covenants require of the bokhe allowance for credit losses and capftal.
rower. As such, management and other approimilarly, an overreliance on continued ready
ing authorities may be inadequately informed agccess to financial markets on favorable terms
to the risks and controls associated with the loagan originate from the following situations:
under consideration. In contrast, loan policies
can create a clear expectation that (1) all key
covenants should be described in loan-approvalg, see section 2122.0 and SR-98-25, “Sound Credit-Risk
documents, (2) certain covenant types should b@anagement and the Use of Internal Credit-Risk-Rating Sys-
applied to all loans meeting certain criteria, andems at Large BankinglOrgani;ations,” and section 4060.7
and SR-99-18, “Assessing Capital Adequacy in Relation to

(3) explicit approval of any exception to theseFZisk at Large Banking Organizations and Others with Com-

. plex Risk Profiles.” Federal Reserve guidance on credit-risk
BHC Supervision Manual December 1999 management and mitigation covers both loans and other forms
Page 6 of on- and off-balance-sheet credit exposure.
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1. explicit reliance on future public market debtinforming management and directors of the
or equity offerings, or on other sources ofnumber and nature of material deviations fror
refinancing, as the ultimate source of princithe policies that they have designed anc
pal repayment, which presumes that markedpproved.
liquidity and the market's appetite for such
instruments will be favorable at the time that
the facility is to be repaid 2010.2.2.1.2 Formal Credit-Staff

2. ambiguous or poorly supported analysis oApproval of Transactions
the sources of repayment of the loan’s princi-
pal, together with implicit reliance for repay- Credit discipline is also enhanced when experi
ment on some realization of the implied mar-enced credit professionals are involved in the
ket valuation of the borrower (for example,approval process and are independent of the lir
through refinancing, asset sales, or somkending functions. Such staff can play a vital
form of equity infusion), which also assumesrole in ensuring adherence to formal policies
that markets will be receptive to such transand in ensuring that individual loan approvals
actions at the time that the facility is to beare consistent with the overall risk appetite of
repaid the institution. These independent credit profes

3. measuring a borrower’s leverage (for examsionals can be most valuable if they have th
ple, debt-to-equity) based solely on the marauthority to reject a loan that does not meet th
ket capitalization of the firm without regard institution’s credit standards or, alternatively, if
to “book” equity, thereby implicitly assum- they must concur with a loan before it can be
ing that currently unrealized appreciation inapproved.
the value of the firm can be readily realized if Providing credit staff with independent
needed approval authority over lending decisions, rathe

4. more generally, extending loans with a riskhan with a more traditional requirement for
profile that more closely resembles the pro“consultation” between the lending function
file of an equity investment, under circum-and credit staff, allows credit staff to influence
stances that leave additional credit or defaulbutcomes on a broad and ongoing basis. Thi
as the borrower’s only resort if favorableinfluence and indeed the ability of credit staff to
expectations are not met reinforce lending discipline is clearly enhancec

by their early involvement in negotiations with

Banking organizations that become lax in adhemorrowers; a more traditional approach might be

ing to established loan-underwriting policies ando only involve credit staff once the loan pro-

procedures, as a result of overreliance on favoposal is well developed, allowing credit staff the
able economic and financial market conditionsppportunity to have only minor influence on the
may have significant credit concentrations thabutcome of negotiations except in extreme
are at great risk to possible economic and finarzases. Maintaining a proper balance of lendin
cial market downturns. See SR-99-23. and control functions calls for a degree of part:

Some institutions have introduced credit scornership between line lenders and credit staff, bt
ing techniques into their small-business lendinglso requires that the independence of cred
in an effort to improve credit discipline while staff not be compromised by conflicting com-
allowing heavier reliance on statistical analysipensation policies or reporting structures.
rather than detailed and costly analysis of indi- Independent credit staff can also suppor
vidual loans. Institutions should take care tcsound lending practice by maintaining complete
make balanced and careful use of credit scoringnd centralized credit files that contain all key
technology for small-business lending and, irdocuments relevant to each loan, including com
particular, avoid using this technology for loansplete loan-approval packages. Such files ensu
or credit relationships that are large or complexhat decisions are well documented and avoil
enough to warrant a formal and individualized————

credit analysis. 7. For example, loan officers might be compensated fo

P : . bringing loan business into the institution. Independent credi
In formahzmg their lendmg standards andprofessionals, however, would be another person who woul

prac_tices, institutions are not preclqded fronhot be compensated for bringing any loan business into th
making loans that do not meet all written staninstitution. That person would, however, serve as a quality
dards. Exceptions to policies, though, should peontrol monitor that would have the independent authority tc
approved and monitored by management. FOFg]ectaloan(s) and to ensure that the institution’s risk appetit

. . . and credit standards are not exceeded.
mal reporting that describes exceptions to loan

policies, by type of exception and organizaBHC Supervision Manual December 1999
tional unit, can be extremely valuable for Page 7
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undue reliance on the files maintained by indifolio, institutions should give sufficient consid-
vidual loan officers. eration to the potential for negative events or
developments that might limit the ability of
borrowers to fulfill their loan obligations.
2010.2.2.1.3 Loan-Approval Documents Unforeseen changes in interest rates, sales rev-
enue, and operating expenses can have material
Institutions can help ensure a careful loanand adverse effects on the ability of many bor-
approval decision by requiring thorough andowers to meet their obligations. In prior
standardized loan-approval documents. Tholdecades, inadequate attention to these possibili-
oughness can be enhanced by requiring form&es during the underwriting process contributed
analysis of the borrower’s financial condition,significantly to asset-quality problems in the
key characteristics and trends in the borrower’system. Also, sudden turmoil within various
industry, information on collateral and its valua-countries can result in quick changes in cur-
tion, as well as financial analysis of the entitiegency valuations and economic conditions.
providing support or guarantees and formal Examiners should evaluate the frequency and
forward-looking analyses appropriate to the siza@dequacy with which institutions conduct
and type of loan being considered. Incorporatforward-looking analysis of borrower financial
ing such elements into standardized formats arfeerformance when considering an institution’s
requiring that analysis and supporting commeneredit-risk-management process. Formal use of
tary be complete and in adequate depth allowrward-looking financial analysis in the loan-
approving authorities access to all relevanapproval process, and financial projections in
information on the risk profile of the borrower. particular, can be important in guarding against
Loan-approval documents should also includéuch complacency, especially when financial
all material details on the proposed loan agrednstitutions are competing intensely to attract
ment itself, including key financial covenants.borrowers. Such projections, if they include less
Standardization of formats, and to some exterfavorable scenarios for the key determinants of
content, can be useful in ensuring that all relthe borrower’s financial performance, can help
evant information is provided to managemento contain undue optimism and ensure that man-
and other approving authorities in a manner thaagement and other approving authorities within
is understandable. Standard formats also drathe organization are formally presented with a
attention to cases in which certain key informa¥obust analysis of the risks associated with each
tion is not presented. credit. They also provide credit staff and other
One area of particular interest in this regard isisk-management personnel with information
analysis and commentary on participations ithat is important for ensuring adherence to the
syndicated loans. While it may be tempting tanstitution’s lending standards and overall appe-
rely on the analysis and documentation providetite for loan risk.
by the agent institution to the transaction, it has The formal presentation of financial projec-
been long-standing Federal Reserve policy thdions and/or other forms of forward-looking
participating institutions should conduct theiranalyses of the borrower is important in making
own analysis of the borrower and the transacexplicit the conditions required for a loan to
tions, particularly if the risk appetite or portfolio perform and in communicating the vulnerabili-
characteristics of the agent differs from that oties of the transaction to those responsible for
the participating institution. approving loans. Analyses also provide a useful
benchmark against which institutions can assess
the borrower’s future performance. Although it

2010.2.2.1.4 Use of Forward-Looking may be tempting to avoid analyzing detailed
Tools in the Approval Process projections for smaller borrowers, such as

middle-market firms, these customers may col-
During continued periods of favorable economidectively represent a significant portion of the
conditions, institutions should guard againstnstitution’s loan portfolio. As such, applying
complacency and, in particular, the temptatioiormal forward-looking analysis even on a basic
to base expectations of a borrower's futurdevel assists the institution in identifying and
financial performance almost exclusively on thaffanaging the overall risk of its lending
borrower’s recent performance. In making lendactivities.

ing decisions, and in evaluating their loan port- Detailed analysis of industry performance and
trends can be a useful supplement to such analy-

BHC Supervision Manual December 1999 Ses. Such projections have the most value in
Page 8 maintaining credit discipline when, rather than
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only describing the single “most likely” sce- 5. adverse developments in key product or inpu
nario for future events, they characterize the markets

kind of negative events that might impair the6. reversals in, or the borrower’s reduced acces
performance of the loan in the future. to, public debt and equity markets

Proper stress testing typically incorporates al
2010.2.2.1.5 Stress Testing of the evaluation of the borrower’'s alternatives for
Borrower’s Financial Capacity meeting its financial obligations under each sce

nario, including asset sales, access to alternati
The analysis of alternative scenarios, or “stresfunding or refinancing, or ability to raise new
testing,” should generally focus on the keyequity. In particular, the evaluation should focus
determinants of performance for the borrowenot only on the borrower’s ability to meet near-
and the loan, such as the level of interest rateterm interest obligations, but also on its ability
the rate of sales or revenue growth, or the rate & repay the principal of the obligation. See
which expense reductions can be realizedSR-99-23.

Meaningful stress testing of the prospective bor-
rower’s ability to meet its obligations is a vital
part of a sound credit decision. Failure to recog2010.2.2.1.6 Management and Lender
nize the potential for adverse events—whetheinformation
specific to the borrower or its industry (for
example, a change in the regulatory climate oManagement information systems that suppol
the emergence of new competitors) or, alternahe loan-approval process should clearly indi
tively, to the economy as a whole (for examplegate the composition of the institution’s current
a recession)—can prove costly to a bankingportfolio or exposure to allow for consideration
organization. of whether a proposed new loan—regardless c
Mechanical reliance on threshold financialts own merits—might affect this composition
ratios (and the “cushion” they imply) alone is sufficiently to be inconsistent with the institu-
generally not sufficient, particularly for complextion’s risk appetite. In particular, institutions
loans and loans to leveraged borrowers or otheestive in commercial real estate lending shoul
that must perform exceptionally well to meetknow the nature and magnitude of aggregat
their financial obligations successfully. Scenari@xposure within relevant subclasses, such as |
analysis specific to the borrower, its industrythe type of property being financed (that is,
and its business plan is critical to identify theoffice, residential, or retail).
key risks of a loan. Such an analysis should In addition to portfolio information, institu-
have a significant influence on the decision téions should be encouraged to acquire o
extend credit and, if credit is extended, on thelevelop information systems that provide read
decisions as to the appropriate loan size, repagccess for lenders and credit analysts to infor
ment terms, collateral or guarantee requiremation sources that can support and enhance t
ments, financial covenants, and other elemenfgancial analysis of proposed loans. Depenc
of the loan’s structure. ing on the nature of an institution’s borrowers,
When properly conducted, meaningful stresgppropriate information sources may include
testing can include assessing the effect the folndustry financial data, economic data and fore
lowing situations or events will have on thecasts, and other analytical tools such as banl
borrower: ruptcy scoring and default-probability models.

1. unexpected reductions in revenue growth or

reversals, including shocks to revenue of th®010.2.3 LEVERAGED FINANCING

type and magnitude that would normally be

experienced during a recession ) Leveraged financing is an important financing
2. unfavorable movements in market interesfehicle for mergers and acquisitions, busines

rates, especially for firms with high debtrecapitalizations, and business expansion:

burdens , . . These transactions are characterized by a degr
3. unplanned increases in capital expenditurest financial leverage that significantly exceeds

due to technological obsolescence or comindustry norms, as measured by various deb

petitiye fa_ctor_s cash-flow, or other ratios. Consequently, lever
4. deterioration in the value of collateral, guar-
antees, or other potential sources of principadHC Supervision Manual December 2001

repayment Page 9
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aged borrowers generaly have a diminished
ability to respond to changing economic condi-
tions or unexpected events, creating significant
implications for an institution’s overall credit-
risk exposure and challenges for bank risk-
management systems.

Leveraged-finance activities can be con-
ducted in a safe and sound manner if a risk-
management structure provides appropriate
underwriting, pricing, monitoring, and controls.
To better understand and manage the inherent
risk in leveraged-finance portfolios, the board of
directors and senior management must ensure
that credit-analysis processes are comprehen-
sive, monitoring is frequent, and portfolio
reports are detailed.

Many leveraged transactions are underwritten
with reliance on the imputed value of a business
(enterprise value), which is often highly vola-
tile. Sound valuation methodologies and ongo-
ing stress testing and monitoring of enterprise
values for these types of transactions must be
emphasized. The following interagency state-
ment provides supervisory guidance on lever-
aged financing, including guidance about risk
rating leveraged-finance loans and how enter-
prise value should be evaluated in the risk-
rating process. The statement is directly applica-
ble to federally insured depository institutions.
The boards of directors and senior management
of financia holding companies and bank hold-
ing companies should consider the guidance as
they supervise nonbanking subsidiaries engaged
in leveraged-financing activities. The Federal
Reserve, along with the Office of the Comptrol-
ler of the Currency, the Federal Deposit Insur-
ance Corporation, and the Office of Thrift
Supervision, issued the guidance on April 9,
2001.8 (See SR-01-9.)

2010.2.3.1 Interagency Statement on
Leveraged Financing

(The introductory paragraphs have been omit-
ted here, as indicated by a line of asterisks.
Some other wording has been dlightly altered,
asindicated by asterisks and brackets .)

* * * * *

8. This guidance augments previously issued supervisory
statements on sound credit-risk management. See SR-99-23,
“ Recent Trends in Bank Lending Standards for Commercial
Loans,” and SR-98-18, “ Lending Standards for Commercial
Loans.” See also sections 2010.2.2, 2010.10, and 4060.7.
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Institutions participate in leveraged financing on
a number of levels. In addition to providing
senior secured financing, they extend credit on a
subordinated basis (mezzanine financing). Insti-
tutions and their affiliates also may take equity
positions in leveraged companies with direct
investments through affiliated securities firms,
small business investment companies (SBICs),
and venture capital companies or take equity
interests via warrants and other equity “ kick-
ers’ received as part of a financing package.
Ingtitutions also may invest in leveraged loan
funds managed by investment banking compa-
nies or other third parties. Although leveraged
financing is far more prevaent in large institu-
tions, this type of lending can be found in insti-
tutions of all sizes* * * The extent to which
institutions should apply these sound practices
will depend on the size and risk profile of their
leveraged exposures relative to assets, earnings,
and capital and the nature of their leveraged-
financing activities (i.e., origination and distri-
bution, participant, equity investor, etc.)* * *

2010.2.3.1.1 Risk-Management Guidelines

Institutions substantively engaged in leveraged
financing are expected to adequately risk-rate,
track, and monitor these transactions and to
maintain policies specifying conditions that
would require a change in risk rating, accrual
status, loss recognition, or reserves. In general,
the risk-management framework for leveraged
financeis no different from that which should be
applied to al lending activities. However,
because of the potential higher level of risk, the
degree of oversight should be more intensive.

2010.2.3.1.1.1 Loan Policy

The loan policy should specifically address the
ingtitutions'  leveraged-lending activities by
including—

* adefinition of leveraged lending;

» an approva policy that requires sufficient
senior-level oversight;

* pricing policies that ensure a prudent tradeoff
between risk and return; and

« arequirement for action plans whenever cash
flow, asset-sale proceeds, or collateral values
decline significantly from projections. Action
plans should include remedial initiatives and
triggers for rating downgrades, changes to
accrual status, and 10ss recognition.
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2010.2.3.1.1.2 Underwriting Standards

Either the loan policy or separate underwriting
guidelines should prescribe specific underwrit-
ing criteria for leveraged financing. The stan-
dards should avoid compromising sound bank-
ing practices in an effort to broaden market
share or reaize substantial fees. The policy
should—

describe appropriate leveraged |oan structures;

require reasonable amortization of term loans

(i.e., dlow a moderate time period to realize

the benefit of synergies or augment revenues

and institute meaningful repayment);

specify collateral policies including accept-

able types of collateral, loan-to-value limits,

collateral margins, and proper valuation meth-
odologies;

« establish covenant requirements, particularly
minimum interest and fixed-charge coverage
and maximum leverage ratios;

* describe how enterprise values and other
intangible business values may be used; and

* establish minimum documentation require-

ments for appraisals and valuations, including

enterprise values and other intangibles.

2010.2.3.1.1.3 Limits

Leveraged-finance and other loan portfolios
with above-average default probabilities tend to
behave similarly during an economic or sectoral
downturn. Consequently, institutions should
take steps to avoid undue concentrations by
setting limits consistent with their appetite for
risk and their financial capacity. Institutions
should ensure that they monitor and control as
separate risk concentrations those loan segments
most vulnerable to default. Institutions may
wish to identify such concentrations by the
leveraged characteristics of the borrower, by the
ingtitution’s internal-risk grade, by particular
industry or other factors that the institution
determines are correlated with an above-average
default probability. In addition, sublimits may
be appropriate by collateral type, loan purpose,
industry, secondary sources of repayment, and
sponsor relationships. Institutions should also
establish limits for the aggregate number of
policy exceptions.

2010.2.3.1.1.4 Credit Analysis

Effective management of leveraged-financing
risk is highly dependent on the quality of analy-

sis during the approval process and after the
loan is advanced. At a minimum, analysis of
leveraged-financing transactions should ensure
that—

« cash-flow analyses do not rely on overly opti-
mistic or unsubstantiated projections of sales,
margins, and merger and acquisition
synergies;

projections provide an adequate margin for

unanticipated merger-rel ated integration costs;

* projections are stress-tested for one or two
downside scenarios,

« transactions are reviewed quarterly to deter-
mine variance from financial plans, the risk
implications thereof, and the accuracy of risk
ratings and accrual status;

« collateral valuations are derived with a proper
degree of independence and consider poten-
tial value erosion;
collateral-liquidation and asset-sale estimates
are conservétive;
potential collateral shortfallsareidentified and
factored into risk-rating and accrual decisions;
contingency plans anticipate changing condi-
tions in debt or equity markets when expo-
sures rely on refinancing or recapitalization;
and

« the borrower is adequately protected from
interest-rate and foreign-exchange risk.

2010.2.3.1.1.5 Enterprise Value

Enterprise value is often relied upon in the
underwriting of leveraged loans to evaluate the
feasibility of aloan request, determine the debt-
reduction potential of planned asset sales, assess
a borrower’s ability to access the capital mar-
kets, and to provide a secondary source of
repayment. Consideration of enterprise value is
appropriate in the credit-underwriting process.
However, enterprise value and other intangible
values can be difficult to determine, are fre-
quently based on projections, and may be sub-
ject to considerable change. Consequently, reli-
ance upon them as a secondary source of
repayment can be problematic.

Because enterprise value is commonly
derived from the cash flows of a business, it is
closely correlated with the primary source of
repayment. This interdependent relationship
between primary and secondary repayment
sources increases the risk in leveraged financ-
ing, especially when credit weaknesses develop.

December 2001
Page 11
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Events or changes in business conditions that
negatively affect a company’s cash flow will
also negatively affect the value of the business,
simultaneously eroding both the lender's pri-
mary and secondary source of repayment. Con-
sequently, lenders that place undue reliance
upon enterprise value as a secondary source of
repayment or that utilize unrealistic assumptions
to determine enterprise value are likely to
approve unsound loans at origination or experi-
ence outsize losses upon defaullt.

It is essential that institutions establish sound
valuation methodologies for enterprise value,
apply appropriate margins to protect against
potential changesin value, and conduct ongoing
stress testing and monitoring.

2010.2.3.1.1.6 Rating Leveraged-Finance
Loans

Ingtitutions need thoroughly articulated policies
that specify requirements and criteria for risk-
rating transactions, identifying loan impairment,
and recognizing losses. Such specificity is criti-
cal for maintaining the integrity of an ingtitu-
tion's risk-management system. Institutions
internal rating systems should incorporate both
the probability of default and loss given default
in their ratings to ensure that the risk of the
borrower and the risk of the transaction struc-
ture itself are clearly evaluated. This is particu-
larly germane to leverage-finance-transactions
structures, which in many recent cases have
resulted in large losses upon defaullt.

In cases where a borrower’s condition or
future prospects have significantly weakened,
leveraged-finance loans will likely merit a sub-
standard classification based on the existence of
well-defined weaknesses. If such wesknesses
appear to be of alasting nature and it is probable
that alender will be unable to collect al princi-
pal and interest owed, the loan should be placed
on nonaccrual and will likely have a doubtful
component. Such loans should be reviewed for
impairment in accordance with FAS 114,
“Accounting by Creditors for Impairment of a
Loan.”

If the primary source of repayment is inad-
equate and a loan is considered collateral-
dependent, it is generally inappropriate to con-
sider enterprise value unless the value is well
supported. Well-supported enterprise values
may be evidenced by a binding purchase and
sale agreement with a qualified third party or
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through valuations that fully consider the effect
of the borrower’s distressed circumstances and
potential changes in business and market condi-
tions. For such borrowers, where a portion of
the loan is not protected by pledged assets or a
well-supported enterprise value, examiners will
generaly classify the unprotected portion of the
loan doubtful or loss.

In addition, institutions need to ensure that
therisksin leveraged-lending activities are fully
incorporated in the allowance-for-loan-and-
lease-loss and capital-adequacy analysis. For
allowance purposes, leverage exposures should
be taken into account either through analysis of
the expected losses from the discrete portfolio
or as part of an overall analysis of the portfolio
utilizing the ingtitution’s internal risk grades or
other factors. At the transaction level, exposures
heavily reliant on enterprise value as a second-
ary source of repayment should be scrutinized
to determine the need for and adequacy of spe-
cific alocations.

2010.2.3.1.1.7 Problem-Loan Management

For adversely rated borrowers and other high-
risk borrowers who significantly depart from
planned cash flows, asset sales, collateral val-
ues, or other important targets, institutions
should formulate individua action plans with
critical objectives and time frames. Actions may
include working with the borrower for an
orderly resolution while preserving the institu-
tion’ sinterests sale in the secondary market, and
liquidation. Regardless of the action, examiners
and bankers need to ensure such credits are
reviewed regularly for risk-rating accuracy,
accrual status, recognition of impairment
through specific alocations, and charge-offs.

2010.2.3.1.1.8 Portfolio Analysis

Higher-risk credits, including leveraged-finance
transactions, require frequent monitoring by
banking organizations. At least quarterly, man-
agement and the board of directors should
receive comprehensive reports about the charac-
teristics and trends in such exposures. These
reports at a minimum should include—

« total exposure and segment exposures, includ-
ing subordinated debt and equity holdings,
compared to established limits;

* risk-rating distribution and migration data;

« portfolio performance—noncompliance with
covenants, restructured loans, delinquencies,
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nonperforming assets, and impaired loans; and

» compliance with internal procedures and the
aggregate level of exceptions to policy and
underwriting standards.

Institutions with significant exposure levels to
higher-risk credits should consider additional
reports covering—

« collateral composition of the portfolio, e.g.
percentages supported by working assets,
fixed assets, intangibles, blanket liens, and
stock of borrower’s operating subsidiaries;

» unsecured or partially secured exposures,
including potential collateral shortfalls caused
by defaults that trigger pari passu [equable]
collateral treatment for al lender classes;

« absolute amount and percentage of the port-
folio dependent on refinancing, recapitaliza-
tion, asset sales, and enterprise value;

« absolute amounts and percentages of sched-
uled and actual annual portfolio amortiza-
tions; and

 secondary-market pricing data and trading
volume for loans in the portfolio.

2010.2.3.1.1.9 Internal Controls

Ingtitutions engaged in leveraged finance need
to ensure their internal-review function is appro-
priately staffed to provide timely, independent
assessments of leveraged credits. Reviews
should evaluate risk-rating integrity, valuation
methodologies, and the quality of risk manage-
ment. Because of the volatile nature of these
credits, portfolio reviews should be conducted
on at least an annual basis. For many institu-
tions, the risk characteristics of the leveraged
portfolio, such as high reliance on enterprise
value, concentrations, adverse risk-rating trends
or portfolio performance, will dictate more fre-
quent reviews.

2010.2.3.1.2 Distributions

Asset sales, participations, syndication, and
other means of distribution are critical elements
in the rapid growth of leveraged financing.
[Lead and purchasing institutions are expected]
to adopt formal policies and procedures address-
ing the distribution and acquisition of leveraged-
financing transactions. The policies should
include—

e procedures for defining, managing, and
accounting for distribution fails;

identification of any sales made with recourse

and procedures for fully reflecting the risk of

any such sales;

 a process to ensure that purchasers are pro-
vided with timely, current financia
information;

 aprocess to determine the portion of a trans-

action to be held in the portfolio and the

portion to be held for sale;

limits on the length of time transactions can

be held in the held-for-sale account and poli-

cies for handling items that exceed those

limits;

prompt recognition of losses in market value

for loans classified as held-for-sale; and

procedural safeguards to prevent conflicts of

interest for both bank and affiliated securities

firms.

2010.2.3.1.3 Participations Purchased

Institutions purchasing participations and
assignments in leveraged finance must make
athorough, independent evaluation of the trans-
action and the risks involved before committing
any funds. They should apply the same stan-
dards of prudence, credit assessment and
approval criteria, and “in-house” limits that
would be employed if the purchasing organiza-
tion were originating the loan. At a minimum,
policies should include requirements for—

« obtaining and independently analyzing full

credit information both before the participa

tion is purchased and on a timely basis

thereafter;

obtaining from the lead lender copies of al

executed and proposed |oan documents, legal

opinions, title insurance policies, UCC

searches, and other relevant documents;

« carefully monitoring the borrower’'s perfor-
mance throughout the life of the loan; and

« establishing appropriate risk-management
guidelines as described in this [statement].

2010.2.3.1.4 Process to Identify Potential
Conflicts

Examiners should determine whether an institu-
tion's board of directors and management have
established policies for leveraged finance that
minimize the risks posed by potential legal
issues and conflicts of interest.

December 2001
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2010.2.3.1.4.1 Conflicts of Interest

When a banking company plays multiple roles
in leveraged finance, the interests of different
customers or the divisions of the institution may
conflict. For example, alender may be reluctant
to employ an aggressive collection strategy with
a problem borrower because of the potential
impact on the value of the organization’s equity
interest. A lender may also be pressured to
providefinancial or other privileged client infor-
mation that could benefit an affiliated equity
investor. Institutions should devel op appropriate
policies to address potential conflicts of interest.
Ingtitutions should also track aggregate totals
for borrowers and sponsors to which it has both
a lending and equity relationship. Appropriate
limits should be established for such
relationships.

2010.2.3.1.4.2 Securities Laws

Equity interests and certain debt instruments
used in leveraged lending may constitute “ secu-
rities” for the purposes of federal securities
laws. When securities are involved, institutions
should ensure compliance with applicable secu-
rities law requirements, including disclosure and
regulatory requirements.® Institutions should
also establish procedures to restrict the internal
dissemination of material nonpublic information
about leveraged-finance transactions.

2010.2.3.1.4.3 Compliance Function

The legal and regulatory issues raised by lever-
aged transactions are numerous and complex.
To ensure that potential conflicts are avoided
and laws and regulations are adhered to, an
independent compliance function should review
all leveraged-financing activity.

* * * * *

9. Institutions also should ensure that any acquired equity
positions are consistent with any applicable equity ownership
restrictions imposed by federal and state laws, such asthosein
the Bank Holding Company Act or Federal Reserve Act.
Institutions need to take special care to aggregate al the
equity positions held throughout the entire organization,
including those held in all banking and nonbanking subsidi-
aries. [footnote added)]
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2010.2.3.1.5 Examination Risk-Rating
Guidance for Leveraged Financing

When evaluating individual borrowers, examin-
ers should pay particular attention to—

« the overall performance and profitability of a
borrower and its industry over time, including
periods of economic or financial adversity;

« the history and stability of a borrower’s mar-

ket share, earnings, and cash flow, particu-

larly over the most recent business cycle and
last economic downturn; and

the relationship between a borrowing compa-

ny’s projected cash flow and debt-service

requirements and the resulting margin of debt-

Service coverage.

2010.2.3.1.5.1 Cash Flow/Debt-Service
Coverage

Particular attention should be paid to the
adequacy of the borrower’s cash flow and the
reasonableness of projections. Before entering
into a leveraged-financing transaction, bankers
should conduct an independent, realistic assess-
ment of the borrower’s ability to achieve the
projected cash flow under varying economic and
interest-rate scenarios. This assessment should
take into account the potential effects of an
economic downturn or other adverse business
conditions on the borrower’s cash flow and col-
lateral values. Normally bankers and examiners
should adversely rate a credit if material ques-
tions exist asto the borrower’ s ahility to achieve
the projected necessary cash flows, or if orderly
repayment of the debt is in doubt. Credits with
only minimal cash flow for debt service are
usually subject to an adverse rating.

2010.2.3.1.5.2 Enterprise Vaue

Many leveraged-financing transactions rely on
“enterprise value” as a secondary source of
repayment. Most commonly, enterprise value is
based on a “going concern” assumption and
derived from some multiple of the expected
income or cash flow of the firm. The methodol-
ogy and assumptions underlying the vauation
should be clearly disclosed, well supported, and
understood by appropriate decision makers and
risk-oversight units. Examiners should ensure
that the valuation approach is appropriate for
the company’ s industry and condition.
Enterprise value is often viewed as a second-
ary source of repayment and as such would be
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relied upon under stressful conditions. In such
cases the assumptions used for key variables
such as cash flow, earnings, and sale multiples
should reflect those adverse conditions. These
variables can have a high degree of
uncertainty—sales and cash-flow projections
may not be achieved; comparable sales may not
be available; changes can occur in a firm's
competitive position, industry outlook, or the
economic environment. Because of these uncer-
tainties, changes in the value of a firm's assets
need to be tested under a range of stress sce-
narios, including business conditions more
adverse than the base-case scenario. Stress test-
ing of enterprise values and their underlying
assumptions should be conducted upon origina-
tion of the loan and periodically thereafter,
incorporating the actual performance of the bor-
rower and any adjustments to projections. The
bank should in al cases perform its own dis-
counted cash-flow analysis to validate “‘enter-
prise value” implied by proxy measures such as
multiples of cash flow, earnings, or sales.

Finally, it must be recognized that valuations
derived with even the most rigorous valuation
procedures are imprecise and may not be real-
ized when needed by an institution. Therefore,
institutions relying on enterprise value or illig-
uid and hard-to-value collateral must have lend-
ing policiesthat provide for appropriate |oan-to-
value ratios, discount rates, and collateral
margins.

2010.2.3.1.5.3 Dea Sponsors

Deal sponsors can be an important source of
financial support for a borrower that fails to
achieve cash-flow projections. However, sup-
port from this source should only be considered
positively in a risk-rating decision when the
sponsor has a history of demonstrated support
as well as the economic incentive, capacity, and
stated intent to continue to support the transac-
tion. Even with capacity and a history of sup-
port, a sponsor’s potentia contributions should
not mitigate criticism unless there is clear rea
son to believe it is in the best interests of the
sponsor to continue that support or unless there
isaformal guarantee.

2010.2.4 CREDIT-RISK
MANAGEMENT GUIDANCE FOR
HOME EQUITY LENDING

The federal bank and thrift regulatory agencies
collectively issued the following interagency

guidance on May 16, 2005. The guidance is
intended to promote sound credit-risk manage-
ment practices at banking organizations'© that
have home equity lending programs, including
open-end home equity lines of credit (HELOCs)
and closed-end home equity loans (HELS).
Banking organizations' credit-risk management
practices for home equity lending need to keep
pace with the rapid growth in home equity lend-
ing and should emphasize compliance with
sound underwriting standards and practices.

The risk factors listed below, combined with
an inherent vulnerability to rising interest rates,
suggest that banking organizations need to fully
recognize the risk embedded in their home
equity portfolios. Following are the specific
product, risk-management, and underwriting
risk factors and trends that deserve scrutiny:

1. interest-only features that require no amorti-
zation of principal for a protracted period

2. limited or no documentation of a borrower’s
assets, employment, and income (known as
“low do”” or “‘no doc” lending)

3. higher loan-to-value (LTV) and debt-to-
income (DTI) ratios

4. lower credit-risk scores for underwriting
home equity loans;

5. greater use of automated valuation models
(AVMs) and other collateral-evaluation tools
for the development of appraisals and
evaluations

6. an increase in the number of transactions
generated through a loan broker or other
third party

Home equity lending can be conducted in a
safe and sound manner if pursued with the
appropriate risk-management structure, includ-
ing adequate allowances for loan and lease
losses and appropriate capital levels. Sound
practices cal for fully articulated policies that
address marketing, underwriting standards,
collateral-valuation management, individual-
account and portfolio management, and
servicing.

10. The agencies are the Board of Governors of the Federal
Reserve System, the Office of the Comptroller of the Cur-
rency, the Federal Deposit Insurance Corporation, the Office
of Thrift Supervision, and the National Credit Union Admin-
istration. The interagency guidance frequently uses the term
“financial ingtitutions.” Bank holding companies have finan-
cial institutions and various credit-extending nonbanking sub-
sidiaries. The combined entity is being referred to in this
guidance as a banking organization.
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Banking organizations should ensure that
risk-management practices keep pace with the
growth and changing risk profile of home equity
portfolios. Management should actively assess a
portfolio’s vulnerability to changes in consum-
ers ability to pay and the potential for declines
in home values. Active portfolio management is
especialy important for banking organizations
that project or have aready experienced signifi-
cant growth or concentrations, particularly in
higher-risk products such as high-LTV, “low
doc” or “‘no doc,” interest-only, or third-party-
generated loans. (See SR-05-11.)

2010.2.4.1 Credit-Risk Management
Systems

2010.2.4.1.1 Product Development and
Marketing

In the development of any new product offering,
product change, or marketing initiative, manage-
ment should have areview and approval process
that is sufficiently broad to ensure compliance
with the banking organization’ sinternal policies
and applicable laws and regulations!* and to
evaluate the credit, interest-rate, operational,
compliance, reputation, and legal risks. In par-
ticular, risk-management personnel should be
involved in product development, including an
evaluation of the targeted population and the
product(s) being offered. For example, material
changes in the targeted market, origination
source, or pricing could have a significant
impact on credit quality and should receive
senior management approval.

When HELOCs or HELs are marketed or
closed by a third party, banking organizations
should have standards that provide assurance
that the third party also complies with applica-
ble laws and regulations, including those on
marketing materials, loan documentation, and
closing procedures. (For further details on agent
relationships, see section 2010.2.4.1.3, * Third-
Party Originations.”) Finally, management
should have appropriate monitoring tools and
management information systems (MIS) to mea-

11. Applicable laws include the Federal Trade Commis-
sion Act; the Equal Credit Opportunity Act (ECOA); the
Truth in Lending Act (TILA), including the Home Ownership
and Equity Protection Act (HOEPA); the Fair Housing Act;
the Real Estate Settlement Procedures Act (RESPA); and the
Home Mortgage Disclosure Act (HMDA), as well as applica-
ble state consumer protection laws.

BHC Supervision Manual
Page 16

July 2005

sure the performance of various marketing ini-
tiatives, including offers to increase a line,
extend the interest-only period, or adjust the
interest rate or term.

2010.2.4.1.2 COrigination and
Underwriting

All relevant risk factors should be considered
when establishing product offerings and under-
writing guidelines. Generaly, these factors
should include a borrower’s income and debt
levels, credit score (if obtained), and credit his-
tory, as well as the loan size, collateral value
(including valuation methodology), lien posi-
tion, and property type and location.

Consistent with the Federal Reserve’s regula-
tions on real estate lending standards, prudently
underwritten home equity loans should include
an evaluation of a borrower's capacity to
adequately service the debt.’2 Given the home
equity products’ long-term nature and the large
credit amount typically extended to a consumer,
an evaluation of repayment capacity should con-
sider a borrower’s income and debt levels and
not just a credit score.’3 Credit scores are based
upon a borrower’s historical financial perfor-
mance. While past performance is a good indi-
cator of future performance, a significant change
in a borrower’'s income or debt levels can
adversely alter the borrower’s ability to pay.
How much verification these underwriting fac-
tors require will depend upon the individual
loan’s credit risk.

HELOCs generally do not have interest-rate
caps that limit rate increases.!* Rising interest
rates could subject a borrower to significant
payment increases, particularly in a low-
interest-rate environment. Therefore, underwrit-
ing standards for interest-only and variable-rate
HELOCs should include an assessment of the
borrower’s ability to amortize the fully drawn
line over the loan term and to absorb potential
increases in interest rates.

12. On December 23, 1992, the Federal Reserve
announced the adoption of uniform rules on real estate lend-
ing standards and issued the Interagency Guidelines for Real
Estate Lending Policies. See subsection 2010.2.1. See also 12
C.F.R., section 208.51 and appendix C.

13. The Interagency Guidelines Establishing Standards for
Safety and Soundness also call for documenting the source of
repayment and assessing the ability of the borrower to repay
the debt in atimely manner. See 12 C.F.R. 208, appendix D-1.

14. While there may be periodic rate increases, the lender
must state in the consumer credit contract the maximum
interest rate that may be imposed during the term of the
obligation. See 12 C.F.R. 226.30(b).
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2010.2.4.1.3 Third-Party Originations

Banking organizations often use third parties,
such as mortgage brokers or correspondents, to
originate loans. When doing so, they should
have strong control systems to ensure the qual-
ity of originations and compliance with all
applicable laws and regulations, and to help
prevent fraud.

Brokers are firms or individuas, acting on
behalf of either the banking organization or the
borrower, who match the borrower’ s needs with
institutions' mortgage-origination programs.
Brokers take applications from consumers.
Although they sometimes process the applica
tion and underwrite the loan to qualify the appli-
cation for a particular lender, they generally do
not use their own funds to close loans. Whether
brokers are allowed to process and perform any
underwriting will depend on the relationship
between the banking organization and the bro-
ker. For control purposes, the banking organiza-
tion should retain appropriate oversight of all
critical loan-processing activities, such as verifi-
cation of income and employment and indepen-
dence in the appraisal and evaluation function.

Correspondents are financial companies that
usualy close and fund loans in their own name
and subsequently sell them to alender. Banking
organizations commonly obtain loans through
correspondents and, in some cases, delegate
the underwriting function to the correspondent.
In delegated underwriting relationships, a bank-
ing organization grants approval to a correspon-
dent financial company to process, underwrite,
and close loans according to the delegator’'s
processing and underwriting requirements and
is committed to purchase those loans. The
delegating banking organization should have
systems and controls to provide assurance that
the correspondent is appropriately managed, is
financially sound, and provides mortgages that
meet the banking organization’s prescribed
underwriting guidelines and that comply with
applicable consumer protection laws and regula-
tions. A quality-control unit or function in
the delegating banking organization should
closely monitor the quality of loans that the
correspondent underwrites. Monitoring activi-
ties should include post-purchase underwriting
reviews and ongoing portfolio-performance-
management activities.

Both brokers and correspondents are compen-
sated based upon mortgage-origination volume
and, accordingly, have an incentive to produce
and close as many loans as possible. Therefore,
banking organizations should perform compre-
hensive due diligence on third-party originators

prior to entering arelationship. In addition, once
arelationship is established, the banking organi-
zation should have adequate audit procedures
and controls to verify that the third parties are
not being paid to generate incomplete or fraudu-
lent mortgage applications or are not otherwise
receiving referral or unearned income or fees
contrary to RESPA prohibitions.’5> Monitoring
the quality of loans by origination source, and
uncovering such problems as early payment
defaults and incompl ete packages, enables man-
agement to know if third-party originators are
producing quality loans. If ongoing credit or
documentation problems are discovered, the
banking organization should take appropriate
action against the third party, which could
include terminating its relationship with the
third party.

2010.2.4.1.4 Collateral-Valuation
Management

Competition, cost pressures, and advancements
in technology have prompted banking organiza-
tionsto streamline their appraisal and evaluation
processes. These changes, coupled with banking
organizations underwriting to higher LTV's, have
heightened the importance of strong collateral-
valuation management policies, procedures, and
processes.

Banking organizations should have appropri-
ate collateral-valuation policies and procedures
that ensure compliance with the Federa
Reserve's appraisal regulations'® and the Inter-
agency Appraisal and Evaluation Guidelines
(the guidelines).*” In addition, the banking orga-
nization should—

1. establish criteria for determining the appro-
priate valuation methodology for a particular
transaction, based on the risk in the transac-
tion and loan portfolio (For example, higher-

15. In addition, a banking organization that purchases |loans
subject to TILA's rules for HELs with high rates or high
closing costs (loans covered by HOEPA) can incur assignee
liability unless the banking organization can reasonably show
that it could not determine the transaction was a loan covered
by HOEPA. Also, the nature of its relationship with brokers
and correspondents may have implications for liability under
ECOA, and for reporting responsibilities under HMDA.

16. 12 C.F.R. 208, subpart E, and 12 C.F.R. 225, subpart
G.

17. See SR-94-55, dated October 27, 1994. These revised
guidelines include the June 1994 amendments. See also sec-
tion 2231.0.15, appendix A.
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risk transactions or nonhomogeneous prop-
erty types should be supported by more-
thorough valuations. The banking organi-
zation should also set criteriafor determining
the extent to which an inspection of the col-
lateral is necessary.)

2. ensure that an expected or estimated value of
the property is not communicated to an
appraiser or individua performing an
evaluation

3. implement policies and controls to preclude
“value shopping” (Use of severa valuation
tools may return different values for the same
property. These differences can result in sys-
tematic overvaluation of properties if the
valuation choice becomes driven by the high-
est property value. If several different valua-
tion tools or AVMs are used for the same
property, the banking organization should ad-
here to a policy for selecting the most reli-
able method, rather than the highest value.)

4. require sufficient documentation to support
the collateral valuation in the appraisal or
evaluation

2010.2.4.1.5 AVMs

When AVMs are used to support evaluations or
appraisals, the banking organization should vali-
date the models on a periodic basis to mitigate
the potential valuation uncertainty in the model.
As part of the validation process, the banking
organization should document the validation's
analysis, assumptions, and conclusions. The
validation process includes back-testing a repre-
sentative sample of the valuations against mar-
ket data on actual sales (where sufficient infor-
mation is available). The validation process
should cover properties representative of the
geographic area and property type for which the
tool is used.

Many AVM vendors, when providing avalue,
will also provide a ** confidence score,” which
usually relates to the accuracy of the value
provided. Confidence scores, however, come in
many different formats and are calculated based
on differing scoring systems. Banking organiza-
tions that use AVMs should have an understand-
ing of how the model works as well as what the
confidence scores mean. Confidence levels
should be established by the banking organiza-
tion that are appropriate for the risk in a given
transaction or group of transactions.

When tax-assessment valuations are used as a
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basis for the collateral vauation, the banking
organization should be able to demonstrate and
document the correlation between the assess-
ment value of the taxing authority and the prop-
erty’s market value as part of the validation
process.

2010.2.4.1.6 Account Management

Since HELOCs often have long-term, interest-
only payment features, banking organizations
should have risk-management techniques that
identify higher-risk accounts and adverse
changes in account risk profiles, thereby
enabling management to implement timely pre-
ventive action (e.g., freezing or reducing lines).
Further, a banking organization should have
risk-management procedures to evaluate and
approve additional credit on an existing line or
extending the interest-only period. Account-
management practices should be appropriate for
the size of the portfolio and the risks associated
with the types of home equity lending.

Effective account-management practices for
large portfolios or portfolios with high-risk char-
acteristics include—

1. periodically refreshing credit-risk scores on
all customers;

2. using behavioral scoring and analysis of indi-
vidual borrower characteristics to identify
potential problem accounts;

3. periodically assessing utilization rates;

4. periodically assessing payment patterns,
including borrowers who make only mini-
mum payments over a period of time or those
who rely on the line to keep payments
current;

5. monitoring home values by geographic area;
and

6. obtaining updated information on the collat-
eral’s value when significant market factors
indicate a potential decline in home values,
or when the borrower's payment perfor-
mance deteriorates and greater reliance is
placed on the collateral.

The frequency of these actions should be
commensurate with the risk in the portfolio.
Banking organizations should conduct annual
credit reviews of HELOC accounts to determine
whether the line of credit should be continued,
based on the borrower's current financial
condition.18

18. Under the Federal Reserve's risk-based capital guide-
lines, an unused HELOC commitment with an original matu-
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When appropriate, banking organizations
should refuse to extend additiona credit or
reduce the credit limit of a HELOC, bearing in
mind that under Regulation Z such steps can be
taken only in limited circumstances. These
include, for example, when the value of the
collateral declines significantly below the
appraised value for purposes of the HELOC,
default of a material obligation under the loan
agreement, or deterioration in the borrower’s
financial circumstances.’® In order to freeze or
reduce credit lines due to deterioration in a
borrower’s financia circumstances, two condi-
tions must be met: (1) there must be a *‘ mate-
rial” change in the borrower’s financial circum-
stances and (2) as a result of this change, the
banking organization must have a reasonable
belief that the borrower will be unable to fulfill
the plan’s payment obligations.

Account-management practices that do not
adequately control authorizations and provide
for timely repayment of over-limit amounts may
significantly increase a portfolio’s credit risk.
Authorizations of over-limit home equity lines
of credit should be restricted and subject to
appropriate policies and controls. A banking
organization’s practices should require over-
limit borrowers to repay in atimely manner the
amount that exceeds established credit limits.
Management information systems should be
sufficient to enable management to identify,
measure, monitor, and control the unique risks
associated with over-limit accounts.

2010.2.4.1.7 Portfolio Management

Banking organizations should implement an
effective portfolio credit-risk management pro-
cess for their home equity portfolios that
includes the following.

2010.2.4.1.7.1 Policies

The Federal Reserve's red estate lending stan-
dards regulations require that a banking organi-
zation's real estate lending policies be consis-
tent with safe and sound banking practices and

rity of one year or more may be allocated a zero percent
conversion factor if the banking organization conducts at least
an annual credit review and is able to unconditionally cancel
the commitment (i.e., prohibit additional extensions of credit,
reduce the credit line, and terminate the line) to the full extent
permitted by relevant federal law. See 12 C.F.R. 208, appen-
dix A, 111.D.4., and 12 C.F.R. 225, appendix A, 111.D.4.

19. Regulation Z does not permit these actions to be taken
in circumstances other than those specified in the regulation.
See 12 C.F.R. 226.5b(f)(3)(vi)(A)(F).

that the banking organization’s board of direc-
tors review and approve these policies at least
annually. Before implementing any changes to
policies or underwriting standards, management
should assess the potential effect on the banking
organization's overal risk profile, which would
include the effect on concentrations, profitabil-
ity, and delinquency and loss rates. The accu-
racy of these estimates should be tested by
comparing them with actual experience.

2010.2.4.1.7.2 Portfolio Objectives and Risk
Diversification

Effective portfolio management should clearly
communicate portfolio objectives, such as
growth targets, utilization, rate-of-return
hurdles, and default and loss expectations. For
banking organizations with significant concen-
trations of HELs or HELOCs, limits should be
established and monitored for key portfolio seg-
ments, such as geographic area, loan type, and
higher-risk products. When appropriate, consid-
eration should be given to the use of risk miti-
gants, such as private mortgage insurance, pool
insurance, or securitization. As the portfolio
approaches concentration limits, the banking
organization should analyze the situation suffi-
ciently to enable the banking organization's
board of directors and senior management to
make a well-informed decision to either raise
concentration limits or pursue a different course
of action.

Effective portfolio management requires an
understanding of the various risk characteristics
of the home equity portfolio. To gain this under-
standing, a banking organization should analyze
the portfolio by segment, using criteria such as
product type, credit-risk score, DTI, LTV, prop-
erty type, geographic area, collateral-valuation
method, lien position, size of credit relative to
prior liens, and documentation type (such as
“no doc” or “low doc”).

2010.2.4.1.7.3 Management Information
Systems

By maintaining adequate credit MIS, a banking
organization can segment loan portfolios and
accurately assess key risk characteristics. The
MIS should also provide management with suf-
ficient information to identify, monitor, mea-
sure, and control home equity concentrations.
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Banking organizations should periodicaly
assess the adequacy of their MIS in light of
growth and changes in their appetite for risk.
For banking organizations with significant con-
centrations of HELs or HELOCs, MIS should
include, at a minimum, reports and analysis of
the following:

1. production and portfolio trends by product,
loan structure, originator channel, credit
score, LTV, DTI, lien position, documenta-
tion type, market, and property type

2. delinquency and loss-distribution trends by
product and originator channel with some
accompanying analysis of significant under-
writing characteristics (such as credit score,
LTV, DTI)

3. vintage tracking

4. the performance of third-party originators
(brokers and correspondents)

5. market trends by geographic area and prop-
erty type to identify areas of rapidly appreci-
ating or depreciating housing values

2010.2.4.1.7.4 Policy and Underwriting-
Exception Systems

Banking organizations should have a process for
identifying, approving, tracking, and analyzing
underwriting exceptions. Reporting systems that
capture and track information on exceptions,
both by transaction and by relevant portfolio
segments, facilitate the management of a portfo-
lio's credit risk. The aggregate data is useful to
management in assessing portfolio risk profiles
and monitoring the level of adherence to policy
and underwriting standards by various origina-
tion channels. Analysis of the information may
also be helpful in identifying correlations
between certain types of exceptions and delin-
quencies and losses.

2010.2.4.1.7.5 High-LTV Monitoring

To clarify the real estate lending standards regu-
lations and interagency guidelines, the agencies
issued Guidance on High Loan-To-Vaue
(HLTV) Residential Real Estate Lending (the
HLTV guidance) in October 1999. The HLTV
guidance clarified the Interagency Rea Estate
Lending Guidelines and the supervisory loan-to-
value limits for loans on one- to four-family
residential properties. Banking organizations are
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expected to ensure compliance with the supervi-
sory loan-to-value limits of the Interagency Real
Estate Lending Guidelines. The HLTV guidance
outlines controls that the banking organizations
should have in place when engaging in HLTV
lending. Banking organizations should accu-
rately track the volume of HLTV loans, includ-
ing HLTV home equity and residential mort-
gages, and report the aggregate of such loansto
the banking organization’s board of directors.
Specifically, banking organizations are
reminded that:

1. Loansin excess of the supervisory LTV lim-
its should be identified in the banking organi-
zation's records. The aggregate of high-LTV
one-to four-family residential loans should
not exceed 100 percent of the banking orga-
nization’s total capital.2> Within that limit,
high-LTV loans for properties other than
one- to four-family residential properties
should not exceed 30 percent of capital.

2. Incaculating the LTV and determining com-
pliance with the supervisory LTV, the bank-
ing organization should consider al senior
liens. All loans secured by the property and
held by the banking organization are reported
as an exception if the combined LTV of a
loan and al senior liens on an owner-
occupied one- to four-family residential
property equals or exceeds 90 percent and if
there is no additional credit enhancement in
the form of either mortgage insurance or
readily marketable collateral.

3. For the LTV calculation, the loan amount is
the legally binding commitment (that is, the
entire amount that the banking organization
is legally committed to lend over the life of
the loan).

4. All rea—estate secured loans in excess of
supervisory LTV limits should be aggregated
and included in a quarterly report for the
banking organization’s board of directors.

Certain insurance products help banking or-
ganizations mitigate the credit risks of HLTV

20. For purposes of the Interagency Rea Estate Lending
Standards Guidelines, high-LTV one- to four-family residen-
tial property loans include (1) a loan for raw land zoned for
one- to four-family residential use with an LTV ratio greater
than 65 percent; (2) a residential land development loan or
improved lot loan with an LTV greater than 75 percent; (3) a
residentia construction loan with an LTV ratio greater than
85 percent; (4) aloan on non-owner occupied one- to four-
family residential property with an LTV greater than 85 per-
cent; and (5) a permanent mortgage or home equity loan on an
owner-occupied residential property with an LTV equal to or
exceeding 90 percent without mortgage insurance, readily
marketable collateral, or other acceptable collateral.
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residential loans. Insurance policies that cover a
“pool” of loans can be an efficient and effective
credit-risk management tool. But if a policy has
a coverage limit, the coverage may be exhausted
before all loans in the pool mature or pay off.
The Federal Reserve considers pool insurance to
be a sufficient credit enhancement to remove the
HLTV designation in the following circum-
stances: (1) the policy is issued by an acceptable
mortgage insurance company, (2) it reduces the
LTV for each loan to less than 90 percent, and
(3) it is effective over the life of each loan in the
pool.

2010.2.4.1.7.6 Stress Testing for Portfolios

Banking organizations with home equity con-
centrations as well as higher-risk portfolios are
encouraged to perform sensitivity analyses on
key portfolio segments. This type of analysis
identifies possible events that could increase
risk within a portfolio segment or for the portfo-
lio as a whole. Banking organizations should
consider stress tests that incorporate interest-
rate increases and declines in home values.
Since these events often occur simultaneously,
the agencies recommend testing for these events
together. Banking organizations should also
periodically analyze markets in key geographic
areas, including identified ““soft” markets. Man-
agement should consider developing contin-
gency strategies for scenarios and outcomes that
extend credit risk beyond internally established
risk tolerances. These contingency plans might
include increased monitoring, tightening under-
writing, limiting growth, and selling loans or
portfolio segments.

2010.2.4.1.8 Operations, Servicing, and
Collections

Effective procedures and controls should be
maintained for such support functions as per-
fecting liens, collecting outstanding loan docu-
ments, obtaining insurance coverage (including
flood insurance), and paying property taxes.
Credit-risk management should oversee these
support functions to ensure that operational risks
are properly controlled.

2010.2.4.1.8.1 Lien Recording

Banking organizations should take appropriate
measures to safeguard their lien position. They
should verify the amount and priority of any
senior liens prior to closing the loan. This infor-

mation is necessary to determine the loan’s LTV
ratio and to assess the credit support of the
collateral. Senior liens include first mortgages,
outstanding liens for unpaid taxes, outstanding
mechanic’s liens, and recorded judgments on
the borrower.

2010.2.4.1.8.2 Problem-Loan Workouts and
Loss-Mitigation Strategies

Banking organizations should have established
policies and procedures for problem loan work-
outs and loss-mitigation strategies. Policies
should be in accordance with the requirements
of the FFIEC’s Uniform Retail Credit Classifi-
cation and Account Management Policy, issued
June 2000 (see SR-00-8 and section 2241.0) and
should, at a minimum, address the following:

1. circumstances and qualifying requirements
for various workout programs including
extensions, re-ages, modifications, and
re-writes (Qualifying criteria should include
an analysis of a borrower’s financial capacity
to service the debt under the new terms.)

2. circumstances and qualifying criteria for
loss-mitigating strategies, including
foreclosure

3. appropriate MIS to track and monitor the
effectiveness of workout programs, including
tracking the performance of all categories of
workout loans (For large portfolios, vintage
delinquency and loss tracking also should be
included.)

While banking organizations are encouraged
to work with borrowers on a case-by-case basis,
a banking organization should not use workout
strategies to defer losses. Banking organizations
should ensure that credits in workout programs
are evaluated separately for the allowance for
loan and lease losses (ALLL), because such
credits tend to have higher loss rates than other
portfolio segments.

2010.2.4.1.9 Secondary-Market Activities

More banking organizations are issuing HELOC
mortgage-backed securities (that is, securitizing
HELOCs). Although such secondary-market
activities can enhance credit availability and a
banking organization’s profitability, they also
pose certain risk-management challenges. A
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banking organization’s risk-management sys-
tems should address the risks of HELOC
securitizations.?!

2010.2.4.1.10 Portfolio Classifications,
Allowance for Loan and Lease Losses,
and Capital

The FFIEC’s Uniform Retail Credit Classifica-
tion and Account Management Policy governs
the classification of consumer loans and estab-
lishes general classification thresholds that are
based on delinquency. Banking organizations
and the Federal Reserve’s examiners have the
discretion to classify entire retail portfolios, or
segments thereof, when underwriting weak-
nesses or delinquencies are pervasive and
present an excessive level of credit risk. Portfo-
lios of high-LTV loans to borrowers who exhibit
inadequate capacity to repay the debt within a
reasonable time may be subject to classification.

Banking organizations should establish
appropriate ALLL and hold capital commensu-
rate with the riskiness of their portfolios. In
determining the ALLL adequacy, a banking
organization should consider how the interest-
only and draw features of HELOCs during the
lines’ revolving period could affect the loss
curves for its HELOC portfolio. Those banking
organizations engaging in programmatic
subprime home equity lending or banking orga-
nizations that have higher-risk products are
expected to recognize the elevated risk of the
activity when assessing capital and ALLL
adequacy.??

2010.2.5 OVERSIGHT OF
CONCENTRATIONS IN
COMMERCIAL REAL ESTATE
LENDING AND SOUND
RISK-MANAGEMENT LENDING

As part of a bank holding company inspection,

21. See SR-02-16, “Interagency Questions and Answers
on Capital Treatment of Recourse, Direct Credit Substitutes,
and Residual Interests in Asset Securitizations,” (see also
section 4060.3.5.3.2.3) and the risk management and capital
adequacy of exposures arising from secondary-market credit
activities discussion in SR-97-21 (see also section 2129.05).

22. See the January 2001 Interagency Expanded Guid-
ance for Subprime Lending Programs (section 2128.08) for
supervisory expectations regarding risk-management pro-
cesses, the allowance for loan and lease losses, and capital
adequacy for banking organizations engaging in subprime-
lending programs.
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the examiner should make an assessment of the
parent company’s supervision and control over
its subsidiary lending activities, which includes
an overall assessment of the banking organiza-
tion’s credit-risk concentrations, including the
risk concentrations in commercial real estate
lending. (See also section 2010.2.) Banking
organizations, including bank holding compa-
nies, are responsible for establishing the neces-
sary and appropriate management oversight of
their bank and nonbank subsidiaries by adminis-
tering, monitoring, and assuring adherence to
the organization’s lending policies and practices
for controlling “‘concentration risk.” Banking
organizations should therefore have adequate
management information systems (including the
appropriate accounting and internal control
systems) in place to accomplish their supervi-
sory oversight and to control such credit
concentrations.

The following guidance, Concentrations in
Commercial Real Estate (CRE) Lending, Sound
Risk-Management Practices (the guidance) was
issued on December 6, 2006 (effective on
December 12, 2006).23 The guidance was devel-
oped to reinforce sound risk-management prac-
tices for institutions (includes banking organiza-
tions) with high and increasing concentrations
of commercial real estate loans on their balance
sheets. An institution’s strong risk-management
practices and its maintenance of appropriate lev-
els of capital are important elements of a sound
CRE lending program, particularly when an
institution has a concentration in CRE or a CRE
lending strategy leading to a concentration.
However, institutions needing to improve their
risk-management processes may have been pro-
vided the opportunity for some flexibility on the
time frame for complying with the guidance.
This time frame will be commensurate with the
level and nature of CRE concentration risk, the
quality of the institution’s existing risk-
management practices, and its levels of capital.
(See 71 Fed. Reg. 74,580 [December 12, 2006],
the Federal Reserve Board’s press release dated

23. The guidance was jointly adopted by the Board of
Governors of the Federal Reserve System, the Office of the
Comptroller of the Currency, and the Federal Deposit Insur-
ance Corporation after the bank supervisory agencies’ careful
consideration of the comments received following the initial
issuance of the January 10, 2006, proposed guidance on
concentrations in commercial real estate lending. The final
guidance is applicable to state member banks and broadly
applicable to bank holding companies and their nonbank
subsidiaries. For the purposes of this section the references to
banks, institutions, and banking organizations is confined to
those entities for which the Board of Governors of the Federal
Reserve System has supervisory authority.
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December 6, 2006, and SR-07-01 and its
attachments.)

2010.2.5.1 Scope of the CRE
Concentration Guidance

The guidance focuses on those CRE loans for
which the cash flow from the real estate is the
primary source of repayment rather than loans
to a borrower for which real estate collateral is
taken as a secondary source of repayment or
through an abundance of caution. For the pur-
poses of this guidance, CRE loans include those
loans with risk profiles sensitive to the condition
of the general CRE market (for example, market
demand, changes in capitalization rates, vacancy
rates, or rents). CRE loans are land development
and construction loans (including one- to four-
family residential and commercial construction
loans) and other land loans. CRE loans also
include loans secured by multifamily property,
and nonfarm nonresidential property where the
primary source of repayment is derived from
rental income associated with the property (that
is, loans for which 50 percent or more of the
source of repayment comes from third-party,
nonaffiliated, rental income) or the proceeds of
the sale, refinancing, or permanent financing of
the property. Loans to real estate investment
trusts and unsecured loans to developers also
should be considered CRE loans for purposes of
this guidance if their performance is closely
linked to performance of the CRE markets. The
scope of the guidance does not include loans
secured by nonfarm nonresidential properties
where the primary source of repayment is the
cash flow from the ongoing operations and
activities conducted by the party, or affiliate of
the party, who owns the property. Rather than
defining a CRE concentration, the guidance’s
“Supervisory Oversight” section describes the
criteria that the Federal Reserve will use as
high-level indicators to identify banks poten-
tially exposed to CRE concentration risk.

2010.2.5.2 CRE Concentration
Assessments

Banks that are actively involved in CRE lending
should perform ongoing risk assessments to
identify CRE concentrations. The risk assess-
ment should identify potential concentrations by
stratifying the CRE portfolio into segments that
have common risk characteristics or sensitivities
to economic, financial, or business develop-
ments. A bank’s CRE portfolio stratification

should be reasonable and supportable. The CRE
portfolio should not be divided into multiple
segments simply to avoid the appearance of
concentration risk.

The Federal Reserve recognizes that risk
characteristics vary among CRE loans secured
by different property types. A manageable level
of CRE concentration risk will vary by bank
depending on the portfolio risk characteristics,
the quality of risk-management processes, and
capital levels. Therefore, the guidance does not
establish a CRE concentration limit that applies
to all banks. Rather, banks are encouraged to
identify and monitor credit concentrations and
to establish internal concentration limits, and all
concentrations should be reported to senior
management and the board of directors on a
periodic basis. Depending on the results of the
risk assessment, the bank may need to enhance
its risk-management systems.

2010.2.5.3 CRE Risk Management

The sophistication of a bank’s CRE risk-
management processes should be appropriate to
the size of the portfolio, as well as the level and
nature of concentrations and the associated risk
to the bank. Banks should address the following
key elements in establishing a risk-management
framework that effectively identifies, monitors,
and controls CRE concentration risk:

1. board and management oversight

2. portfolio management

3. management information systems

4. market analysis

5. credit underwriting standards

6. portfolio stress testing and sensitivity
analysis

7. credit-risk review function

2010.2.5.3.1 Board and Management
Oversight of CRE Concentration Risk

A bank’s board of directors has ultimate respon-
sibility for the level of risk assumed by the
bank. If the bank has significant CRE concentra-
tion risk, its strategic plan should address the
rationale for its CRE levels in relation to its
overall growth objectives, financial targets, and
capital plan. In addition, the Federal Reserve’s
real estate lending regulations require that each
bank adopt and maintain a written policy that
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establishes appropriate limits and standards for
all extensions of credit that are secured by liens
on or interests in real estate, including CRE
loans. Therefore, the board of directors or a
designated committee thereof should—

1. establish policy guidelines and approve an
overall CRE lending strategy regarding the
level and nature of CRE exposures accept-
able to the bank, including any specific com-
mitments to particular borrowers or property
types, such as multifamily housing;

2. ensure that management implements proce-
dures and controls to effectively adhere to
and monitor compliance with the bank’s
lending policies and strategies;

3. review information that identifies and quanti-
fies the nature and level of risk presented by
CRE concentrations, including reports that
describe changes in CRE market conditions
in which the bank lends; and

4. periodically review and approve CRE risk
exposure limits and appropriate sublimits
(for example, by nature of concentration) to
conform to any changes in the bank’s strate-
gies and to respond to changes in market
conditions.

2010.2.5.3.2 CRE Portfolio Management

Banks with CRE concentrations should manage
not only the risk of individual loans but also
portfolio risk. Even when individual CRE loans
are prudently underwritten, concentrations of
loans that are similarly affected by cyclical
changes in the CRE market can expose a bank
to an unacceptable level of risk if not properly
managed. Management regularly should evalu-
ate the degree of correlation between related
real estate sectors and establish internal lending
guidelines and concentration limits that control
the bank’s overall risk exposure.

Management should develop appropriate
strategies for managing CRE concentration lev-
els, including a contingency plan to reduce or
mitigate concentrations in the event of adverse
CRE market conditions. Loan participations,
whole loan sales, and securitizations are a few
examples of strategies for actively managing
concentration levels without curtailing new
originations. If the contingency plan includes
selling or securitizing CRE loans, management
should assess periodically the marketability of
the portfolio. This should include an evaluation
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of the bank’s ability to access the secondary
market and a comparison of its underwriting
standards with those that exist in the secondary
market.

2010.2.5.3.3 CRE Management
Information Systems

A strong management information system
(MIS) is key to effective portfolio management.
The sophistication of the MIS will necessarily
vary with the size and complexity of the CRE
portfolio and level and nature of concentration
risk. The MIS should provide management with
sufficient information to identify, measure,
monitor, and manage CRE concentration risk.
This includes meaningful information on CRE
portfolio characteristics that is relevant to the
bank’s lending strategy, underwriting standards,
and risk tolerances. A bank should periodically
assess the adequacy of the MIS in light of
growth in CRE loans and changes in the CRE
portfolio’s size, risk profile, and complexity.

Banks are encouraged to stratify the CRE
portfolio by property type, geographic market,
tenant concentrations, tenant industries, devel-
oper concentrations, and risk rating. Other use-
ful stratifications may include loan structure (for
example, fixed-rate or adjustable), loan purpose
(for example, construction, short-term, or per-
manent), loan-to-value (LTV) limits, debt ser-
vice coverage, policy exceptions on newly
underwritten credit facilities, and affiliated loans
(for example, loans to tenants). A bank should
also be able to identify and aggregate exposures
to a borrower, including its credit exposure relat-
ing to derivatives.

Management reporting should be timely and
in a format that clearly indicates changes in the
portfolio’s risk profile, including risk-rating
migrations. In addition, management reporting
should include a well-defined process through
which management reviews and evaluates con-
centration and risk-management reports, as well
as special ad hoc analyses in response to poten-
tial market events that could affect the CRE loan
portfolio.

2010.2.5.3.4 Market Analysis

Market analysis should provide the bank’s man-
agement and board of directors with information
to assess whether its CRE lending strategy and
policies continue to be appropriate in light of
changes in CRE market conditions. A bank
should perform periodic market analyses for the
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various property types and geographic markets
represented in its portfolio.

Market analysis is particularly important as a
bank considers decisions about entering new
markets, pursuing new lending activities, or
expanding in existing markets. Market informa-
tion also may be useful for developing sensitiv-
ity analysis or stress tests to assess portfolio
risk.

Sources of market information may include
published research data, real estate appraisers
and agents, information maintained by the prop-
erty taxing authority, local contractors, builders,
investors, and community development groups.
The sophistication of a bank’s analysis will vary
by its market share and exposure, as well as the
availability of market data. While a bank operat-
ing in nonmetropolitan markets may have access
to fewer sources of detailed market data than a
bank operating in large, metropolitan markets, a
bank should be able to demonstrate that it has an
understanding of the economic and business
factors influencing its lending markets.

2010.2.5.3.5 Credit Underwriting
Standards

A bank’s lending policies should reflect the
level of risk that is acceptable to its board of
directors and should provide clear and measur-
able underwriting standards that enable the
bank’s lending staff to evaluate all relevant
credit factors. When a bank has a CRE concen-
tration, the establishment of sound lending poli-
cies becomes even more critical. In establishing
its policies, a bank should consider both internal
and external factors, such as its market position,
historical experience, present and prospective
trade area, probable future loan and funding
trends, staff capabilities, and technology
resources. Consistent with the Federal Reserve’s
real estate lending guidelines, CRE lending poli-
cies should address the following underwriting
standards:

maximum loan amount by type of property
loan terms

pricing structures

collateral valuation?*

LTV limits by property type

requirements for feasibility studies and sensi-
tivity analysis or stress testing

7. minimum requirements for initial investment

QAW

24. Refer to the Federal Reserve’s appraisal regulations:
12 C.FR. 208 subpart E and 12 C.F.R. 225, subpart G.

and maintenance of hard equity by the bor-
rower

8. minimum standards for borrower net worth,
property cash flow, and debt service cover-
age for the property

A bank’s lending policies should permit
exceptions to underwriting standards only on a
limited basis. When a bank does permit an
exception, it should document how the transac-
tion does not conform to the bank’s policy or
underwriting standards, obtain appropriate man-
agement approvals, and provide reports to the
board of directors or designated committee
detailing the number, nature, justifications, and
trends for exceptions. Exceptions to both the
bank’s internal lending standards and the Fed-
eral Reserve’s supervisory LTV limits?> should
be monitored and reported on a regular basis.
Further, banks would analyze trends in excep-
tions to ensure that risk remains within the
bank’s established risk tolerance limits.

Credit analysis should reflect both the bor-
rower’s overall creditworthiness and project-
specific considerations as appropriate. In addi-
tion, for development and construction loans,
the bank should have policies and procedures
governing loan disbursements to ensure that the
bank’s minimum borrower equity requirements
are maintained throughout the development and
construction periods. Prudent controls should
include an inspection process, documentation
on construction progress, tracking pre-sold
units, pre-leasing activity, and exception moni-
toring and reporting.

2010.2.5.3.6 CRE Portfolio Stress Testing
and Sensitivity Analysis

A bank with CRE concentrations should per-
form portfolio-level stress tests or sensitivity
analysis to quantify the impact of changing eco-
nomic conditions on asset quality, earnings, and
capital. Further, a bank should consider the sen-
sitivity of portfolio segments with common risk
characteristics to potential market conditions.
The sophistication of stress testing practices and
sensitivity analysis should be consistent with
the size, complexity, and risk characteristics of
the CRE loan portfolio. For example, well-

25. The Interagency Guidelines for Real Estate Lending
state that loans exceeding the supervisory LTV guidelines
should be recorded in the bank’s records and reported to the
board at least quarterly.
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margined and seasoned performing loans on
multifamily housing normally would require
significantly less robust stress testing than most
acquisition, development, and construction
loans.

Portfolio stress testing and sensitivity analy-
sis may not necessarily require the use of a
sophisticated portfolio model. Depending on the
risk characteristics of the CRE portfolio, stress
testing may be as simple as analyzing the poten-
tial effect of stressed loss rates on the CRE
portfolio, capital, and earnings. The analysis
should focus on the more vulnerable segments
of a bank’s CRE portfolio, taking into consider-
ation the prevailing market environment and the
bank’s business strategy.

2010.2.5.3.7 Credit-Risk Review Function

A strong credit-risk review function is critical
for a bank’s self-assessment of emerging risks.
An effective, accurate, and timely risk-rating
system provides a foundation for the bank’s
credit-risk review function to assess credit qual-
ity and, ultimately, to identify problem loans.
Risk ratings should be risk sensitive, objective,
and appropriate for the types of CRE
loans underwritten by the bank. Further, risk
ratings should be reviewed regularly for
appropriateness.

2010.2.5.4 Supervisory Oversight Of
CRE Concentration Risk

As part of its ongoing supervisory monitoring
processes, the Federal Reserve will use certain
criteria to identify banks that are potentially
exposed to significant CRE concentration risk.
A bank that has experienced rapid growth in
CRE lending, has notable exposure to a specific
type of CRE, or is approaching or exceeds the
following supervisory criteria may be identified
for further supervisory analysis of the level and
nature of its CRE concentration risk:

1. total reported loans for construction, land
development, and other land?® represent
100 percent or more of the bank’s total capi-
tal?” or

26. For commercial banks as reported in the Call Report
FFIEC 031 and 041, schedule RC-C, item la.
27. For purposes of this guidance, the term rotal capital
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2. total commercial real estate loans as
defined in this guidance®® represent
300 percent or more of the bank’s total
capital, and the outstanding balance of the
bank’s commercial real estate loan portfo-
lio has increased by 50 percent or more
during the prior 36 months.

The Federal Reserve will use the criteria as a
preliminary step to identify banks that may have
CRE concentration risk. Because regulatory
reports capture a broad range of CRE loans with
varying risk characteristics, the supervisory
monitoring criteria do not constitute limits on a
bank’s lending activity but rather serve as high-
level indicators to identify banks potentially
exposed to CRE concentration risk. Nor do the
criteria constitute a “‘safe harbor” for banks if
other risk indicators are present, regardless of
their measurements under (1) and (2).

2010.2.5.4.1 Evaluation of CRE
Concentrations

The effectiveness of a bank’s risk-management
practices will be a key component of the super-
visory evaluation of the bank’s CRE concentra-
tions. Examiners will engage in a dialogue with
the bank’s management to assess CRE exposure
levels and risk-management practices. Banks
that have experienced recent, significant growth
in CRE lending will receive closer supervisory
review than those that have demonstrated a suc-
cessful track record of managing the risks in
CRE concentrations.

In evaluating CRE concentrations, the Fed-
eral Reserve will consider the bank’s own analy-
sis of its CRE portfolio, including consideration
of factors such as—

. portfolio diversification across property types

. geographic dispersion of CRE loans

. underwriting standards

. level of pre-sold units or other types of take-
out commitments on construction loans

5. portfolio liquidity (ability to sell or securitize

exposures on the secondary market)

QO NS

While consideration of these factors should
not change the method of identifying a credit
concentration, these factors may mitigate the
risk posed by the concentration.

means the total risk-based capital as reported for commercial
banks in the Call Report FFIEC 031 and 041 schedule
RC-R—Regulatory Capital, line 21.

28. For commercial banks as reported in the Call Report
FFIEC 031 and 041, schedule RC-C, item 1a.
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2010.2.5.4.2 Assessment of Capital
Adequacy for CRE Concentration Risk

The Federal Reserve’s existing capital adequacy
guidelines note that a bank should hold capital
commensurate with the level and nature of the
risks to which it is exposed. Accordingly, banks
with CRE concentrations are reminded that their
capital levels should be commensurate with the
risk profile of their CRE portfolios. In assessing
the adequacy of a bank’s capital, the Federal
Reserve will consider the level and nature of
inherent risk in the CRE portfolio as well as
management expertise, historical performance,
underwriting standards, risk-management prac-
tices, market conditions, and any loan loss
reserves allocated for CRE concentration risk. A
bank with inadequate capital to serve as a buffer
against unexpected losses from a CRE concen-
tration should develop a plan for reducing its
CRE concentrations or for maintaining capital
appropriate to the level and nature of its CRE
concentration risk.

[Sections 2010.2.6-2010.2.7 are
reserved.]

2010.2.8 INSPECTION OBIJECTIVES
Loan Administration

1. To determine if the parent’s loan policies are
adequate in relation to the responsibilities it
has for the supervision of its credit-extending
subsidiaries and whether those policies are
consistent with safe and sound lending
practices.

2. To determine if internal and external factors
(for example, the size and financial condition
of the credit-extending subsidiary, the size
and expertise of its staff, avoidance of or
control over credit concentrations, market
conditions, and statutory and regulatory com-
pliance) are considered in formulating and
monitoring the organization’s loan policies
and strategic plan.

3. To determine if the loan policy is being
monitored and complied with.

4. To establish whether the loan policy ensures
sound assessments of the value of real estate
and other collateral.

Lending Standards for Commercial Loans

1. To focus on and evaluate the strength of the
credit-risk management process.

2. To determine whether the bank holding
company has formal credit policies that
(1) provide clear guidance on its appetite
for credit risk and (2) support sound lending
decisions.

3. To determine whether experienced credit
professionals who are independent of line
lending functions provide adequate internal
control in the loan-approval process.

4. To evaluate whether loan-approval docu-
ments provide internal approving authori-
ties and management with sufficient infor-
mation on the risks of loans being
considered, and that the information is in a
clear and understandable format.

5. To evaluate whether forward-looking analy-
sis tools are being adequately and appropri-
ately used as part of the loan-approval
process.

6. To determine whether credit-risk manage-
ment information systems provide adequate
information to management and lenders.

7. To incorporate the examiner’s evaluation of
the bank holding company’s adherence to
sound practices into the overall assessment
of credit-risk management.

8. To be alert to indications of insufficiently
rigorous risk assessment at banking organi-
zations, particularly inadequate stress test-
ing and excessive reliance on strong eco-
nomic conditions and robust financial
markets to support a borrower’s capacity to
service its debts.

9. To be attentive in reviewing a banking orga-
nization’s assessment and monitoring of
credit risk to ensure that undue reliance on
favorable conditions does not lead to
delayed recognition of emerging weak-
nesses in some loans.

10. To ascertain whether the banking organiza-
tion has relied, to a significant and undue
extent, on favorable assumptions about bor-
rowers or the economy and financial mar-
kets. If so, to carefully consider downgrad-
ing, under the applicable supervisory rating
framework, a banking organization’s risk-
management, management, and/or asset-
quality ratings and, if deemed sufficiently
significant to the banking organization, its
capital adequacy rating.

11. To determine if the banking organization’s
loan-review activities or other internal con-
trol and risk-management processes have
been weakened by staff turnover, failure to
commit sufficient resources, inadequate
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training, and reduced scope or by less-
thorough internal loan reviews. To incorpo-
rate such findings into the determination of

supervisory ratings.

Credit-Risk Management for Home Equity

Lending

1. To determine if the banking organization has
an appropriate review and approval process
for new product offerings, product changes,

and marketing initiatives.

2. To ascertain whether the banking organiza-
tion has appropriate control procedures for
third parties that generate loans on its behalf
and if the control procedures comply with
the laws and regulations that are applicable

to the organization.

3. To determine if the banking organization has
given full recognition to the risks embedded

in its home equity lending.

4. To determine whether the banking organiza-
tion’s risk-management practices have kept
pace with the growth and changing risk pro-
file of its home equity portfolios and whether

underwriting standards have eased.
5. To determine whether the loan policy—

a. ensures prudent underwriting standards
for home equity lending, including stan-
dards to ensure that a thorough evaluation
of a borrower’s capacity to service the
debt is conducted (that is, the banking
organization is not relying solely on the

borrower’s credit score);

b. provides risk-management safeguards for

potential declines in home values;

c. ensures that the standards for interest-only
and variable-rate home equity lines of
credit (HELOCSs) include an assessment
of a borrower’s ability to (1) amortize the
fully drawn line of credit over the loan
term and (2) absorb potential increases in

interest rates; and

d. provides appropriate collateral-valuation
policies and procedures and provides for
the use and validation of automated valua-

tion models.

2010.2.9 INSPECTION PROCEDURES

Loan Administration

1. Obtain an organizational chart and deter-
mine the various levels of responsibility
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and job functions of individuals involved
with the lending function.

. Obtain and review the BHC’s loan policy;

determine if the policy contains the appro-
priate components, as summarized in this
section. Determine how the policy is com-
municated to subsidiaries. Also determine
whether the loan policy reflects the Decem-
ber 1992 uniform interagency real estate
lending standards and guidelines as they
apply to subsidiary depository institutions.

. Obtain a copy of the most recent manage-

ment reports concerning the quality of loans
and other aspects of the loan portfolio
(delinquency list, concentrations, yield
analysis, loan-distribution lists, watch loan
reports, charge-off reports, participation
listings, internal and external audit reports,
etc.). Determine the scope and sufficiency
of the work performed by any committees
related to the lending function. Determine if
the information provided to the directorate
and senior management is sufficient for
them to make judgments about the quality
of the portfolio and to determine appropri-
ate corrective action.

. Determine if an internal process has been

established for the review and approval of
loans that do not conform to internal lend-
ing policy. Establish whether such loans are
supported by written documentation that
clearly states all the relevant credit factors
that culminated in the underwriting deci-
sion. Determine if exception loans of a sig-
nificant size are reported to the board of
directors of the subsidiary or to the holding
company.

. Review internal and external audit reports

and bank examination reports for critical
comments concerning loan-policy excep-
tions and administration. Determine
whether action was taken in response to any
identified exceptions. Determine who is
responsible for follow-up and what the time
frames are; seek rationale if no action was
taken or if the action taken was half-
hearted.

. Review the organization’s financial state-

ments, the bank Call Reports, and the BHC
FR Y-series reports submitted to the Fed-
eral Reserve. Determine whether reporting
is accurate and disclosure is sufficient to
indicate the organization’s financial posi-
tion and the nature of its loan portfolios,
including nonaccrual loans.

7. When reviewing lending policies, ascertain

whether—
a. the loan policies facilitate extensions of
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8.

10.

11.

credit to sound borrowers and facilitate
the workout of problem loans, and
b. the loan policies control and reduce con-
centration risk by placing emphasis on
effective internal policies, systems, and
controls to monitor the risk.
Through interviews with, or review of
reports submitted by, the internal auditor,
lending officers, loan-review personnel, and
senior management, (1) evaluate the effec-
tiveness of the BHC’s self-monitoring of
adherence to loan policy, (2) determine how
changes to the loan policy occur, (3) deter-
mine how loans made in contradiction to
the loan policy are explained, and (4) deter-
mine the various circumstances involving
levels of approval and what specific consid-
eration occurs at these levels.

. Presuming the inspection is concurrent with

a bank’s primary regulator, coordinate, on a
random basis, the selection of loans subject
to classification. Determine whether they
conform to loan policy.

Review management’s policies and proce-
dures for their determination of an appropri-
ate level of loan-loss reserves.

On the “Policies and Supervision” or an
equivalent page of the inspection report,
evaluate the BHC’s oversight regarding
effective lending policy and procedures.

Lending Standards for Commercial Loans

1.

Review formal credit policies for clear
articulation of current lending standards,
including—

a. a description of the characteristics of
acceptable loans and (if applicable)
“guidance” minimum financial ratios,

b. standards for the types of covenants to be
imposed for specific loan types, and

c. the treatment and reporting of policy
exceptions, both for individual loans and
the entire portfolio.

. Evaluate the role played by independent

credit staff in loan approvals and, in particu-
lar, whether these credit professionals are
adequately experienced, are independent of
line lending functions, and have authority to
reject loans either because of specific excep-
tions to policy or because the loan does not
meet the institution’s credit-risk appetite.

. Review written policies and determine oper-

ating practice in preparing loan-approval
documents to evaluate whether sufficient
information is provided on the characteristics
and risks of loans being considered, and

whether such information is provided clearly
and can be easily understood.

. Based on written policies and review of oper-

ating practice, evaluate whether loans being

considered are evaluated not only on the

basis of the borrower’s current performance
but on the basis of forward-looking analysis
of the borrower.

a. Determine whether financial projections
or other forward-looking tools are an inte-
gral part of the preapproval analysis and
loan-approval documents.

b. Determine the extent to which alternative
or “downside” scenarios are identified,
considered, and analyzed in the loan-
approval process.

. Review credit-risk management information

systems and reports to determine whether

they provide adequate information to man-

agement and lenders about—

a. the composition of the institution’s cur-
rent portfolio or exposure, to allow for
consideration of whether proposed loans
might affect this composition sufficiently
to be inconsistent with the institution’s
risk appetite, and

b. data sources, analytical tools, and other
information to support credit analysis.

. When appropriate, coordinate or conduct suf-

ficient loan reviews and transaction testing in
the lending function to accurately determine
the quality of loan portfolios and other credit
exposures. If deficiencies in lending prac-
tices or credit discipline are indicated as a
result of the preexamination risk assessment,
the inspection, or bank or other examina-
tions, arrange for the commitment of suffi-
cient supervisory resources to conduct
in-depth reviews, including transaction test-
ing, that are adequate to ensure that the Fed-
eral Reserve achieves a full understanding of
the nature, scope, and implications of the
deficiencies.

. When reviewing loans, lending policies, and

lending practices—

a. observe and analyze loan-pricing policies
and practices to determine whether the
institution may be unduly weighting the
short-term benefit of retaining or attract-
ing new customers through price conces-
sions, while not giving sufficient consi-
deration to potential longer-term
consequences;

b. be alert for indications of insufficiently
rigorous risk assessment, in particular
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(1) excessive reliance on strong economic
conditions and robust financial markets to
support the capacity of borrowers to ser-
vice their debts and (2) inadequate stress
testing;

c. be attentive in reviewing an institution’s
assessment and monitoring of credit risk
to ensure that undue reliance on favorable
conditions does not lead that institution to
delay recognition of emerging weaknesses
in some loans or to lessen staff resources
assigned to internal loan review;?° and

d. give careful consideration to downgrad-
ing, under the applicable supervisory rat-
ing framework, a banking organization’s
risk-management, management, and/or
asset-quality ratings and its capital
adequacy rating (if sufficiently signifi-
cant) when there is significant and undue
reliance on favorable assumptions about
borrowers or the economy and financial
markets, or when that reliance has slowed
the recognition of loan problems.

8. Discuss matters of concern with the senior
management and the board of directors of the
bank holding company and report those areas
of concern on core page 1, “Examiner’s
Comments and Matters Requiring Special
Board Attention.”

Credit-Risk Management for Home Equity
Lending

1. Review the credit policies for home equity
lending to determine if the underwriting
standards address all relevant risk factors
(that is, an analysis of a borrower’s income
and debt levels, credit score, and credit
history versus the loan’s size, the collateral
value (including valuation methodology),
the lien position, and the property type and
location.

2. Determine whether the banking organiza-
tion’s underwriting standards include—

a. a properly documented evaluation of
the borrower’s financial capacity to
adequately service the debt and

b. an adequately documented evaluation of
the borrower’s ability to (1) amortize the

29. Examiners should recognize that an increase in classi-
fied or special-mention loans is not per se an indication of lax
lending standards. Examiners should review and consider the
nature of these increases and the surrounding circumstances in
reaching their conclusions about the asset quality and risk
management of an institution.
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fully drawn line of credit over the loan
term and (2) absorb potential increases
in interest rates for interest-only and
variable-rate HELOCs.

3. Assess the reasonableness and adequacy of
the analyses and methodologies underlying
the banking organization’s evaluation of
borrowers.

. If the organization uses third parties to

originate home equity loans, find out—

a.

if the organization delegates the under-
writing function to a broker or corre-
spondent;
if the banking organization’s internal
controls for delegated underwriting are
adequate;

. whether the banking organization retains

appropriate oversight of all critical loan-
processing activities, such as verification
of income and employment and the inde-
pendence of the appraisal and evaluation
function;

. if there are adequate systems and con-

trols to ensure that a third-party origina-
tor is appropriately managed, is finan-
cially sound, provides mortgages that
meet the banking organization’s pre-
scribed underwriting guidelines, and
adheres to applicable consumer protec-
tion laws and regulations;

. if the banking organization has a quality-

control unit or function that closely
monitors (monitoring activities should
include post-purchase underwriting
reviews and ongoing  portfolio-
performance-management activities) the
quality of loans that the third party
underwrites; and

whether the banking organization has
adequate audit procedures and controls
to verify that third parties are not being
paid to generate incomplete or fraudu-
lent mortgage applications or are not
otherwise receiving referral or unearned
income or fees contrary to RESPA
prohibitions.

5. Evaluate the adequacy of the banking orga-
nization’s collateral-valuation policies and
procedures.  Ascertain ~ whether  the
organization—

a.

establishes criteria for determining the
appropriate valuation methodology for a
particular transaction (based on the risk
in the transaction and loan portfolio);

. sets criteria for determining when a

physical inspection of the collateral is
necessary;

. ensures that an expected or estimated
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value of the property is not communi-
cated to an appraiser or individual per-
forming an evaluation;

d. implements policies and controls to pre-
clude “value shopping”’;

e. requires sufficient documentation to sup-
port the collateral valuation in the
appraisal or evaluation.

. If the banking organization uses automated

valuation models (AVMs) to support evalu-

ations or appraisals, find out if the
organization—

a. periodically validates the models, to
mitigate the potential valuation uncer-
tainty in the model;

b. adequately documents the validation’s
analysis, assumptions, and conclusions;

c. back-tests a representative sample of
evaluations and appraisals supporting
loans outstanding; and

d. evaluates the reasonableness and
adequacy of its procedures for validating
AVMs.

. If tax-assessment valuations are used as a
basis for collateral valuation, ascertain
whether the banking organization is able to
demonstrate and document the correlation
between the assessment value of the taxing
authority and the property’s market value,
as part of the validation process.
. Review the risk- and account-management
procedures. Verify that the procedures are
appropriate for the size of the banking
organization’s loan portfolio, as well as
for the risks associated with the types of
home equity lending conducted by the
organization.

. If the banking organization has large home

equity loan portfolios or portfolios with

high-risk characteristics, determine if the
organization—

a. periodically refreshes credit-risk scores
on all customers;

b. uses behavioral scoring and analysis of
individual borrower characteristics to
identify potential problem accounts;

c. periodically assesses utilization rates;

d. periodically assesses payment patterns,
including borrowers who make only
minimum payments over a period of
time or those who rely on the credit line
to keep payments current;

e. monitors home values by geographic
area; and

f. obtains updated information on the col-
lateral’s value when significant market
factors indicate a potential decline in
home values, or when the borrower’s

10.

11.

13.

14.

15.

payment performance deteriorates and
greater reliance 1is placed on the
collateral.

Determine that the frequency of these
actions is commensurate with the risk in the
portfolio.
Verify that annual credit reviews of home
equity line of credit (HELOC) accounts are
conducted. Verify if the reviews of HELOC
accounts determine whether the line of
credit should be continued, based on the
borrower’s current financial condition.

Determine that authorizations of over-limit

home equity lines of credit are restricted

and subject to appropriate policies and
controls.

a. Verify that the banking organization
requires over-limit borrowers to repay,
in a timely manner, the amount that
exceeds established credit limits.

b. Evaluate the sufficiency of management
information systems (MIS) that enable
management to identify, measure, moni-
tor, and control the risks associated with
over-limit accounts.

Verify that the organization’s real estate

lending policies are consistent with safe and

sound banking practices and that its board
of directors reviews and approves the poli-
cies at least annually.

Determine whether the MIS—

a. allows for the segmentation of the loan
portfolios;

b. accurately assesses key risk characteris-
tics; and

c. provides management with sufficient
information to identify, monitor, mea-
sure, and control home equity concentra-
tions.

Determine whether management periodi-
cally assesses the adequacy of its MIS, in
light of growth and changes in the banking
organization’s risk appetite.

If the banking organization has significant

concentrations of home equity loans (HELs)

or HELOC:s, determine if the MIS includes,
at a minimum, reports and analysis of the
following:

a. production and portfolio trends by prod-
uct, loan structure, originator channel,
credit score, loan to value (LTV), debt to
income (DTI), lien position, documenta-
tion type, market, and property type

b. the delinquency and loss-distribution
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16.

17.

trends by product and originator chan-
nel, with some accompanying analysis
of significant underwriting characteris-
tics (such as credit score, LTV, or DTI)

c. vintage tracking

d. the performance of third-party origina-
tors (brokers and correspondents)

e. market trends by geographic area and
property type, to identify areas of rapidly
appreciating or depreciating housing
values

Determine whether the banking organiza-

tion accurately tracks the volume of high-

LTV (HLTV) loans, including HLTV home

equity and residential mortgages, and if the

organization reports the aggregate of these
loans to its board of directors.

Determine whether loans in excess of the

supervisory LTV limits are identified as

high-LTV loans in the banking organiza-
tion’s records. Determine whether the orga-
nization reports, on a quarterly basis, the
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18.

19.

20.

dollar value of such loans to its board of
directors.

Find out whether the organization has pur-
chased insurance products to help mitigate
the credit risks of its HLTV residential
loans. If a policy has a coverage limit,
determine whether the coverage may be
exhausted before all loans in the pool
mature or pay off.

Determine whether the organization’s
credit-risk management function oversees
the support function(s). Evaluate the effec-
tiveness of controls and procedures over
staff persons responsible who are respon-
sible for perfecting liens, collecting out-
standing loan documents, obtaining insur-
ance coverage (including flood insurance),
and paying property taxes.

Determine whether policies and procedures
have been established for home equity
problem-loan workouts and loss-mitigation
strategies.



Supervision of Subsidiaries
(Investments) Section 2010.:

The System’s ability to evaluate the effectiveimethods and/or process through which prio

ness of a company’s supervision and control ofipproval of new activities and investments in

subsidiary investment activities can be strengthrew instruments is granted.

ened not only by evaluating the parent’s role in 3. Determine whether the boards of director:

light of efficiency and operating performance,and the management of subsidiaries appear |

but also by evaluating the quality of control andbe sufficiently involved in their respective roles

supervision. In order to assess quality there musbd assure that the performance of fiduciary re

be a standard or measuring block against whickponsibilities of each appears adequate.

a company’s policies can be evaluated. By es- 4. Assess the adequacy of the level of man

tablishing the minimum areas that a company’agement expertise in relation to its involvemen

policies should address with respect to subsidin various investment activities.

ary investments, a standard is created which can 5. Evaluate the reasonableness of investme|

evaluate the quality of company’s control andactivity initiated to achieve corporate objectives

supervision of that activity. The examiner needn light of its potential impact on the risk expo-

to make a qualitative assessment of the parent&ire of subsidiaries.

supervision and control of subsidiary invest- 6. Assess the adequacy of investment polic:

ment activities. directives in regard to the required mainte-
nance of adequate recordkeeping systems
subsidiaries.

2010.3.1 INSPECTION OBJECTIVES 7. Evaluate policy directives regarding the
appropriateness of accounting practices in re

1. Determine if the parent’s investment pol-gard to transactions involving investment partic:

icy is adequate for the organization. ipations, swaps, other transfers of investment
2. Determine if the investment policy is be-as well as specialized investment activities.
ing complied with. 8. Evaluate whether investment policies ade

quately provide for the maintenance of a stabls
income stream at bank subsidiaries as well a
2010.3.2 INSPECTION PROCEDURES the parent company level.
9. Determine whether investment policy di-
1. Determine whether the management hawctives adequately address statutory limitation:
developed a flow chart on investment authorizaparticularly those involving intercompany trans-
tion procedures sufficiently detailed to assuractions.
that the execution of transactions precludes the 10. Evaluate the effectiveness of the banl
ability to circumvent policy directives. holding company’s audit function in assuring
2. Determine whether all investment policieghat investment policies and directives are ad
appear to be adequately tailored to fit the bushered to at each corporate level.
ness needs of each subsidiary. Review the

BHC Supervision Manual December 1992
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Supervision of Subsidiaries
(Consolidated Planning Process) Section 201(

This section emphasizes the importance of inteonmental changeFor these areas, flexibility
grating subsidiaries into a consolidated plan, thehould exist for contingency plans.
essential elements of the planning process, and7. Methods should be determined, in the
the ultimate accountability of the board of direc-plan, to monitor and evaluate compliance with
tors of the holding company. As a minimum, thethe plan.
parent’s consolidated plan should include the 8. The consolidated plan should have a mea
following ten elements: surable aspect to determine whether budget:
1. All plans should address a long-rangeobjectives, and goals are being m#tthey are
goal or focus, intermediate term objectives, anahot met, determination as to the controllability
short-term budgetsA long-range focus is par- of variances should be ascertained.
ticularly important during a changing environ- 9. Plans and goals must continually be eval-
ment and during expansions of the organizatioruated to determine whether accomplishing the
Long-range plans generally are broad with @oal results in the desired and expected out
service or customer orientation and marketome.For example, the desired outcome may b
share emphasis. These plans provide the entite increase net income by granting loans witt
organization with a consistent direction anchigher interest rates and above normal risk. Th
facilitate changes in the organization arisinggranting of such loans may result in a need t
from environmental changes. Intermediate goalscrease the provision for loan losses, thus cau:
generally are narrower in scope. Short-terning a decrease in earnings.
budgets are generally developed at the subsidi- 10. Plans should be flexible enough to re-
ary level; however, they are subject to reviewmain effective in a volatile environmeifitplans
and revision by the parent in an effortare too rigid, they may become disfunctional if
to maintain consistency throughout thethe environment changes and actually constral
organization. an organization’s ability to react. On the other
2. The planning process should be formal-hand, flexible goals and plans should enhanc
ized.A long-range focus, intermediate term ob-an organization’s ability to compete by provid-
jectives, and budgets should be written anéhg the entire organization with a fluid consis-
adopted by the parent’s board of directors taent direction.
insure centralized accountability.
3. Plans should be consistent and interre-
lated over the differing time periodsor exam- 2010.4.1 INSPECTION OBJECTIVES
ple, budgets should be consistent with long-
range goals—the implementation of a short- 1. To determine if the board of directors at
term, high return orientation may be inconsistenthe parent company is cognizant of and perform
with a long-term goal of increasing marketing its duties and responsibilities.
share, or short-term compensation plans may be 2. To determine if the level of supervision
disfunctional in the long run. over subsidiaries is both adequate an
4. A consolidated plan should increase thebeneficial.
consistency of goals among differing subsidi- 3. To evaluate the consolidated plan for con
aries and the parentThe long-range goals, in- sistency, controls, and effectiveness.
termediate term objectives, and short term goals 4. To ascertain if the board of directors of the
and objectives should be periodically reviewedparent company is making judgments and deci
preferably, annually, by the BHC’s board ofsions based on adequate information flowing
directors. A consolidated plan should reducédrom the management and financial reporting
unnecessary internal competition. systems of the organization.
5. A consolidated plan should facilitate the
allocation of resources throughout the organiza-
tion. This is particularly important when the 2010.4.2 INSPECTION PROCEDURES
parent is providing most, or all, of the short-
term funds and long-term capital. As the parent 1. Evaluate the participation by the board of
has an awareness of all subsidiaries, it can bettdirectors of the parent company in giving over-
allocate funds and personnel to areas where theyl direction to the organization.

will be utilized most effectively. 2. Obtain and evaluate descriptions of all im-
6. Plans should be formulated with an
awareness to possible weaknesses and recogrC Supervision Manual December 1992

nition to areas likely to be influenced by envi- Page 1



Supervision of Subsidiaries (Consolidated Planning Process) 2010.4

portant management and financial policies, pro- 5. Spell out the lines of authority associated
cedures, and practices. with the planning process.

3. Determine if contradictions or “conflicts” 6. Determine the degree of control exercised
between expressed and unexpressed strategisthe parent company over the entire organiza-
and between long-term and short-term goalton.
exist. Also determine that goals are consistent 7. Test compliance with policies at all levels.
with concern over safety and soundness.

4. Determine whether the planning process is
sufficiently flexible and if contingency plans
exist.

BHC Supervision Manual December 1992
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Supervision of Subsidiaries

(Environmental Liability) Section 2010.5
2010.5.1 BACKGROUND The liability imposed by the superfund statute
INFORMATION ON is strict liability which means the government
ENVIRONMENTAL LIABILITY does not have to prove that the owners or oper:

tors had knowledge of or caused the hazardot

Banking organizations are increasingly becomsubstance contamination. Moreover, liability is
ing exposed to liability associated with thejoint and several, which allows the governmen
clean-up of hazardous substance contaminatiago seek recovery of the entire cost of the
pursuant to, the Comprehensive Environmentallean-up from any individual party that is liable
Response, Compensation and Liability Acfor those clean-up costs under CERCLA. In this
(“CERCLA"), the federal superfund statute. It connection, CERCLA does not limit the bring-
was enacted in response to the growing probleing of such actions to the EPA, but permits sucl
of improper handling and disposal of hazardouactions to be brought by third parties.
substances. CERCLA authorizes the Environ- CERCLA provides a secured creditor exemp:
mental Protection Agency (“EPA") to clean-up tion in the definition of “owner and operator”
hazardous waste sites and to recover costs as$xy-stating that these terms do not include * a
ciated with the clean-up from entities specifiecberson, who, without participating in the man-
in the statute. The superfund statute is thagement of a vessel or facility, holds indicia of
primary federal law dealing with hazardousownership primarily to protect his security inter-
substance contamination. However, there arest in the vessel or facility? However, this
numerous other federal statutes, as well as stag&ception has not provided banking organiza
statutes, that establish environmental liabilittions with an effective “safe harbor” because
that could place banking organizations at riskrecent court decisions have worked to limit the
For example, underground storage tanks are alsgplication of this exemption. Specifically,
covered by separate federal legislation. courts have held that actions by lenders to pro

While the superfund statute was enacted tect their security interests may result in the
decade ago, it has been only since the midanking organization “participating in the man-
1980s that court actions have resulted in somagement” of a vessel or facility, thereby voiding
banking organizations being held liable for thethe exemption. Additionally, once the title to a
clean-up of hazardous substance contaminatioforeclosed property passes to the banking org:
In this connection, recent court decisions havaization, courts have held that the exemption n
had a wide array of interpretations as to whethdonger applies and that the banking organizatiol
banking organizations are owners or operatoris liable under the superfund statute as al
of contaminated facilities, and thereby liable"owner” of the property. Under some circum-
under the superfund statute for clean-up coststances, CERCLA may exempt landowners wh
This has led to uncertainty on the part of bankacquire property without the knowledge of pre-
ing organizations as to how to best protect themexisting conditions (the so-called “innocent
selves from environmental liability. landowner defense”). However, the courts have

The relevant provisions of CERCLA, the so-applied a stringent standard to qualify for this
called “superfund” statute, as it pertains todefense. Because little guidance is provided b
banking organizations, indicate which personghe statute as to what constitutes the appropria
or entities are subject to liability for clean-uptiming and degree of “due diligence” to suc-
costs of hazardous substance contaminationessfully employ this defense, banking organi
These include . . the owner and operator of azations should exercise caution before relyine
vessel or a facility, (or) any person who at theon it.
time of disposal of any hazardous substance
owned or operated any facility at which such
hazardous substances were disposed.af2A  2010.5.2 OVERVIEW OF
person or entity that transports or arranges tENVIRONMENTAL HAZARDS
transport hazardous substances can also be held
liable for cleaning-up contamination under theEnvironmental risk can be characterized as ac
superfund statute. verse consequences resulting from having gel

3. CERCLA, Section 101(20)(A)..

1. Resource Conservation and Recovery Act of 1986 .
(RCRA). BHC Supervision Manual December 1992

2. CERCLA, Section 107(a). Page 1



Supervision of Subsidiaries (Environmental Liability) 2010.5

erated or handled hazardous substances, or oth2610.5.3 IMPACT ON BANKING
wise having been associated with the aftermat®@RGANIZATIONS
of subsequent contamination. The following dis-

cussion highlights some common environmentgsanking organizations may encounter losses
hazards, but by no means covers all environyising from environmental liability in several

mental hazards. ays. The greatest risk to banking organiza-

L . W
Hazardous substance contamination is Mogns, resulting from the superfund statute and
often associated with industrial or manufacturyiher environmental liability statutes, is the pos-

!ng processes tha@ involve chemicals or solvent§bi|ity of being held solely liable for costly
in the manufacturing process or as waste proGs,yironmental clean-ups such as hazardous sub-
ucts. For years, these types of hazardous suBrance contamination. If a banking organization
stances were dlsposed (_)f in land fills, or jusis found to be a responsible party under
dumped on industrial sites. Hazardous subcgrcLA, the banking organization may find
stances are also found in many other lines ofself responsible for cleaning-up a contami-
business. The following examples demonstratgateq site at a cost that far exceeds any outstand-
the diverse sources of potential hazardous Suﬁ‘ig loan balance. This risk of loss results from
stance contamination which should be of conyp'interpretation of the superfund statute as pro-
cern to banking organizations: viding for joint and several liability. Any re-
sponsible party, including the banking organiza-
Farmers and ranchers (use of fuel, fertilizerstion, could be forced to pay the full cost of any
herbicides, insecticides, and feedlot runoff). clean-up. Of course, the banking organization

« Dry cleaners (various cleaning solvents). may attempt to recover .suc.h costs from the
« Service station and convenience store oper&orrower, or the owner if different than the
tors (underground storage tanks). borrower, provided that the borrower or owner

Fertilizer and chemical dealers and applicacontinues in existence and is solvent. Banking
tors (storage and transportation of chemicalsprganizations may be held liable for the
« Lawn care businesses (application of lawrflean-up of hazardous substance contamination
chemicals). in situations where the banking organization:
Trucking firms (local and long haul transport-
ers of hazardous substances such as fuel orTakes title to property pursuant to foreclosure;
chemicals). « Involves the banking organization’s personnel
or contractors engaged by the bank in day-to-

The real estate industry has taken the brunt of &y management of the facility; ,
the adverse affects of hazardous waste contandi-12KeS actions designed to make the contami-
nation. In addition to having land contaminated Nat€d property salable, possibly resulting in
with toxic substances, construction methods for further contamination; .
major construction projects, such as commercidl ACtS in a fiduciary capacity, including man-
buildings, have utilized materials that have been 29€ment involvement in the day-to-day
subsequently determined to be hazardous, re-OPerations of industrial or commercial con-
sulting in significant declines in their value. For C€mMS, and purchasing or selling contaminated
example, asbestos was commonly used in com-ProPerty; .
mercial construction from the 1950's to the late’ OWNS €xisting, or acquires (by merger or ac-
1970’s. Asbestos has since been found to be gauisition), subsidiaries involved in activities
health hazard and now must meet certain federal that might result in a finding of environmental
and, in many instances, state requirements for i2Pility;

costly removal or abatement (enclosing or other- OWNns existing, or acquires for future expan-
wise sealing off). sion, premises that have been previously con-

Another common source of hazardous sub- @minated by hazardous substances. For exam-

stance contamination is underground storageP!€, Siteé contamination at a branch office

tanks. Leaks in these tanks not only contaminate WNereé a service station having underground
the surrounding ground, but often flow into storage tanks once operated. Also, premises

ground water and travel far away from the orig- ©F Other real estate owned could be contami-
inal contamination site. As contamination Nated by asbestos requiring costly clean-up or

spreads to other sites, clean-up costs escalate. 2Patement.

BHC Supervision Manual December 1992 A more common situation encountered by
Page 2 banking organizations has been where real prop-



Supervision of Subsidiaries (Environmental Liability) 2010.t

erty collateral is found to be contaminated by2010.5.4 PROTECTION AGAINST
hazardous substances. The value of contamiENVIRONMENTAL LIABILITY

nated real property collateral can decline dra-

matically, depending on the degree of contamiBanking organizations have numerous ways t
nation. As the projected clean-up costs increasgientify and minimize their exposure to environ-
the borrower may not be able to provide themental liability. Because environmental liability
necessary funds to remove contaminated mateis relatively recent, procedures used to safe
als. In making its determination whether to fore-guard against such liability are evolving. The
close, the banking organization must estimat®llowing discussion briefly describes methods
the potential clean-up costs. In many cases thgurrently being employed by banking organiza:
estimated cost has been found to be well iions and others to minimize potential environ-
excess of the outstanding loan balance, and ttigental liability.

banking organization has elected to abandon its Banking organizations should have in place
security interest in the property and write off theddequate safeguards and controls to limit the
loan. This situation occurs regardless of the fa@xposure to potential environmental liability.
that the superfund statute provides a securég?@n policies and procedures should addres
creditor exemption. Some courts have nofmethods for identifying potential environmental

extended this exemption to situations wher@'OPIems relating to credit requests as well a
banking organizations have taken title to a prop‘?XIStIng Ioa_ns. The loan policy S.hOUId d¢SCf'b€.
n appropriate degree of due diligence investi

erty pursuant to foreclosure. These rulings hav@ tion required for credit requests. Borrowers i
been based on a strict reading of the statute th glion req . at :
Igh-risk industries or localities should be held

ELCIJ;//IdeS the exemption to “security interests to a more stringent due diligence investigatior
: . . than borrowers in low-risk industries or locali-
Risk of credit losses can also arise where thfag | addition to establishing procedures fo
tcredlt qualltyt of |nd|vt|dual botrrowe;sh(ope:ja- granting credit, procedures should be develope
0rs, generators, or transporters of hazardoUmq gpplied to portfolio analysis, credit monitor-
substances) deteriorates markedly as a result pfy |0oan workout situations, and—prior to tak-
being required to clean up hazardous substangey title to real property—foreclosures. Banking
contamination. Banking organizations must bgrganizations may avoid or mitigate potential
ahwatr)e that signif:gar;]t clean-lrj]p EOStS borne bllénvironmental liability by having sound policies
the borrower could threaten the borrower’s soland procedures designed to identify, assess al
vency and jeopardize the banking organization‘eontr%| environmenta?liability. b
ultimate collection of outstanding loans to that At the same time, banking organizations mus
borrower, regardless of the fact that no reabe careful that any lending policies and proce
property collateral is involved. Therefore, ulti-dures, but especially those undertaken to asse
mate collection of loans to fund operations, or tand control environmental liability, cannot be
acquire manufacturing or transportation equipeonstrued as taking an active role in participat
ment can be jeopardized by the borrower’s gering in the management or day-to-day operation
erating or handling of hazardous substances @f the borrower’s business. Activities which
an improper manner. Further, some bankruptc§ould be considered active participation in the
courts have required clean-up of hazardous sufianagement of the borrower’s business, an
stance contamination prior to distribution of atherefore subject the bank to potential liability,
debtor’s estate to secured creditors. include, but are not limited to:

Borrowers may have existing subsidiaries or
may be involved in merger and acquisition’ borrower’s board of directors or actively par-
activity that may place the borrower at risk for ticinating in board decisions: yp
the activities of others that result in environmen- o baNg 1N board decisions,

S « assisting in day-to-day management and ope
tal liability. Some courts have held that for the _ N
RSN ating decisions; and
purposes of determining Ilablllty under the super; actively determining management changes.
fund statute, the corporate veil may not protect

parent companies that participate in the day-to- g6 considerations are especially importar
day operations of their subsidiaries from enviynen the banking organization is actively in-

ronmental liability and court imposed clean-upqyed in loan workouts or debt restructuring.
costs. Additionally, borrowers can be held liable

for contamination which occurred prior to theirgHc Supervision Manual June 1996
owning or using real estate. Page 3

having bank employees as members of th




Supervision of Subsidiaries (Environmental Liability) 20105

The first step in identifying and minimizing result in losses arising from hazardous sub-
environmental risk is for banking organiza-stance contamination because banking organiza-
tions to perform environmental reviews. Suchtions are held directly liable for costly court
reviews may be performed by loan officers owordered clean-ups. Additionally, the banking
others, and typically identify past practices anarganization’s ability to collect the loans it
uses of the facility and property, evaluate regumakes may be hampered by significant declines
latory compliance, if applicable, and identifyin collateral value, or the inability of a
potential future problems. This is accomplishedorrower to meet debt payments after paying
by interviewing persons familiar with presentfor costly clean-ups of hazardous substance
and past uses of the facility and propertycontamination.
reviewing relevant records and documents, and Banking organizations must understand the
visiting and inspecting the site. nature of environmental liability arising from

Where the environmental review reveals poshazardous substance contamination. Addition-
sible hazardous substance contamination, aily, they should take prudential steps to identify
environmental assessment or audit may be reand minimize their potential environmental lia-
quired. Environmental assessments are made bility. Indeed, the common thread to environ-
personnel trained in identifying potential envi-mental liability is the existence of hazardous
ronmental hazards and provide a more thorougsubstances, not types of borrowers, lines of busi-
review and inspection of the facility and prop-ness, or real property.
erty. Environmental audits differ markedly from
environmental assessments in that independent
environmental engineers are employed to inve2010.5.6 INSPECTION OBJECTIVES
tigate, in greater detail, those factors listed pre-
viously, and actually test for hazardous sub- 1. To determine whether adequate safeguards
stance contamination. Such testing mighand controls have been established to limit
require collecting and analyzing air samplesexposure to potential environmental liability.
surface soil samples, subsurface soil samples, or2. To determine whether the banking organi-
drilling wells to sample ground water. zation has identified specific credits and any

Other measures used by some banking orgéending and other banking and nonbanking
nizations to assist in identifying and minimizingactivities that expose the organization to envi-
environmental liability include: obtaining in- ronmental liability.
demnities from borrowers for any clean-up costs
incurred by the banking organization, and
including affirmative covenants in loan agree2010.5.7 INSPECTION PROCEDURES
ments (and attendant default provisions) requir-
ing the borrower to comply with all applicable 1. Review loan policies and procedures and
environmental regulations. Although these meaestablish whether these and other adequate safe-
sures may provide some aid in identifying andyuards and controls have been established to
minimizing potential environmental liability, avoid or mitigate potential environmental liabil-
they are not a substitute for environmentalty.# In performing this task, ascertain whether:
reviews, assessments and audits, because their a. an environmental policy statement has
effectiveness is dependent upon the financiddeen adopted,;
strength of the borrower. b. training programs are being conducted

so that lending personnel are aware of environ-

mental liability issues and are able to identify
2010.5.5 CONCLUSION borrowers with potential problems;

c. guidelines and procedures have been

Potential environmental liability can touch on a€Stablished for dealing with new borrowers and
great number of loans to borrowers in many€al property offered as collateral.
industries or localities. Moreover, nonlending . the lending policies and procedures and
activities as well as corporate affiliations carPther safeguards, including those to assess and
lead to environmental liability depending uponcontrol environmental liability, may not be con-
the nature of the these activities and the degredrued as actively participating in the manage-
of participation that the parent exercises in théhent of day-to-day operations of borrowers’
operations of its subsidiaries. Such liability carPusinesses.

BHC Supervision Manual June 1996
Page 4 4. Refer to SR-91-20.
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2. When reviewing individual credits deter- structured analysis as previously indicatec
mine whether the loan policy has been complied  for “environmental assessments,” however,
with in regard to a borrower’'s activities or more comprehensive testing might involve
industry that is associated with hazardous sub- collecting and analyzing air samples, sur-
stances or environmental liability. face soil samples, subsurface soil sample:

3. Ascertain whether appropriate periodic  or drilling wells to sample ground water.
analysis of potential environmental liability is
conducted. 4. Determine whether existing loans are

Such analysis should be more rigorous aseviewed internally to identify credits having
the risk of hazardous substance contaminatigmotential environmental problems.
increases. The following are examples of types 5. Review recordkeeping procedures ant
of analyses and procedures that should be prdetermine whether there is documentation as t
gressively considered as the risk of environmerthe due diligence efforts taken at the time of
tal liability increases: making loans or acquiring real property.
6. Review loan agreements to determine i
« Environmental review—screening of thewarranties, representations, and indemnifice
borrower’s activities by lending personneltions have been included in loan agreement
or real estate appraisers for potential envidesigned to protect the banking organizatior
ronmental problems (using questionnairesrom losses stemming from hazardous substanc
interviews, or observations). contamination. (Although such provisions pro-
Review procedures might include a survide some protection for the lender, these agree
vey of past ownership and uses of the propments are not binding against the government ¢
erty, a property inspection, a review of adja-third parties. Such contractual protections ar
cent or contiguous parcels of property, @only as secure as the borrower’s financia
review of company records for past use ostrength.)
disposal of hazardous materials, and a 7. For situations involving potential environ-
review of any relevant Environmental Pro-mental liability arising from a banking organiza-
tection Agency records. tion’s nonlending activities, verify that similar
« Environmental assessment—structuregolicies and procedures are in plate.
analysis by ajualifiedindividual that iden-

tifies the borrower’s past practices, regula- 5. A banking organization’s policies and procedures relat:

tory compllarice, and_ potentlal . futureing to environmental liability should apply to nonlending

problems. This analysis would includesituations where appropriate. For example, banking organiz:

reviewing relevant documents, Visiting andtions engaged in trust activities or contemplating a merger o

inspecting the site, and, in some cases pe?gquisition should evaluate the possibility of existing or sub-

forming limited tes,ts ! ' P¥sequent environmental liability arising from these activities.
« Environmental audit—a professional envi-

ronmental engineer performs a similar

BHC Supervision Manual December 1992
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Supervision of Subsidiaries (Financial Institution Subsidiary
Retail Sales of Nondeposit Investment Products) Section 2010.6

WHAT'S NEW IN THIS REVISED
SECTION

Effective July 2008, this section has been
revised to incorporate a name change to the
Financial Industry Regulatory Authority, or
FINRA (formerly, the National Association of
Securities Dealers, or NASD).

The Board of Governors of the Federal Reserve
System, along with the other federal banking
regulators, issued an interagency statement on
February 15, 1994, that provides comprehensive
guidance on retail sales of nondeposit invest-
ment products occurring on or from depository
institution premises. The interagency statement
unifies pronouncements previously issued by the
banking agencies that addressed various aspects
of retail sales programs involving mutual funds,
annuities, and other nondeposit investment
products.

The interagency statement was made effec-
tive immediately and applies to all depository
institutions, including state member banks and
the U.S. branches and agencies of foreign banks,
supervised by the Federal Reserve. The policy
statement does not apply directly to bank hold-
ing companies. However, the board of directors
and management of bank holding companies
should consider and administer the provisions
of the statement with regard to the holding
company’s supervision of its banking and thrift
subsidiaries that offer such products to retail
customers. Reserve Bank examiners will con-
tinue to review nondeposit investment product
sales activities during examinations of institu-
tions engaging in such activities on their prem-
ises, either directly or through a third party or an
affiliate. The review process will consist of, at a
minimum, an assessment of whether the inter-
agency statement is being followed, particularly
with regard to the nature and sufficiency of an
institution’s disclosures, the separation of func-
tions, and the training of personnel involved
with the sales of mutual funds and other non-
deposit products. (See SR-94-11.)

The following is the text of the interagency
policy statement, further clarified by a Septem-
ber 12, 1995, joint interpretation (SR-95-46).
Section numbers have been added for reference.

2010.6.1 INTERAGENCY STATEMENT
ON RETAIL SALES OF NONDEPOSIT
INVESTMENT PRODUCTS

Insured depository institutions have expanded
their activities in recommending or selling such
products. Many depository institutions are pro-
viding these services at the retail level, directly
or through various types of arrangements with
third parties.

Sales activities for nondeposit investment
products should ensure that customers for these
products are clearly and fully informed of the
nature and risks associated with these products.
In particular, where nondeposit investment prod-
ucts are recommended or sold to retail custom-
ers, depository institutions should ensure that
customers are fully informed that the products—

e are not insured by the FDIC;

e are not deposits or other obligations of the
institution and are not guaranteed by the insti-
tution; and

are subject to investment risks, including pos-
sible loss of the principal invested.

Moreover, sales activities involving these
investment products should be designed to mini-
mize the possibility of customer confusion and
to safeguard the institution from liability under
the applicable antifraud provisions of the fed-
eral securities laws, which, among other things,
prohibit materially misleading or inaccurate
representations in connection with the sale of
securities.

The four federal banking agencies—the
Board of Governors of the Federal Reserve Sys-
tem, the Federal Deposit Insurance Corporation,
the Office of the Comptroller of the Currency,
and the Office of Thrift Supervision—issued
the statement to provide uniform guidance to
depository institutions engaging in these
activities.!

1. Each of the four banking agencies has in the past issued
guidelines addressing various aspects of the retail sale of
nondeposit investment products, which are superseded by this
statement. Some of the banking agencies had adopted addi-
tional guidelines covering the sale of certain specific types of
instruments by depository institutions, i.e., obligations of the
institution itself or of an affiliate of the institution.

BHC Supervision Manual July 2008

Page 1



Supervision of Subsidiaries (Financial Institution Subsidiary Retail Sales of Nondeposit Investment Products)

2010.6

2010.6.1.1 Scope

This statement applies when retail recommenda-
tions or sales of nondeposit investment products
are made by—

employees of the depository institution;
employees of a third party, which may or may
not be affiliated with the institution,? occur-
ring on the premises of the institution (includ-
ing telephone sales or recommendations by
employees or from the institution’s premises
and sales or recommendations initiated by
mail from its premises); and

sales resulting from a referral of retail custom-
ers by the institution to a third party when the
depository institution receives a benefit for
the referral.

Retail sales include (but are not limited to)
sales to individuals by depository institution
personnel or third-party personnel conducted in
or adjacent to the institution’s lobby area. Sales
of government or municipal securities away
from the lobby area are not subject to the inter-
agency statement. The statement also applies to
sales activities of an affiliated standalone
broker—dealer resulting from a referral of retail
customers from the depository institution to the
broker—dealer.

These guidelines generally do not apply to
the sale of nondeposit investment products to
nonretail customers, such as sales to fiduciary
accounts administered by an institution.?> The
disclosures provided for by the interagency
statement, however, should be provided to cus-
tomers of fiduciary accounts where the customer
directs investments, such as self-directed IRA
accounts. Such disclosures need not be made to

2. This statement does not apply to the subsidiaries of
insured state nonmember banks, which are subject to separate
provisions, contained in 12 C.E.R. 337.4, relating to securities
activities. For OTS-regulated institutions that conduct sales of
nondeposit investment products through a subsidiary, these
guidelines apply to the subsidiary. 12 C.FR. 545.74 also
applies to such sales. Branches and agencies of U.S. foreign
banks should follow these guidelines with respect to their
nondeposit investment sales programs.

3. Restrictions on a national bank’s use as fiduciary of the
bank’s brokerage service or other entity with which the bank
has a conflict of interest, including purchases of the bank’s
proprietary and other products, are set out in 12 C.ER. 9.12.
Similar restrictions on transactions between funds held by a
federal savings association as fiduciary and any person or
organization with whom there exists an interest that might
affect the best judgment of the association acting in its fidu-
ciary capacity are set out in 12 C.F.R. 550.10.

BHC Supervision Manual
Page 2

July 2008

customers acting as professional money manag-
ers. Fiduciary accounts administered by an
affiliated trust company on the depository insti-
tution’s premises should be treated as fiduciary
accounts of the institution. However, as part of
its fiduciary responsibility, an institution should
take appropriate steps to avoid potential cus-
tomer confusion when providing nondeposit
investment products to the institution’s fiduciary
customers.

2010.6.1.2 Adoption of Policies and
Procedures

2010.6.1.2.1 Program Management

A depository institution involved in the activi-
ties described above for the sale of nondeposit
investment products to its retail customers
should adopt a written statement that addresses
the risks associated with the sales program and
contains a summary of policies and procedures
outlining the features of the institution’s pro-
gram and addressing, at a minimum, the con-
cerns described in this statement. The written
statement should address the scope of activities
of any third party involved as well as the proce-
dures for monitoring compliance by third parties
in accordance with the guidelines below. The
scope and level of detail of the statement should
appropriately reflect the level of the institution’s
involvement in the sale or recommendation of
nondeposit investment products. The institu-
tion’s statement should be adopted and reviewed
periodically by its board of directors. Deposi-
tory institutions are encouraged to consult
with legal counsel with regard to the implemen-
tation of a nondeposit investment product sales
program.

The institution’s policies and procedures
should include the following:

Compliance procedures. The procedures for
ensuring compliance with applicable laws and
regulations and consistency with the provisions
of this statement.

Supervision of personnel involved in sales.
A designation by senior managers of specific
individuals to exercise supervisory responsibil-
ity for each activity outlined in the institution’s
policies and procedures.

Types of products sold. The criteria governing
the selection and review of each type of product
sold or recommended.

Permissible use of customer information. The
procedures for the use of information regarding
the institution’s customers for any purpose in
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connection with the retail sale of nondeposit
investment products.

Designation of employees to sell investment
products. A description of the responsibilities of
those personnel authorized to sell nondeposit
investment products and of other personnel who
may have contact with retail customers concern-
ing the sales program, and a description of any
appropriate and inappropriate referral activities
and the training requirements and compensation
arrangements for each class of personnel.

2010.6.1.2.2 Arrangements with Third
Parties

If a depository institution directly or indirectly,
including through a subsidiary or service corpo-
ration, engages in activities as described above
under which a third party sells or recommends
nondeposit investment products, the institution
should, prior to entering into the arrangement,
conduct an appropriate review of the third party.
The institution should have a written agreement
with the third party that is approved by the
institution’s board of directors. Compliance with
the agreement should be periodically monitored
by the institution’s senior management. At a
minimum, the written agreement should—

describe the duties and responsibilities of each
party, including a description of permissible
activities by the third party on the institution’s
premises; terms as to the use of the institu-
tion’s space, personnel, and equipment; and
compensation arrangements for personnel of
the institution and the third party;

specify that the third party will comply with
all applicable laws and regulations, and will
act consistently with the provisions of this
statement and, in particular, with the provi-
sions relating to customer disclosures;
authorize the institution to monitor the third
party and periodically review and verify that
the third party and its sales representatives
are complying with its agreement with the
institution;

authorize the institution and the appropriate
banking agency to have access to such records
of the third party as are necessary or appropri-
ate to evaluate such compliance;

require the third party to indemnify the insti-
tution for potential liability resulting from
actions of the third party with regard to the
investment product sales program; and
provide for written employment contracts, sat-
isfactory to the institution, for personnel who

are employees of both the institution and the
third party.

2010.6.1.3 General Guidelines
2010.6.1.3.1 Disclosures and Advertising

The banking agencies believe that recommend-
ing or selling nondeposit investment products to
retail customers should occur in a manner that
ensures that the products are clearly differenti-
ated from insured deposits. Conspicuous and
easy-to-comprehend disclosures concerning the
nature of nondeposit investment products and
the risk inherent in investing in these products
are one of the most important ways of ensuring
that the differences between nondeposit prod-
ucts and insured deposits are understood.

2010.6.1.3.1.1 Content and Form of
Disclosure

Disclosures with respect to the sale or recom-
mendation of these products should, at a mini-
mum, specify that the product is—

not insured by the FDIC;

* not a deposit or other obligation of, or guaran-
teed by, the depository institution; and

* subject to investment risks, including possible

loss of the principal amount invested.

The written disclosures described above
should be conspicuous and presented in a clear
and concise manner. Depository institutions may
provide any additional disclosures that further
clarify the risks involved with particular nonde-
posit investment products.

2010.6.1.3.1.2 Timing of Disclosure

The minimum disclosures should be provided to
the customer—

orally during any sales presentation;

e orally when investment advice concerning
nondeposit investment products is provided;
orally and in writing prior to or at the time an
investment account is opened to purchase
these products; and

e in advertisements and other promotional
materials, as described below.
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A statement, signed by the customer, should
be obtained at the time such an account is
opened, acknowledging that the customer has
received and understands the disclosures. Third-
party vendors not affiliated with the depository
institution need not make the minimum disclo-
sures on confirmations and account statements
that contain the name of the depository institu-
tion as long as the name of the depository insti-
tution is there only incidentally and with a valid
business purpose, and as long as it is clear on
the face of the document that the broker—dealer,
and not the depository institution, has sold the
nondeposit investment products. For investment
accounts established prior to the issuance of
these guidelines, the institution should consider
obtaining such a signed statement at the time of
the next transaction.

Confirmations and account statements for
such products should contain at least the mini-
mum disclosures if the confirmations or account
statements contain the name or the logo of the
depository institution or an affiliate.* If a cus-
tomer’s periodic deposit account statement
includes account information concerning the
customer’s nondeposit investment products, the
information concerning these products should
be clearly separate from the information con-
cerning the deposit account and should be intro-
duced with the minimum disclosures and the
identity of the entity conducting the nondeposit
transaction.

2010.6.1.3.1.3 Advertisements and Other
Promotional Material

Advertisements and other promotional and sales
material, written or otherwise, about nondeposit
investment products sold to retail customers
should conspicuously include at least the mini-
mum disclosures discussed above and must not
suggest or convey any inaccurate or misleading
impression about the nature of the product or its
lack of FDIC insurance. The minimum disclo-
sures should also be emphasized in telemarket-
ing contacts. A shorter version of the minimum
disclosures is permitted in advertisements. The
text of an acceptable logo-format disclosure
would include the following statements:

4. These disclosures should be made in addition to any
other confirmation disclosures that are required by law or
regulation, e.g., 12 C.ER. 12 and 344, and 12 C.FR.
208.8(k)(3).

BHC Supervision Manual
Page 4

July 2008

* not FDIC-insured
* no bank guarantee
* may lose value

The logo format should be boxed, set in bold-
face type, and displayed in a conspicuous man-
ner. Radio broadcasts of 30 seconds or less,
electronic signs, and signs, such as banners and
posters, when used only as location indicators,
need not contain the minimum disclosures. Any
third-party advertising or promotional material
should clearly identify the company selling the
nondeposit investment product and should not
suggest that the depository institution is the
seller. If brochures, signs, or other written mate-
rial contain information about both FDIC-
insured deposits and nondeposit investment
products, these materials should clearly segre-
gate information about nondeposit investment
products from the information about deposits.

2010.6.1.3.1.4 Additional Disclosures

Where applicable, the depository institution
should disclose the existence of an advisory or
other material relationship between the insti-
tution or an affiliate of the institution and an
investment company whose shares are sold by
the institution and any material relationship
between the institution and an affiliate involved
in providing nondeposit investment products. In
addition, where applicable, the existence of any
fees, penalties, or surrender charges should be
disclosed. These additional disclosures should
be made prior to or at the time an investment
account is opened to purchase these products. If
sales activities include any written or oral repre-
sentations concerning insurance coverage pro-
vided by any entity other than the FDIC, e.g.,
the Securities Investor Protection Corporation
(SIPC), a state insurance fund, or a private
insurance company, then clear and accurate
written or oral explanations of the coverage
must also be provided to customers when the
representations concerning insurance coverage
are made, in order to minimize possible confu-
sion with FDIC insurance. Such representations
should not suggest or imply that any alternative
insurance coverage is the same as or similar to
FDIC insurance.

Because of the possibility of customer confu-
sion, a nondeposit investment product must not
have a name that is identical to the name of the
depository institution. Recommending or selling
a nondeposit investment product with a name
similar to that of the depository institution
should only occur pursuant to a sales program
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designed to minimize the risk of customer
confusion. The institution should take appro-
priate steps to ensure that the issuer of the
product has complied with any applicable
requirements established by the Securities and
Exchange Commission regarding the use of
similar names.

2010.6.1.3.2 Setting and Circumstances

Selling or recommending nondeposit invest-
ment products on the premises of a depository
institution may give the impression that the
products are FDIC-insured or are obligations of
the depository institution. To minimize cus-
tomer confusion with deposit products, sales or
recommendations of nondeposit investment
products on the premises of a depository institu-
tion should be conducted in a physical location
distinct from the area where retail deposits are
taken. Signs or other means should be used to
distinguish the investment sales area from the
retail deposit-taking area of the institution.
However, in the limited situation where physical
considerations prevent sales of nondeposit prod-
ucts from being conducted in a distinct area, the
institution has a heightened responsibility to
ensure appropriate measures are in place to
minimize customer confusion.

In no case, however, should tellers and other
employees, while located in the routine deposit-
taking area, such as the teller window, make
general or specific investment recommendations
regarding nondeposit investment products,
qualify a customer as eligible to purchase such
products, or accept orders for such products,
even if unsolicited. Tellers and other employees
who are not authorized to sell nondeposit invest-
ment products may refer customers to individu-
als who are specifically designated and trained
to assist customers interested in the purchase of
such products.

2010.6.1.3.3 Qualifications and Training

The depository institution should ensure that its
personnel who are authorized to sell nondeposit
investment products or to provide investment
advice with respect to such products are ade-
quately trained with regard to the specific prod-
ucts being sold or recommended. Training
should not be limited to sales methods, but
should impart a thorough knowledge of the
products involved, of applicable legal restric-
tions, and of customer-protection requirements.
If depository institution personnel sell or recom-

mend securities, the training should be the
substantive equivalent of that required for per-
sonnel qualified to sell securities as registered
representatives.> Depository institution person-
nel with supervisory responsibilities should
receive training appropriate to that position.
Training should also be provided to employees
of the depository institution who have direct
contact with customers to ensure a basic under-
standing of the institution’s sales activities and
the policy of limiting the involvement of
employees who are not authorized to sell invest-
ment products to customer referrals. Training
should be updated periodically and should occur
on an ongoing basis.

Depository institutions should investigate the
backgrounds of employees hired for their non-
deposit investment products sales programs,
including checking for possible disciplinary
actions by securities and other regulators if the
employees have previous investment industry
experience.

2010.6.1.3.4 Suitability and Sales

Practices

Depository institution personnel involved in
selling nondeposit investment products must
adhere to fair and reasonable sales practices and
be subject to effective management and compli-
ance reviews with regard to such practices. In
this regard, if depository institution personnel
recommend nondeposit investment products to
customers, they should have reasonable grounds
for believing that the specific product recom-
mended is suitable for the particular customer
on the basis of information disclosed by the
customer. Personnel should make reasonable
efforts to obtain information directly from the
customer regarding, at a minimum, the cus-
tomer’s financial and tax status, investment
objectives, and other information that may be
useful or reasonable in making investment
recommendations to that customer. This infor-
mation should be documented and updated
periodically.

5. Savings associations are not exempt from the definitions
of “broker” and ‘“‘dealer” in sections 3(a)(4) and 3(a)(5) of
the Securities Exchange Act of 1934; therefore, all securities
sales personnel in savings associations must be registered
representatives.
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2010.6.1.3.5 Compensation

Depository institution employees, including
tellers, may receive a one-time nominal fee
of a fixed dollar amount for each customer
referral for nondeposit investment products.
The payment of this referral fee should not
depend on whether the referral results in a
transaction.

Personnel who are authorized to sell nonde-
posit investment products may receive incentive
compensation, such as commissions, for trans-
actions entered into by customers. However,
incentive compensation programs must not be
structured in such a way as to result in unsuit-
able recommendations or sales being made to
customers.

Depository institution compliance and audit
personnel should not receive incentive compen-
sation directly related to results of the nonde-
posit investment sales program.

2010.6.1.3.6 Compliance

Depository institutions should develop and
implement policies and procedures to ensure
that nondeposit investment product sales activi-
ties are conducted in compliance with applica-
ble laws and regulations, the institution’s inter-
nal policies and procedures, and in a manner
consistent with this statement. Compliance pro-
cedures should identify any potential conflicts
of interest and how such conflicts should be
addressed. The compliance procedures should
also provide for a system to monitor customer
complaints and their resolution. Where applica-
ble, compliance procedures also should call for
verification that third-party sales are being con-
ducted in a manner consistent with the govern-
ing agreement with the depository institution.

The compliance function should be conducted
independently of nondeposit investment product
sales and management activities. Compliance
personnel should determine the scope and
frequency of their own review, and findings
of compliance reviews should be periodically
reported directly to the institution’s board of
directors, or to a designated committee of the
board. Appropriate procedures for the non-
deposit investment product program should
also be incorporated into the institution’s audit
program.
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2010.6.1.4 Supervision by Banking
Agencies

The federal banking agencies will continue to
review a depository institution’s policies and
procedures governing recommendations and
sales of nondeposit investment products, as well
as management’s implementation and compli-
ance with such policies and all other applicable
requirements. The banking agencies will moni-
tor compliance with the institution’s policies
and procedures by third parties that participate
in the sale of these products. The failure of a
depository institution to establish and observe
appropriate policies and procedures consistent
with this statement in connection with sales
activities involving nondeposit investment prod-
ucts will be subject to criticism and appropriate
corrective action.

2010.6.2 SUPPLEMENTARY FEDERAL
RESERVE SUPERVISORY AND
EXAMINATION GUIDANCE
PERTAINING TO THE SALE OF
UNINSURED NONDEPOSIT
INVESTMENT PRODUCTS

The above guidelines contained in the Inter-
agency Statement on Retail Sales of Nondeposit
Investment Products apply to retail recommen-
dations or sales of nondeposit investment prod-
ucts made by—

» employees of a banking organization,

» employees of an affiliated or unaffiliated third
party occurring on the premises of the bank-
ing organization (including telephone sales,
investment recommendations by employees,
and sales or recommendations initiated by
mail from its premises), and

a referral of retail customers by the institution
to a third party when the depository institution
receives a benefit for the referral.

The following examination procedures are
intended to determine if the bank’s policies and
procedures provide for an operating environ-
ment that is designed to ensure customer protec-
tions in all facets of the sales program. Further-
more, examiners are expected to assess the
bank’s ability to conduct such sales activities in
a safe and sound manner.

These procedures apply when reviewing the
nondeposit investment product retail sales
activities conducted by state member banks or
the state-licensed U.S. branches or agencies of
foreign banks. They also apply to such activities
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conducted by a bank holding company nonbank
subsidiary on the premises of a bank.®

The Rules of Fair Practice of the Financial
Industry Regulatory Authority (FINRA) govern
sales of securities by its member broker—dealers.
In addition, the federal securities laws prohibit
materially misleading or inaccurate representa-
tions in connection with the offer or sale of
securities” and require that sales of registered
securities be accompanied by a prospectus that
complies with Securities and Exchange Com-
mission (SEC) disclosure requirements.

In view of the existence of these securities
rules and laws that are applicable to broker—
dealers subject to supervision by the SEC and
the FINRA, examiners should note that the
examination procedures contained herein have
been tailored to avoid duplication of examina-
tion efforts by relying on the most recent exami-
nation results or sales-practice review conducted
by the FINRA and provided to the third party.
To the extent that no such FINRA examinations
or reviews have been completed within the
last two years, Reserve Banks should consult
with Board staff to determine an appropriate
examination/inspection scope before proceeding
further.

Notwithstanding Reserve System use of
FINRA results of sales-practice reviews, exam-
iners should still complete the balance of these
examination procedures, particularly those per-
taining to the separation of sales of nondeposit
investment products from the deposit-taking
activities of the bank. Examiners should deter-
mine whether the institution has adequate poli-
cies and procedures to govern the conduct of the
sales activities on a bank’s premises and, in
particular, whether sales of nondeposit invest-
ment products are distinguished from the
deposit-taking activities of the bank through
disclosure and physical means that are designed
to prevent customer confusion.

Although the interagency statement does not
apply to sales of nondeposit investment prod-
ucts to nonretail customers, such as fiduciary

6. The interagency statement and the majority of these
examination procedures apply to all depository institutions.
Many of the procedures, however, may not apply directly to
the inspection of bank holding companies. Some procedures
may be applicable to bank holding companies from the per-
spective of inspecting a bank holding company with regard to
its responsibility to supervise its depository institution and
holding company nonbank subsidiaries. Depository institution
examination procedures and bank holding company inspec-
tion procedures have been included in this section to keep
bank holding company examiners fully informed.

7. See, for example, section 10(b) of the Securities
Exchange Act (15 U.S.C. 78j(b)) and rule 10b-5 (17 C.FR.
240.10b-5) thereunder.

customers, examiners should apply these exami-
nation procedures when retail customers are
directed to the bank’s trust department where
they may purchase nondeposit investment
products simply by completing a customer
agreement.

For additional information on the subject of
retail sales of nondeposit investment products,
examiners and other interested parties may find
it helpful to refer to “Retail Investment Sales—
Guidelines for Banks,” February 1994 (industry
guidelines), published collectively by six bank
trade associations and available from the Ameri-
can Bankers Association, 1120 Connecticut
Avenue, N.W., Washington, D.C. 20036.

2010.6.2.1 Program Management

Banking organizations must adopt policies and
procedures governing nondeposit investment
product retail sales programs. Such policies and
procedures should be in place before the com-
mencement of the retail sale of nondeposit
investment products on bank premises.

The board of directors of a banking organiza-
tion is responsible for ensuring that retail sales
of nondeposit investment products comply with
the interagency statement (see section 2010.6.1)
and all applicable state and federal laws and
regulations. Therefore, the board or a designated
committee of the board should adopt written
policies that address the risks and management
of such sales programs. Policies and procedures
should reflect the size, complexity, and volume
of the institution’s activities or, when applica-
ble, address the institution’s arrangements with
any third parties selling such products on bank
premises. The banking organization’s policies
and procedures should be reviewed periodically
by the board of directors or its designated com-
mittee to ensure that the policies are consistent
with the institution’s current practices, applica-
ble laws, regulations, and guidelines.

As discussed in more detail below, an institu-
tion’s policies and procedures for nondeposit
investment products should, at a minimum,
address disclosure and advertising, physical
separation of investment sales from deposit-
taking activities, compliance and audit, suitabil-
ity, and other sales practices and related risks
associated with such activities. In addition, poli-
cies and procedures should address the follow-
ing areas.
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2010.6.2.1.1 Types of Products Sold

When evaluating nondeposit investment prod-
ucts, management should consider what prod-
ucts best meet the needs of customers. Policies
should outline the criteria and procedures that
will be used to select and periodically review
nondeposit investment products that are recom-
mended or sold on a depository institution’s
premises. Institutions should periodically review
products offered to ensure that they meet their
customers’ needs.

2010.6.2.1.2 Use of Identical or Similar
Names

Because of the possibility of customer confu-
sion, a nondeposit investment product must not
have a name that is identical to the name of a
bank or its affiliates. However, a bank may sell a
nondeposit investment product with a name
similar to the bank’s as long as the sales pro-
gram addresses the even greater risk that cus-
tomers may regard the product as an insured
deposit or other obligation of the bank. More-
over, the bank should review the issuer’s dis-
closure documents for compliance with SEC
requirements, which call for a thorough explana-
tion of the relationship between the bank and
the mutual fund.

The Federal Reserve applies a stricter rule
under Regulation Y (12 C.FR. 225.125) when a
bank holding company (as opposed to a bank)
or nonbank subsidiary acts as an investment
adviser to a mutual fund. In such a case, the
fund may not have a name that is identical to,
similar to, or a variation of the name of the bank
holding company or a subsidiary bank.

2010.6.2.1.3 Permissible Use of

Customer Information

Banking organizations should adopt policies and
procedures regarding the use of confidential cus-
tomer information for any purpose in connec-
tion with the sale of nondeposit investment
products. The industry guidelines permit banks
to share with third parties only limited customer
information, such as name, address, telephone
number, and types of products owned. It does
not permit the sharing of more confidential
information, such as specific or aggregate dollar
amounts of investments, net worth, etc., without

BHC Supervision Manual
Page 8

July 2008

the customer’s prior acknowledgment and writ-
ten consent.

2010.6.2.1.4 Arrangements with Third
Parties

A majority of all nondeposit investment prod-
ucts sold on bank premises are sold by represen-
tatives of third parties. Under such arrange-
ments, the third party has access to the
institution’s customers, while the bank is able to
make nondeposit investment products available
to interested customers without having to com-
mit the resources and personnel necessary to
directly sell such products. Third parties include
wholly owned subsidiaries of a bank, bank-
affiliated broker—dealers, unaffiliated broker—
dealers, insurance companies, or other compa-
nies in the business of distributing nondeposit
investment products on a retail basis.

A banking institution should conduct a com-
prehensive review of an unaffiliated third party
before entering into any arrangement. The
review should include an assessment of the third
party’s financial status, management experience,
reputation, and ability to fulfill its contractual
obligations to the bank, including compliance
with the interagency statement.

The interagency statement calls for banks to
enter into written agreements with any affiliated
and unaffiliated third parties that sell nondeposit
investment products on a bank’s premises. Such
agreements should be approved by a bank’s
board of directors or its designated committee.
Agreements should outline the duties and
responsibilities of each party; describe third-
party activities permitted on bank premises;
address the sharing or use of confidential cus-
tomer information for investment sales activi-
ties; and define the terms for use of the institu-
tion’s office space, equipment, and personnel. If
an arrangement includes dual employees, the
agreement must provide for written employment
contracts that specify the duties of such employ-
ees 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 interagency statement. The agreement
should authorize the bank to monitor the third
party’s compliance with its agreement, and
authorize the institution and Federal Reserve
examination staff to have access to third-party
records considered necessary to evaluate such
compliance. These records should include
examination results, sales-practice reviews, and
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related correspondence provided to the third
party by securities regulatory authorities.
Finally, an agreement should provide for indem-
nification of the bank by an unaffiliated third
party for the conduct of its employees in
connection with sales activities.

Notwithstanding the provisions of a third-
party agreement, a bank should monitor the
conduct of nondeposit investment product sales
programs to ensure that sales of nondeposit
investment products are distinct from other bank
activities and are not conducted in a manner that
could confuse customers about the lack of insur-
ance coverage for such investments.

2010.6.2.1.5 Contingency Planning

Nondeposit investment products are subject to
price fluctuations caused by changes in interest
rates, stock market valuations, etc. In the event
of a sudden, sharp drop in the market value of
nondeposit investment products, banking insti-
tutions may experience a heavy volume of cus-
tomer inquiries, complaints, and redemptions.
Management should develop contingency plans
to address these situations. A major element of
any contingency plan should be the provision of
customer access to information pertaining to
their investments. Other factors to consider in
contingency planning include public relations
and the ability of operations staff to handle
increased volumes of transactions.

2010.6.2.2 Disclosures and Advertising

2010.6.2.2.1 Content, Form, and Timing
of Disclosure

Nondeposit investment product sales programs
should be conducted in a manner that ensures
that customers are clearly and fully informed of
the nature and risks associated with these prod-
ucts. In addition, nondeposit investment prod-
ucts must be clearly differentiated from insured
deposits. The interagency statement identifies
the following minimum disclosures that must be
made to customers when providing investment
advice, making investment recommendations,
or effecting nondeposit investment product
transactions:

* They are not insured by the Federal Deposit
Insurance Corporation (FDIC).

* They are not deposits or other obligations of
the depository institution and are not guaran-
teed by the depository institution.

* They are subject to investment risks, includ-
ing the possible loss of the principal invested.

Disclosure is the most important way of
ensuring that retail customers understand the
differences between nondeposit investment
products and insured deposits. It is critical that
the minimum disclosures be presented clearly
and concisely in both oral and written communi-
cations. In this regard, the minimum disclosures
should be provided—

e orally during any sales presentations (includ-
ing telemarketing contacts) or when invest-
ment advice is given,

orally and in writing before or at the time an
investment account to purchase these prod-
ucts is opened, and

e in all advertisements and other promotional

materials (as discussed further below).

The minimum disclosures may be made on a
customer-account agreement or on a separate
disclosure form. The disclosures must be con-
spicuous (highlighted through bolding, boxes,
or a larger typeface). Disclosures contained
directly on a customer-account agreement
should be located on the front of the agreement
or adjacent to the customer signature block.

Banking organizations are to obtain a written
acknowledgment—on the customer-account
agreement or on a separate form—from a cus-
tomer confirming that the customer has received
and understands the minimum disclosures. For
nondeposit investment product accounts estab-
lished before the interagency statement, bank-
ing organizations should obtain a disclosure
acknowledgment from the customer at the time
of the customer’s next purchase transaction. If
an institution solicits customers by telephone or
mail, it should ensure that the customers receive
the written disclosures and an acknowledgment
to be signed and returned to the institution.

Customer-account statements (including com-
bined statements for linked accounts) and trade
confirmations that are provided by the bank or
an affiliate should contain the minimum disclo-
sures if they display the name or logo of the
bank or its affiliate. Statements that provide
account information about insured deposits and
nondeposit investment products should clearly
segregate the information about nondeposit
investment products from the information about
deposits to avoid customer confusion.
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2010.6.2.2.2 Advertising

The interagency statement provides that adver-
tisements in all media forms that identify
specific investment products must conspicu-
ously include the minimum disclosures and
must not suggest or convey any inaccurate or
misleading impressions about the nature of a
nondeposit investment product. Promotional
material that contains information about both
FDIC-insured products and nondeposit invest-
ment products should clearly segregate the
information about the two product types. Dis-
plays of promotional sales materials related to
nondeposit investment products in a bank’s
retail areas should be grouped separately from
material related to insured bank products.

Examiners should review telemarketing
scripts to determine whether bank personnel are
making inquiries about customer investment
objectives, offering investment advice, or identi-
fying particular investment products or types of
products. In such cases, the scripts must contain
the minimum disclosures. Bank personnel rely-
ing on the scripts must be formally authorized to
sell nondeposit investment products by their
employers and must have training that is the
substantive equivalent of that required for per-
sonnel qualified to sell securities as registered
representatives (see the discussion on training
below).

2010.6.2.2.3 Additional Disclosures

A depository institution should apprise cus-
tomers of certain material relationships. For
example, sales personnel should inform a
customer orally and in writing before the sale
about any advisory relationship existing be-
tween the bank (or an affiliate) and a mutual
fund whose shares are being sold by the depos-
itory institution. Similarly, sales personnel
should disclose fees, penalties, or surrender
charges associated with a nondeposit invest-
ment product orally and in writing before or
at the time the customer purchases the prod-
uct. The SEC requires written disclosure of
this information in the investment product’s
prospectus.

If sales activities include any written or oral
representations concerning insurance coverage
by any entity other than the FDIC (for example,
Securities Investor Protection Corporation
(SIPC) insurance of broker—dealer accounts, a
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state insurance fund, or a private insurance
company), then clear and accurate explanations
of the coverage must also be provided to cus-
tomers at that time to minimize possible con-
fusion with FDIC insurance. Such disclosures
should not suggest that other forms of insurance
are the substantive equivalent to FDIC deposit
insurance.

2010.6.2.3 Setting and Circumstances

2010.6.2.3.1 Physical Separation from
Deposit Activities

Selling or recommending nondeposit invest-
ment products on the premises of a banking
institution may give the impression that the
products are FDIC-insured or are obligations of
the bank. To minimize customer confusion with
deposit products, nondeposit investment prod-
uct sales activities should be conducted in a
location that is physically distinct from the areas
where retail deposits are taken. Bank employees
located at teller windows may not provide
investment advice, make investment recommen-
dations about investment products, or accept
orders (even unsolicited orders) for nondeposit
investment products.

Examiners must evaluate the particular cir-
cumstances of each bank in order to form an
opinion about whether nondeposit investment
product sales activities are sufficiently separate
from deposit activities. FDIC insurance signs
and promotional material related to FDIC-
insured deposits should be removed from the
investment-product sales area and replaced with
signs indicating that the area is for the sale of
investment products. Signs referring to specific
investments should prominently contain the
minimum disclosures. In the limited situation
where physical constraints prevent nondeposit
investment product sales activities from being
conducted in a distinct and separate area, the
institution has a heightened responsibility to
ensure that appropriate measures are taken to
minimize customer confusion.

A bank that enters into a third-party broker-
age arrangement with a broker or dealer regis-
tered under the Securities Exchange Act of 1934
(the 1934 Act) will not itself be considered to be
a broker subject to registration under the 1934
Act if the bank complies with the nine require-
ments set forth in section 3(a)(4)(B) of the 1934
Act. These requirements include clear identifi-
cation of the broker or dealer as the person
providing the brokerage services; clear physical
separation of deposit-taking activities from bro-
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kerage transactions; prohibition of bank employ-
ees’ receiving incentive compensation based on
brokerage transactions; limitation of bank
employees to clerical or ministerial functions
with respect to brokerage transactions; and spe-
cific disclosures and other requirements. Failure
by a bank to comply with these requirements
will not automatically require the bank to regis-
ter but brings into question the exemption of the
bank from the registration requirements of the
1934 Act.

Business cards for designated sales personnel
should clearly indicate that they sell nondeposit
investment products or, if applicable, are
employed by a broker—dealer.

The interagency statement was intended to
generally cover sales made to retail customers
in a bank’s lobby. However, some banks may
have an arrangement whereby retail customers
purchase nondeposit investment products at a
location generally confined to institutional ser-
vices (such as the corporate money desk). In
such cases, the banking institutions should still
ensure that retail customers receive the mini-
mum disclosures to minimize any possible cus-
tomer confusion about nondeposit investment
products and insured deposits.

2010.6.2.3.2 Hybrid Instruments and
Accounts

In cases in which a depository institution offers
accounts that link traditional bank deposits with
nondeposit investment products, such as a cash
management account,® the accounts should be
opened at the investment sales area by trained
personnel. In light of the hybrid characteristics
of these products, the opportunity for customer
confusion is amplified, so the depository institu-
tion must take special care in the account-
opening process to ensure that a customer is
accurately informed that—

e funds deposited into a sweep account will
only be FDIC-insured until they are swept
into a nondeposit investment product account
and

* customer-account statements may disclose
balances for both insured and nondeposit
product accounts.

8. A hybrid account may incorporate deposit and broker-
age services, credit/debit card features, and automated sweep
arrangements.

2010.6.2.4 Designation, Training, and
Supervision of Sales Personnel and
Personnel Making Referrals

2010.6.2.4.1 Hiring and Training of Sales
Personnel

Banking organizations hiring sales personnel for
nondeposit investment product programs should
investigate the backgrounds of prospective
employees. In cases in which candidates for
employment have previous investment industry
experience, the bank should check whether the
individual has been the subject of any disci-
plinary actions by securities, state, or other
regulators.

Unregistered bank sales personnel should
receive training that is the substantive equiva-
lent of that provided to personnel qualified to
sell securities as registered representatives.
Training should cover the areas of product
knowledge, trading practices, regulatory
requirements and restrictions, and customer-
protection issues. In addition, training programs
should cover the institution’s policies and proce-
dures regarding sales of nondeposit investment
products and should be conducted continually to
ensure that staff are kept abreast of new prod-
ucts and compliance issues.

Bank employees whose sales activities are
limited to mutual funds or variable annuities
should receive training equivalent to that ordi-
narily needed to pass FINRA’s Series 6 limited
representative examination, which typically
involves approximately 30 to 60 hours of prepa-
ration, including about 20 hours of classroom
training. Bank employees who are authorized to
sell additional investment products and securi-
ties should receive training that is appropriate to
pass the NYSE’s Series 7 general securities
representative examination, which typically
involves 160 to 250 hours of study, including at
least 40 hours of classroom training.

The training of third-party or dual employees
is the responsibility of the third party. When
entering into an agreement with a third party, a
banking organization should be satisfied that the
third party is able to train third-party and dual
employees about compliance with the minimum
disclosures and other requirements of the
interagency statement. The bank should obtain
and review copies of third-party training and
compliance materials in order to monitor the
third party’s performance regarding its training
obligations.
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2010.6.2.4.2 Training of Bank Personnel
Who Make Referrals

Bank employees, such as tellers and platform
personnel, who are not authorized to provide
investment advice, make investment recommen-
dations, or sell nondeposit investment products
but who may refer customers to authorized
nondeposit investment products sales personnel,
should receive training regarding the strict limi-
tations on their activities. In general, bank per-
sonnel who are not authorized to sell nondeposit
investment products are not permitted to dis-
cuss general or specific investment products,
prequalify prospective customers as to financial
status and investment history and objectives,
open new accounts, or take orders on a solicited
or unsolicited basis. Such personnel may con-
tact customers for the purposes of—

determining whether the customer wishes to
receive investment information;

inquiring whether the customer wishes to
discuss investments with an authorized sales
representative; and

arranging appointments to meet with autho-
rized bank sales personnel or third-party
broker—dealer registered sales personnel.

The minimum disclosure guidelines do not
apply to referrals made by personnel not autho-
rized to sell nondeposit investment products if
the referral does not provide investment advice,
identify specific investment products, or make
investment recommendations.

2010.6.2.4.3 Supervision of Personnel

Banking institution policies and procedures
should designate, by title or name, the indi-
viduals responsible for supervising nondeposit
investment product sales activities, as well as
referral activities initiated by bank employees
not authorized to sell these products. Personnel
assigned responsibility for management of sales
programs for these products should have super-
visory experience and training equivalent to that
required of a general securities principal as
required by the FINRA for broker—dealers.
Supervisory personnel should be responsible for
the institution’s compliance with policies and
procedures on nondeposit investment products,
applicable laws and regulations, and the inter-
agency statement. When sales of these products
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are conducted by a third party, supervisory per-
sonnel should be responsible for monitoring
compliance with the agreement between the
bank and the third party, as well as compliance
with the interagency statement, particularly the
guideline calling for nondeposit investment
product sales to be separate and distinct from
the deposit activities of the bank.

2010.6.2.5 Suitability and Sales Practices
2010.6.2.5.1 Suitability of

Recommendations

Suitability refers to the matching of customer
financial means and investment objectives with
a suitable product. If customers are placed into
unsuitable investments, the resulting loss of con-
sumer confidence could have detrimental effects
on an institution’s reputation. Many first-time
investors may not fully understand the risks
associated with nondeposit investment products
and may assume that the banking institution is
responsible for the preservation of the principal
of their investment.

Banking institutions that sell nondeposit
investment products directly to customers
should develop detailed policies and proce-
dures addressing the suitability of investment
recommendations and related record-keeping
requirements. Sales personnel who recommend
nondeposit investment products to customers
should have reasonable grounds for believing
that the products recommended are suitable
for the particular customer on the basis of infor-
mation provided by the customer. A reasonable
effort must be made to obtain, record, and
update information concerning the customer’s
financial profile (such as tax status, other
investments, income), investment objectives,
and other information necessary to make
recommendations.

In determining whether sales personnel are
meeting their suitability responsibilities, exam-
iners should review the practices for conform-
ance with the banking institution’s policies and
procedures. The examiner’s review should
include a sample of customer files to determine
the extent of customer information collected,
recorded, and updated (for subsequent pur-
chases), and whether investment recom-
mendations appear unsuitable in light of such
information.

Nondeposit investment product sales pro-
grams conducted by third-party broker—dealers
are subject to FINRA’s suitability and other
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sales-practice rules. To avoid duplicating
FINRA examination efforts, examiners should
rely on FINRA’s most recent sales-practice
review of the third party, when available. To
the extent that no such FINRA review has
been completed within the last two years,
Reserve Banks should consult with Board staff
to determine an appropriate examination scope
for suitability compliance before proceeding
further.

2010.6.2.5.2 Sales Practices

The banking organization should have policies
and procedures that address undesirable prac-
tices by sales personnel intended to generate
additional commission income through the
churning or switching of accounts from one
product to another.

2010.6.2.5.3 Customer Complaints

The banking organization should have policies
and procedures for handling customer com-
plaints related to nondeposit investment prod-
ucts. The process should provide for the record-
ing and tracking of all complaints and require
periodic reviews of complaints by compliance
personnel. The merits and circumstances of each
complaint (including all documentation relating
to the transaction) should be considered when
determining the proper form of resolution.
Reasonable timeframes should be established
for addressing complaints.

2010.6.2.6 Compensation

Incentive compensation programs specifically
related to the sale of nondeposit investment
products may include sales commissions, lim-
ited fees for referring prospective customers to
an authorized sales representative, and nonmon-
etary compensation (prizes, awards, and gifts).
Compensation that is paid by unaffiliated third
parties (such as mutual fund distributors) to
banking organization staff must be approved in
writing by bank management; be consistent with
the bank’s written internal code of conduct relat-
ing to the acceptance of remuneration from third
parties; and be consistent with the proscriptions
of the Bank Bribery Act (18 U.S.C. 215) and the
banking agencies’ implementing guidelines to
that act (see SR-87-36, dated October 30, 1987,
or 52 Federal Register 39,277, October 21,

1987). Compensation policies should establish
appropriate limits on the extent of compensation
that may be paid to banking organization staff
by unaffiliated third parties.

Incentive compensation programs must not
be structured in such a way as to result in
unsuitable investment recommendations or sales
to customers. In addition, if sales personnel sell
both deposit and nondeposit products, similar
financial incentives should be in place for sales
of both types of products. A compensation pro-
gram that offers significantly higher remunera-
tion for selling a specific product (for example,
a proprietary mutual fund) may be inappropriate
if it results in unsuitable recommendations to
customers. A compensation program that is
intended to provide remuneration for a group of
bank employees (such as a branch or depart-
ment) is permissible as long as the program is
based on the overall performance of the group
in meeting bank objectives regarding a broad
variety of bank services and products, and is not
based principally on the volume of sales on
nondeposit investment products.

Individual bank employees, such as tellers,
may receive a one-time nominal fee of a fixed
dollar amount for referring customers to autho-
rized sales personnel to discuss nondeposit
investment products. However, the payment of
the fee should not depend on whether the refer-
ral results in a transaction. Nonmonetary com-
pensation to bank employees for referrals should
be similarly structured.

Auditors and compliance personnel should
not participate in incentive compensation pro-
grams directly related to the results of non-
deposit investment product sales programs.

2010.6.2.7 Compliance

Institutions must develop and maintain written
policies and procedures that effectively monitor
and assess compliance with the interagency
statement and other applicable laws and regula-
tions and ensure appropriate follow-up to cor-
rect identified deficiencies. Compliance pro-
grams should be independent of sales activities
with respect to scheduling, compensation, and
performance evaluations. Compliance personnel
should periodically report compliance findings
to the institution’s board of directors or a desig-
nated committee of the board as part of the
board’s ongoing oversight of nondeposit invest-
ment product activities. Compliance personnel
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should have appropriate training and experience
with nondeposit investment product sales pro-
grams, applicable laws and regulations, and the
interagency statement.

Banking organizations should institute com-
pliance programs for nondeposit investment
products that are similar to those of securities
broker—dealers. This includes a review of new
accounts and a periodic review of transactions
in existing accounts to identify any potential
abusive practices, such as unsuitable recommen-
dations or churning or switching practices.
Compliance personnel should also oversee the
prompt resolution of customer complaints and
review complaint logs for questionable sales
practices. Compliance personnel should use
MIS reports on early redemptions and sales
patterns for specific sales representatives and
products to identify any potentially abusive
practices. In addition, referral activities of bank
personnel should be reviewed to ensure that
they are conducted in a manner that conforms to
the guidelines in the interagency statement.

When nondeposit investment products are
sold by third parties on bank premises, the
bank’s compliance program should provide for
oversight of the third party’s compliance with
its agreement with the bank, including conform-
ance to the disclosure and separate facilities
guidelines of the interagency statement. The
results of such oversight should be reported to
the board of directors or to a designated commit-
tee of the board. Management should promptly
obtain the third party’s commitment to correct
identified problems. Proper follow-up by the
bank’s compliance personnel should verify the
third party’s corrective actions.

2010.6.2.8 Audit

Audit personnel should be responsible for
assessing the effectiveness of the depository
institution’s compliance function and overall
management of the nondeposit investment prod-
uct sales program. The scope and frequency of
audit’s review of nondeposit investment product
activities will depend on the complexity and
sales volume of a sales program, and whether
there are any indications of potential or actual
problems. Audits should cover all of the issues
discussed in the interagency statement. Internal
audit staff should be familiar with nondeposit
investment products and receive ongoing train-
ing. Audit personnel should report their findings
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to the board of directors or a designated commit-
tee of the board, and proper follow-up should be
performed. Audit activities with respect to third
parties should include a review of their compli-
ance function and the effectiveness of the bank’s
oversight of the third party’s activities.

2010.6.2.9 Joint Interpretations of the
Interagency Statement

In response to a banking association’s inquiry,
the banking supervisory agencies issued on Sep-
tember 12, 1995, joint interpretations regarding
the February 1994 Interagency Statement on
Retail Sales of Nondeposit Investment Products
by banking and thrift organizations, previously
discussed. The agencies also authorized the use
of alternative abbreviated minimum disclosures
for advertisements. The alternative minimum
disclosures need not be made at all in certain
types of advertisements. The use of abbreviated
disclosures offers an optional alternative to the
longer disclosures prescribed by the interagency
statement.

2010.6.2.9.1 Disclosure Matters

The agencies agreed that there are limited situa-
tions in which the disclosure guidelines need
not apply or where a shorter logo format may be
used in lieu of the longer written disclosures
called for by the interagency statement.

The interagency statement disclosures do not
need to be provided in the following situations:

* radio broadcasts of 30 seconds or less

* electronic signs®

* signs, such as banners and posters, when used
only as location indicators

Additionally, third-party vendors not affili-
ated with the depository institution need not
make the interagency statement disclosures on
nondeposit investment product confirmations
and in account statements that may incidentally,
with a valid business purpose, contain the name
of the depository institution.

The banking agencies have been asked
whether shorter, logo-format disclosures may be
used in visual media, such as television broad-
casts, ATM screens, billboards, signs, and post-

9. “Electronic signs” may include billboard-type signs
that are electronic, time and temperature signs, and ticker-tape
signs. Electronic signs would not include media such as
television, online services, or ATMs.
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ers, and in written advertisements and promo-
tional materials, such as brochures. The text of
an acceptable logo-format disclosure would
include the following statements:

* not FDIC-insured
* no bank guarantee
* may lose value

The logo-format disclosures would be boxed,
set in boldface type, and displayed in a con-
spicuous manner. The full disclosures prescribed
by the interagency statement should continue to
be provided in written acknowledgment forms
that are signed by customers. An example of an
acceptable logo disclosure is—

NOT May lose
value

FDIC- No bank

INSURED guarantee

2010.6.2.9.2 Joint Interpretations on
Retail Sales of Nondeposit Investment
Products

The banking agencies’ joint statement also
addressed the following:

e Sales from lobby area presumed retail. Retail
sales include (but are not limited to) sales to
individuals by depository institution person-
nel or third-party personnel conducted in or
adjacent to a depository institution’s lobby
area. Sales activities occurring in another
location of a depository institution may also
be retail sales activities covered by the inter-
agency statement depending on the facts and
circumstances.

* Government or municipal securities dealers
or desks. Sales of government and muni-
cipal securities made in a depository institu-
tion’s dealer department that is located away
from the lobby area are not subject to the
interagency statement. Such departments are
already regulated by the banking agencies and
are subject to the statutory requirements for
registration of government and municipal
securities brokers and dealers. Further, such
brokers and dealers are subject to sales-
practice and other regulations of the Depart-

ment of the Treasury, the SEC, and designated
securities self-regulatory organizations.
Fiduciary accounts, affiliated trust com-
panies, and custodian accounts. The
interagency statement generally does not
apply to fiduciary accounts administered by a
depository institution. However, for fiduciary
accounts in which the customer directs invest-
ments, such as self-directed individual retire-
ment accounts, the disclosures prescribed by
the interagency statement should be provided.
Nevertheless, disclosures need not be made to
customers acting as professional money
managers. Fiduciary accounts administered by
an affiliated trust company on the depository
institution’s premises would be treated the
same way as the fiduciary accounts of the
institution.

With respect to custodian accounts main-

tained by a depository institution, the inter-
agency statement does not apply to traditional
custodial activities, for example, collecting
interest and dividend payments for securities
held in the accounts or handling the delivery
or collection of securities or funds in connec-
tion with a transaction.
Affiliated standalone broker—dealers. The
statement applies specifically to sales of non-
deposit investment products on the premises
of a depository institution, for example, when-
ever sales occur in the lobby area. The state-
ment also applies to sales activities of an
affiliated standalone broker—dealer resulting
from a referral of retail customers by the
depository institution to the broker—dealer.

2010.6.3 INSPECTION/EXAMINATION
OBJECTIVES

1. To determine that the banking organization
has taken appropriate measures to ensure that
retail customers clearly understand the differ-
ences between insured deposits and non-
deposit investment products and receive the
minimum disclosures both orally during sales
presentations (including telemarketing) and
in writing.

2. To assess the adequacy of the institution’s
policies and procedures, sales practices, and
oversight by management and the board of
directors to ensure an operating environment
that fosters customer protection in all facets
of the sales program.

3. To ensure that the sales program is con-
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ducted in a safe and sound manner that is in
compliance with the interagency statement,
Federal Reserve guidelines, regulations, and
applicable laws.

4. To assess the effectiveness of the institu-
tion’s compliance and audit programs for
nondeposit investment product operations.

5. To obtain commitments for corrective action
when policies, procedures, practices, or man-
agement oversight is deficient or the institu-
tion has failed to comply with the inter-
agency statement or applicable laws and
regulations.

2010.6.4 INSPECTION/EXAMINATION
PROCEDURES

2010.6.4.1 Scope of the Procedures

These procedures are based on the guidelines
outlined in the interagency statement. The
interagency statement applies to all banking
organizations, including state member banks
and the U.S. branches and agencies of foreign
banks supervised by the Federal Reserve.

These examination procedures are intended to
be used when examining a state member bank
(or a state-licensed U.S. branch or agency of a
foreign bank) that engages directly in the retail
sale of nondeposit investment products.

This set of examination procedures is also
meant to be used in conjunction with other
procedures in this manual when examining a
nonbank subsidiary that sells nondeposit invest-
ment products on bank premises. See the follow-
ing sections for related examination procedures:

¢ Section 3130.1: Section 4(c)(8) of the BHC
Act—Investment or Financial Advisers

¢ Section 3230.0: Section 4(c)(8) of the BHC
Act—Securities Brokerage

e Section 3600.27: Providing Administrative
and Certain Other Services to Mutual Funds

Program Management and Organization

1. Evaluate the institution’s structure and
reporting lines (legal and functional) for
its retail nondeposit investment products
operations. Determine whether retail sales
of nondeposit investment products are being
made directly by employees of the deposi-
tory institution or through an affiliated or
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unaffiliated third party. Identify the princi-
pals responsible for the management of the
nondeposit investment products sales pro-
gram. Review their backgrounds, qualifica-
tions, and tenure with the institution.

2. Determine the role of the board of directors
of each legal entity involved in the sale of
nondeposit investment products in authoriz-
ing and controlling nondeposit investment
products activities on bank premises. Evalu-
ate the adequacy of MIS reports relied on
by the board (or a designated committee)
and senior management to manage these
activities.

3. Describe the membership and responsibili-
ties of management or board committees
for nondeposit investment product retail
sales programs. Review the minutes main-
tained by these committees for information
related to the conduct of retail nondeposit
investment product sales programs.

4. Review and evaluate the institution’s poli-
cies and procedures, objectives, and budget
for nondeposit investment products activi-
ties. In so doing, consider the following:

a. who prepared the material

b. how it fits into the institution’s overall
strategic objectives

c. whether the goals and objectives are
realistic

d. whether actual results are routinely com-
pared to plans and budgets

5. Determine how policies and procedures for
nondeposit investment products activities
are developed and at what level in the insti-
tution they are formally approved. Review
the policies and procedures to see that they
are consistent with the interagency state-
ment and address the following matters:

a. disclosure and advertising
b. physical separation from deposit-taking
activities

. compliance programs and internal audit

d. hiring, training, supervision, and com-
pensation practices for sales staff and
personnel making referrals

e. types of products offered, selection
criteria

f. restrictions on a mutual fund’s use of

names similar or identical to that of the
bank holding company or its subsidiary
banks

. suitability and sales practices

. use of customer information

transactions with affiliated parties
j. role of third parties, if applicable
6. Determine how management oversees com-

o
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10. Determine whether the

pliance with the policies and procedures in
item 5.

7. Review the product selection and develop-

ment process to ensure that it considers
customer needs and investment objectives.

8. Determine if the depository institution is

covered by blanket bond insurance applica-
ble to nondeposit investment product retail
sales activities.

9. If the institution sells proprietary nonde-

posit investment products and performs

related back-office operations, review—

a. the work flow and position responsibili-
ties within the sales and operations func-
tion, and

b. available flow charts, job descriptions,
and policies and procedures.

After discussions with management,
conduct a walk-through, tracing the path
of a typical transaction. Evaluate the
effectiveness and efficiency of the work
flow and the overall operation.
institution has
established any contingency plans for han-
dling adverse events affecting nondeposit
investment product programs, such as a
sudden market downturn or period of heavy
redemptions.

11. Review the institution’s earnings and evalu-

ate the—

a. profitability of nondeposit investment
products activities, including any invest-
ment advisory fees it may receive, and

b. income and expense from the sales,
investment advisory, and proprietary
fund management activities related to
nondeposit investment products, as a
percentage of non-interest income and
expense.

Disclosures and Advertising

The interagency statement identifies certain
minimum disclosures that must be made to cus-
tomers. The disclosures must state that non-
deposit investment products—

are not insured by the FDIC;

are not deposits or other obligations of the
institution and are not guaranteed by the insti-
tution; and

are subject to investment risks, including the
possible loss of the principal invested.

12. Determine whether the minimum disclo-

sures are being provided orally to custom-
ers during sales presentations (including

13.

14.

15.

telemarketing contacts) or when giving
investment advice on specific investment
products.

Determine if the customer-account agree-
ment (or a separate disclosure form)
presents the minimum disclosures clearly
and conspicuously. The disclosures should
be prominent (highlighted through bold-
ing, boxes, or a larger typeface) and should
be located on the front of the customer-
account agreement or adjacent to the cus-
tomer signature block.

Determine whether customers sign an
acknowledgment that they have received
and understand the minimum disclosures.
The acknowledgment can be on the
customer-account agreement or it can be on
a separate disclosure form. Determine if
customers who opened accounts before the
interagency statement was issued receive
the written minimum disclosures and
acknowledge receipt at the time of their
next transaction. Review a sample of cus-
tomer accounts to determine whether cus-
tomers received the minimum oral and
written disclosures.

When sales confirmations or account state-
ments provided by the bank or an affiliate
bear the name or logo of the bank or an
affiliate, determine whether the minimum
disclosures are conspicuously displayed on
the front of the documents.

. Review advertisements and promotional

material that identify specific nondeposit
investment products to determine whether
they conspicuously display the minimum
disclosures or the abbreviated logo-format
disclosures. Any materials that contain
information about insured deposits and non-
deposit investment products should clearly
segregate the information about investment
products from the information about
deposits.

. Review telemarketing material used to

solicit new business. To the extent that

employees identify specific products, seek

customer investment objectives, make
investment recommendations, or give
investment advice, determine whether—

a. the minimum disclosures are included in
the script;

b. bank employees engaged in telemarket-
ing activities are authorized by the bank
to recommend or sell nondeposit invest-
ment products, and whether their train-
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18.

19.

20.

ing is the substantive equivalent of that
required for securities registered repre-
sentatives; and
c. the material contains any statements that
may be misleading or confusing to cus-
tomers regarding the uninsured nature of
nondeposit investment products.
When nondeposit investment products are
sold by employees of an affiliated broker—
dealer, determine if any written or oral rep-
resentations concerning insurance coverage
provided by SIPC, a state insurance fund, or
a private insurance company are clear and
accurate and do not suggest that they are the
substantive equivalent to FDIC insurance
available for certain deposit products.
When the bank or its bank holding com-
pany (or affiliate) acts as an investment
adviser to or has some other material rela-
tionship with a mutual fund whose shares
are sold by the bank, determine whether—
a. oral and written disclosure of the rela-
tionship is made before the purchase of
the shares;
b. bank-advised mutual funds do not have
names identical to the bank’s;
c. bank-advised mutual funds with names
similar to the bank’s are sold pursuant to
a sales program designed to minimize
the risk of customer confusion; and
d. mutual funds advised by bank holding
companies do not have names identical
to, similar to, or a variation of the name
of the holding company or its subsidiary
bank.
Determine whether disclosure of any sales
charges, fees, penalties, or surrender
charges relating to nondeposit investment
products is made orally and in writing
before the purchase of these products.

Third-Party Agreements

21.

When sales of nondeposit investment prod-

ucts are conducted by employees or repre-

sentatives of a third party, review all con-

tractual agreements between the bank and

the third party to determine whether they

cover the following:

a. duties and responsibilities of each party

b. third-party compliance with all applica-
ble laws and regulations and the inter-
agency statement

c. authorization for the institution to over-
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22.

23.

see and verify compliance by the third
party

d. provision for access to relevant records
to the appropriate bank supervisory
authorities

e. written employment contracts for dual
employees
f. indemnification of the institution by the
third party for the conduct of its employ-
ees in connection with nondeposit
investment product sales activities
g. policies regarding the use of confidential
customer information for any purpose in
connection with sales of nondeposit
investment products.
Obtain and review the most recent FINRA
examination results for the third party from
the bank or the third-party broker—dealer.
Also obtain and review examination-related
correspondence and any disciplinary mat-
ters between the broker—dealer and the
FINRA or SEC. Review the institution’s
progress in addressing any investment rec-
ommendations or deficiencies noted in the
examination results or other material.
Where any retail sales facilities of the insti-
tution are leased to an affiliated third party
that sells nondeposit investment products—
a. assess whether the lease was negotiated
on an arm’s-length basis and on terms
comparable to similar lease agreements
in the local market and
b. review any intercompany relationships
for compliance with sections 23A and
23B of the Federal Reserve Act.

Settings and Circumstances

24.

Determine whether the sale of nondeposit
investment products is conducted in a
physical location distinct from deposit-
taking activities of the bank. In so doing—
a. verify that nondeposit investment prod-
ucts are not sold from teller windows;

b. determine if signs or other means are
used to distinguish the nondeposit
investment products sales area from the
retail deposit-taking area of the
institution; and

c. determine whether space limitations pre-
clude having a separate investment-
products sales area. If so, note how the
institution clearly distinguishes nonde-
posit investment products from insured
bank products or obligations.
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Qualifications and Training

25.

26.

217.

28.

29.

Determine whether employees of a
depository institution are providing invest-
ment advice, making investment recom-
mendations, or selling nondeposit invest-
ment products directly to retail customers.
If so, determine whether—

a. the depository institution has performed
background checks and

b. sales personnel have received training
that is the substantive equivalent to
that provided to a securities registered
representative.

Review the training program provided to

employees of the depository institution who

are authorized to provide investment
advice, make investment recommendations,
or sell nondeposit investment products.

Assess whether the program addresses the

following subject matters:

a. general overview of U.S. financial
markets

b. detailed information concerning specific
product lines being offered for sale

c. generally accepted trading practices for
the products available for sale

d. general overview of federal securities
laws and regulations (antifraud and
disclosure)

e. banking regulations and guidelines appli-
cable to sales activities (such as anti-
tying prohibitions, the interagency state-
ment, supervisory letters on sales of
specific investment products, etc.)

f. policies and procedures specific to the
institution

g. appropriate sales practices, including
suitability of investment recommenda-
tions and disclosure obligations

h. appropriate use of customer lists and
confidential customer information

Determine whether the institution has any

continuing-education program or periodic

seminars on new products or compliance.

Determine whether supervisors of bank

sales personnel receive special training

pertaining to their supervisory responsibili-
ties that is the substantive equivalent of
training required for supervisors (General

Securities Principals) of registered

representatives.

Review the training of bank employees who

are not authorized to sell nondeposit invest-

ment products but who make referrals, such
as tellers, customer service representatives,
and others. In so doing, determine whether
such employees have been provided train-

ing in appropriate referral practices, includ-
ing the limits on their activities.

Suitability and Sales Practices

The following procedures on suitability and
sales practices are applicable when conducting
an examination of a depository institution whose
employees offer investment advice, make
investment recommendations, or sell nondeposit
investment products. Examinations involving
registered broker—dealers should rely on the
FINRA’s review of sales practices or its exami-
nation to assess the organization’s compliance
with suitability requirements.

30. Determine whether depository institution
personnel recommend nondeposit invest-
ment products to customers. If so, deter-

mine whether sales personnel obtain,
record, and update the following
information:

a. age

b. tax status
¢. current investments and overall financial
profile, including an estimate of net

worth*
d. investment objectives*
e. other personal information deemed

necessary to offer reasonable investment
advice*

31. Review a representative sample of cus-
tomer accounts that were opened at several
different branch locations. Assess whether
customer suitability information is obtained
and whether investments appear unsuitable
in light of such information.

32. Review customer complaints involving suit-
ability of investment recommendations.
Determine whether the bank’s original rec-
ommendations appear unsuitable in the con-
text of the information available at the time
of sale. Note how suitability complaints are
resolved.

Compensation

33. If employees of the depository institution
provide investment advice, make invest-
ment recommendations, or sell nondeposit

*Not necessary when money market mutual funds are
being recommended.

July 2008
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34.

35.

investment products, determine whether—
a. any incentive compensation plan avail-
able to nondeposit investment product
sales personnel strongly favors propri-
etary or other specific products; if so,
determine how the institution ensures
that customers are not placed into unsuit-
able investments, and
b. compliance and audit personnel are
excluded from incentive compensation
programs directly related to the results of
nondeposit investment product sales.
Determine whether fees paid to bank
employees for referrals to depository insti-
tution sales personnel or third-party sales
staff are based on a one-time, nominal fee
of a fixed dollar amount and are not depen-
dent on a successful sale.
Determine if the bank’s compensation poli-
cies address remuneration of bank employ-
ees by third parties and if these policies are
incorporated into the bank’s code of con-
duct. In so doing, determine whether the
bank’s policies were approved by the board
of directors and are consistent with the pro-
scriptions of the Bank Bribery Act and the
interagency guidelines adopted thereunder.

Compliance and Audit

36.

37.

Review and assess the depository institu-

tion’s compliance program for nondeposit

investment product sales activities. In so

doing, consider the following:

a. frequency and scope

b. workpapers

c. degree of independence from the sales
program

d. follow-up on material findings

e. centralization of findings from all com-
pliance areas

f. role of the board of directors in review-
ing findings

Review the criteria used to evaluate bank

sales personnel for compliance with the
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38.

39.

40.

41.

42.

43.

44.

institution’s policies and procedures, spe-
cifically those policies relating to disclosure
and suitability.
Determine whether compliance personnel
approve or review new accounts, periodi-
cally review transactions in accounts, and
review sales and referral activities of bank
personnel.
Review the customer complaint process and
the associated complaint log to determine if
complaints are addressed on a timely basis.
Review progress in addressing identified
compliance problems.
Evaluate the experience, training, and quali-
fications of compliance personnel.
Review the scope of audits and determine
if the following areas were adequately
addressed:
a. disclosure and advertising
b. physical separation of nondeposit
investment product sales activities
. compliance
. sales practices and suitability
. product selection and development
use of confidential customer information
by bank and third-party sales personnel
g. third-party compliance with its agree-
ment with the institution
h. personnel training and background
checks
i. operations (clearing, cash receipts and
disbursements, accounting, redemptions,
etc.), if applicable
Obtain all internal and external audit reports
regarding the institution’s nondeposit
investment product activities performed
over the past year (including management’s
responses). Review for exceptions, recom-
mendations, and follow-up actions. Ascer-
tain if significant exceptions were presented
to the institution’s audit committee or board
of directors for their review.
For external audits, obtain a copy of the
engagement letter and comment on the
adequacy of the firm’s audit review.
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Supervision of Subsidiaries (Sharing of Facilities and Staff
by Banking Organizations) Section 2010.

A banking organization should be able to readilyother entities, particularly in shared facilities,
determine for which entity within the bank hold-the staff's responsibilities should be clearly
ing company an individual is employed, anddefined and, when appropriate, disclosed o
members of a banking organization’s staff mustmade clear to customers and the public in ger
be able to identify which subsidiary of the hold-eral. This procedure clarifies for both the public
ing company employs them. The distinction isand the regulators for which entity officials or
important because complex banking organizeemployees are carrying out their duties anc
tions must take steps to ensure that their officialeesponsibilities. Also, this clarifies whether an
and employees have both the corporate arghtity is operating within the scope of its char-
legal authority to carry out their duties, andter, license, or other legal restrictions. Finally, &
because the organization's personnel shouldanking organization should establish and main
only be performing activities that are permittedtain appropriate internal controls designed ftc
by law to be carried out by the holding companyensure the separation of the functions of th

or its particular subsidiaries. legal entities, when required, as well as hav
an adequate audit program to monitor sucl
activities.

2010.8.1 IDENTIFICATION OF If officials and employees have responsibili-

FACILITIES AND STAFF ties for other offices or affiliates of the banking

organization, particularly those that share facili-
Generally, unless there are statutory restrictiortées, these responsibilities should be clearly
or the Federal Reserve or other regulators hawefined and, when appropriate, disclosed o
issued explicit written proscriptions, such asnade clear to customers and the public in ger
those concerning mutual fund sales on bankral. This procedure clarifies for which entity
premises, there is no fundamental legal prohibiemployees are carrying out their duties. Further
tion on the entities of a banking organizationmore, in establishing employee responsibilities
sharing or using unmarked contiguous facilitiesnanagement should ensure that they are withi
and, in some instances, sharing officials anthe scope of the entity’s license or charter.
employees. There are, however, concerns about
safety and soundness and conflicts of interest.
These may arise when a banking organizatiod010.8.2 EXAMINER GUIDANCE ON
does not take appropriate actions to define afSHARING FACILITIES AND STAFF
differentiate the functions and responsibilities of
each of its entities and staff. Examiners should continue to be fully aware of
Good corporate governance requires that #ne issues and potential problems involved ir
banking organization be able to readily identifythe sharing of staff and the sharing or use o
the authority and responsibilities of its officialsunmarked contiguous facilities by the different
and employees at each of its entities, especialgntities of a banking organization with varied
where the entities share facilities or use contiguactivities. At a minimum, examiners should
ous offices that are not clearly marked to indicheck to see that a banking organization main
cate the identity of the different entities. This istains clear records indicating the duties anc
necessary to ensure that— responsibilities of the officials and employees a
each of its entities. They should also take step
1. an official or employee who makes a com+to check whether, in situations when an officia
mitment to a counterparty on behalf of theor employee may perform duties for more thar
organization has both the corporate and legaine entity in a shared facility, the banking orga-
authority to do so, nization has adequate policies and controls i
2. the counterparty understands with whom it iplace to ensure that its staff have the corporat
dealing, and and legal capacity to commit the organization tc
3. each entity is in compliance with any legalits counterparties and that the duties are carrie
restrictions under which it operates. out in conformance with the statutory restric-
tions applicable to each of the entities. Se
To accomplish the goal of ready identifica-SR-95-34 (SUP).
tion, a banking organization should maintain
well-defined job descriptions for each category
of its staff at each entity. When officials andBHC Supervision Manual December 2000
employees of one entity have responsibilities for Page 1




Supervision of Subsidiaries
(Required Absences from Sensitive Positions)  Section 201

One of the many basic tenets of internal controhssessment should consider all employees, b
is that a banking organization (bank holdingshould focus more on those with authority to
company, state member bank, and foreign banlexecute transactions, signing authority ant
ing organization) needs to ensure that itaccess to the books and records of the bankir
employees in sensitive positions are absent fromrganization, as well as those employees wh
their duties for a minimum of two consecutivecan influence or cause such activities to occul
weeks. Such a requirement enhances the viablRarticular attention should be paid to area
ity of a sound internal control environmentengaged in trading and wire-transfer operations
because most frauds or embezzlements requiicluding personnel who may have reconcilia-
the continuous presence of the wrongdoer. tion or other back-office responsibilities.

In brief, this section contains a statement After producing a profile of high-risk areas
emphasizing the need for banking organizationand activities, it would be expected that a mini-
to conduct an assessment of significant risknum absence of two consecutive weeks pe
areas before developing a policy on requiregear be required of employees in sensitive pos|
absences from sensitive positions. After makingions. The prescribed period of absence shoulc
this assessment, the organization should requiteder all circumstances, be sufficient to allow
that employees in sensitive key positions, suchll pending transactions to clear and to provide
as trading and wire transfer, not be allowed tdor an independent monitoring of the trans-
transact or otherwise carry out, either physicallyactions that the absent employee is responsib
or through electronic access, their assignetbr initiating or processing. This practice could
duties for a minimum of two consecutive weekse implemented through a requirement tha
per year. The prescribed period of absencaffected employees take vacation or leave, th
should, under all circumstances, be sufficient tootation of assignments in lieu of required vaca
allow all pending transactions to clear. It shouldion, or a combination of both so the prescribec
also require that an individual's daily work belevel of absence is attained. Some banking orge
processed by another employee during thaizations, particularly smaller ones, might con-
employee’s absence. sider compensating controls such as continuot

rotation of assignments in lieu of required

absences to avoid placing an undue burden c
2010.9.1 STATEMENT ON REQUIRED the banking organization or its employees.
ABSENCES FROM SENSITIVE For the policy to be effective, individuals
POSITIONS having electronic access to systems and recort

from remote locations must be denied this
A comprehensive system of internal controls issccess during their absence. Similarly, indirec
essential for a financial institution to safeguardiccess can be controlled by not allowing other
its assets and capital, and to avoid undue reputte take and carry out instructions from the
tional and legal risk. Senior management isbsent employee. Of primary importance is th
responsible for establishing an appropriate sysequirement that an individual’s daily work be
tem of internal controls and monitoring compli-processed by another employee during his c
ance with that system. Although no single conher absence; this process is essential to bring
trol element should be relied on to prevent fraudhe forefront any unusual activity of the absen
and abuse, these acts are more easily perpetratployee.
when proper segregation and rotation of duties Exceptions to the required-absence polic)
do not exist. As a result, the Federal Reserve imay be necessary from time to time. However
reemphasizing the following prudent bankingmanagement should exercise the appropria
practices that should be incorporated into aiscretion and properly document any waivers
banking organization’s internal control proce-that are granted. Internal auditing should be
dures. These practices are designed to enhantede aware of individuals who receive waivers
the viability of a sound internal control environ-and the circumstances necessitating th
ment, as most internal frauds or embezzlemenesxceptions.
necessitate the constant presence of the offenderlf a banking organization’s internal control
to prevent the detection of illegal activities. procedures do not now include the above prac

When developing comprehensive internatices, they should be promptly amended. Aftel
control procedures, each banking organization
should first make a critical assessment of itBHC Supervision Manual December 1998
significant areas and sensitive positions. This Page 1




Supervision of Subsidiaries (Required Absences from Sensitive Positions)

the procedures have been enhanced, they sho@d Ascertain if employees assigned to sensitive

be disseminated to all employees, and the docu-
mentation regarding their receipt and acknowl-

edgment maintained. Additionally, adherence to

the procedures should be included in the appro-
priate audit schedules, and the auditors should
be cognizant of potential electronic access or
other circumventing opportunities.

The development and implementation of pro3.
cedures on required absences from sensitive
positions is just one element of an adequate
control environment. Each banking organization
should take all measures to establish appropriate
policies, limits, and verification procedures for
an effective overall risk-management system.

4,

2010.9.2 INSPECTION OBJECTIVES

1. To determine whether a critical assessmerit

has been performed of a banking organiza-

tion’s significant areas and sensitive posi-
tions.

. To ascertain that sound internal controls
exist, including policies and procedures that
provide assurances that employees in sensi-
tive positions are absent from their duties for
a minimum of two consecutive weeks per
year.

. To ascertain whether the banking organizeé.
tion has taken all measures to establish
appropriate policies, limits, and verification
procedures for an effective overall risk-
management system. 7.

. To establish that the appropriate audit sched-
ules and the audits include a review of mini-
mum absence policies and procedures,
including potential electronic access or other
circumventing actions by employees.

2010.9.3 INSPECTION PROCEDURES
1. Determine that a profile of high-risk areas

and activities is performed on a regular peri-
odic basis.

BHC Supervision Manual December 1998
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positions are required to be absent for a

minimum of two weeks per year while—

a. pending sensitive transactions are moni-

tored while they clear, and

b. daily work is monitored and processed by

another employee during the regularly
assigned employee’s absence.

Determine if required internal control proce-

dures for minimum absences (for example,

rotation of assignments, vacation or leave, or

a combination of both) are being used in

sensitive operations such as trading, trust,

wire transfer, reconciliation, or other sensi-
tive back-office responsibilities.

Ascertain if appropriate policies, limits, and

verification procedures have been established

and maintained for an effective overall risk-
managment system.

Determine whether

organization—

a. prohibits others from taking and carry-
ing out instructions from the absent
employees, and

. prevents remote electronic access to sys-
tems and records involving sensitive trans-
actions during the regularly assigned
employee’s required minimum two-week
absence.

Ascertain that the banking organization

documents waivers from the two-week mini-

mum absence policies and procedures
involving sensitive positions.

Determine that the appropriate audit sched-

ules and the audits include a review of such

procedures, including potential electronic
access or other circumventing actions by
employees.

the banking

2010.9



Supervision of Subsidiaries
(Internal Loan Review) Section 2010.11

Internal loan review is an activity which pro- age. The process should also tie problem loar
vides management with information about theor technical exceptions to the particular loar
quality of loans and effectiveness of a bankingfficer to allow senior management to evaluate
organization’s lending policies and proceduresindividual performance. Loans should be
The objectives of loan-review procedures are toeviewed shortly after origination to determine
identify, in a timely manner, existing or emerg-their initial quality, technical exceptions, and
ing credit-quality problems and to determinecompliance with written loan policies. Reason-
whether internal lending policies are beingable frequency guidelines should be set for nor
adhered to. mal reviews, with problem credits receiving spe-
The size and complexity of a bank holdingcial and more frequent analysis. An effective
company will dictate the need for and structurdoan-review procedure will incorporate an early
of internal loan review. One-bank holdingwarning system of “red flags,” such as over-
companies with no significant credit-extendingdrafts, adverse published reports, and deteriora
nonbank subsidiaries will normally establishing financial statements. Loan officers shoulc
internal loan-review procedures within the subalso be encouraged to inform the organization’
sidiary bank. In these cases, there is no need toternal loan-review unit of developing loan
evaluate the loan-review procedures during thproblems, and they should be discouraged fror
inspection. withholding problem loans or adverse informa-
For larger multibank companies or those witttion from the review process.
significant credit-extending nonbank subsidi- The loan-review process should be indepen
aries, internal loan review is usually centralizedlent of the loan-approval function, with written
at the parent company level. In some cases, fandings reported to a board or senior manage
centralized loan-review function could operatament committee that is not directly involved in
in the lead bank and cover all affiliates withinlending. Follow-up and monitoring of problem
the organization. However, since parent comeredits should be instituted. The loan officel
pany directors and senior management are ultshould be responsible for reporting on any cor
mately accountable for the organization’s asseective actions taken. The maintenance o
quality, an evaluation of the internal loan-reviewadequate internal controls within the lending
function should be conducted as part of therocess, in particular for loan review or credit
inspection process no matter where the operaudit, is critical for maintaining proper incen-
tions are technically located within the corpo-tives for banking organization staff to be rigor-
rate structure. Since a subsidiary bank’s primargus and disciplined in their credit-analysis anc
regulator will normally want to evaluate thelending decisions. A banking organization's
loan-review process as it relates to the respecredit analyses, loan terms and structures, crec
tive bank, a coordination of efforts would bedecisions, and internal rating assignments hay
appropriate. This should be handled on an alistorically been reviewed in detail by experi-
hoc basis, as deemed necessary by the holdiegiced and independent loan-review staff. Suc
company'’s examiner-in-charge, to avoid unnecloan reviews have provided both motivation for
essary duplication of efforts without com-better credit discipline within an institution
promising the independence of the appraisand greater comfort for examiners—and
process. management—that internal policies are bein
Internal loan-review procedures may takdollowed and that the banking organization con-
various forms, from senior officers’ review of tinues to adhere to sound lending practice.
junior-officer loans to the formation of an inde- For larger multibank organizations, loan-
pendent department staffed by loan-revieweview procedures are usually centralized an
analysts. An effective system will identify administered at the parent level, with loan-
deteriorations in credits, loans that do not comreview staff employed by the parent company
ply with written loan policies, and loans with In some cases, a centralized loan-review func
technical exceptions. tion may operate in the lead bank, covering al
The loan-review program should be delegatedther affiliates in the organization. The paren
to a qualified and adequate staff. The revieweompany directors and senior management a
should be systematic in scope and frequencwyltimately accountable for supervision of the
All related extensions of credit should be identi-entire organization’s asset quality. Therefore, i
fied and analyzed together. A minimum credit
size should be established that allows for aBHC Supervision Manual December 1999
efficient review while providing adequate cover- Page 1
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should be the System’s responsibility to evaluwill normally function within the subsidiary
ate top management'’s loan-review policies anank and be supervised by bank directors and
procedures as they relate to the subsidiariemyanagement.

both bank and nonbank, no matter where the

function is technically established within the

corporate structure. The holding compan
examiner-in-charge should attempt to coordi)?()]'o'lo‘l INSPECTION OBJECTIVES

nate efforts and cooperate with the respectivg . . .
o - : . Review the operations of the bank holdin
banks’ primary supervisors to avoid unneces- company to dF()etermine whether there is a?q

sary duplication, without compromising the internal loan-review proaram. If not. one
independence of the appraisal process. ) program. ’
. . . . should be implemented.

During faV(_)rabIe economic and flnanC|aI2_ Determine whether the loan-review program
markets, relatively low levels of problem loans is independent from the loan-approval
and credit losses may increase pressure within function
banking organizations to reduce the resources Determi.ne if the loan-review staff is suffi-
committed to loan-review functions. These " ciently qualified and whether its size is
reductions may include a reduction in staff, adequate
more Iim!ted portfoli_o_ coverage, and less thor, Determiné whether the scope and frequency
ough reviews of individual loans. Undoubtedly, of the loan-review procedure is adequate to
some useful efficiencies may be gained by

reducing loan-review resources, but some bank- ensure that problems are being identified.
ing organizations may reduce' the scope an%‘ Determine that flndlngs from the loan-review
depth of loan-review activities beyond levels process are being properly reported and
) receive adequate follow-up attention.
that are prudent over the longer horizon. If
reduced too far, the integrity of the lending
process and the discipline of identifying unreal-
istic assumptions and discerning problem 10an2010.10.2 INSPECTION PROCEDURES
in a timely fashion may deteriorate. This may be
especially true when a large proportion of lend4. Review the holding company’s operations to
ers may not have had direct lending experience determine what types of internal loan-review
during a credit cycle when there was an procedures are being performed and whether
economic and financial market downturn. See an internal loan-review program exists.
SR-99-23. 2. If no internal loan-review program exists,
If supervisors and examiners find that there determine whether the size, complexity, and
are weaknesses in the internal loan-review func- financial condition of the organization war-
tion and in activities or other internal control  rants implementation of a formal loan-review
and risk-management processes (for example, process.
staff turnover, failure to commit sufficient 3. Review the organizational structure of the
resources, inadequate adherence to establishedloan-review function to ensure its indepen-
internal controls, or inadequate training), such dence from the loan-approval processes.
findings should be discussed with the seniof. Review the reporting process for internal
management of the parent bank holding com- loan-review findings to determine whether a
pany or other management at a corporate-wide director committee or independent senior
level and, if determined to be a major concern, management committee is being appropri-
presented as comments on the “Examiner's ately advised of the findings. Determine
Comments and Matters Requiring Special Board whether adequate follow-up procedures are
Attention” core page. Findings that could ad- in place.
versely affect affiliated insured depository insti-5. Through loan reviews, transaction testing,
tutions should be conveyed to the primary fed- and discussions with loan-review manage-
eral or state supervisor of the insured institution. ment, evaluate the quality, effectiveness and
Those findings should also be considered when adequacy of the internal loan-review staff
assigning supervisory ratings. and internal controls in relation to the organi-
Shell one-bank holding companies will not  zation’s size and complexity.
have or need a loan-review program emanatin@ Review the operation of the loan-review pro-

from the parent company level. Loan review cess to identify the method for selecting
loans and the manner in which they are ana-

BHC Supervision Manual December 1999 lyzed and graded. Determine whether these
Page 2 procedures are adequate.




Internal Loan Review 2010.10

7. Determine if loan-review activities or other ment and report those findings on the core
internal control and risk-management pro- page 1, “Examiner's Comments and Matters
cesses have been weakened by turnover of Requiring Special Board Attention.”
internal loan-review staff; a failure to com-8. Determine what type of “early warning”
mit sufficient resources; inadequate internal system is in place and whether it is adequate
controls; inadequate training; or the absenc®. Determine how the scope and frequency o
of other adequate systems, resources, or con- the review procedure is established anc
trols. If such significant findings are found, whether this provides adequate coverage.
discuss those concerns with senior manage-

BHC Supervision Manual December 1999
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Supervision of Subsidiaries (Private-Banking

Functions and Activities) Section 2010.1
WHAT'S NEW IN THIS REVISED private-banking activities is (1) to evaluate man-
SECTION agement’s ability to measure and control the

risks associated with such activities and (2) tc

Effective January 2006, this section has beedetermine if the proper internal control and audi
revised to incorporate the statutory require-infrastructures are in place to support effective
ments of the USA Patriot Act. The requirementsompliance with relevant laws and regulations
of the USA Patriot Act are designed to preventin this regard, the supervisors may determin
detect, and prosecute money laundering anthat certain risks have not been identified o
terrorist financing. For banking organizations, adequately managed by the institution, a poter
the act’s provisions are implemented througttially unsafe and unsound banking practice.
regulations issued by the U.S. Department of the Private-banking functions may be performec
Treasury (31 C.ER. 103). Section 326 of thén a specific department of a commercial banl
Patriot Act (codified in the Bank Secrecy Actor nonbank subsidiary of a commercial bank, ¢
(BSA) at 31 U.S.C. 5318(l)) requires financialbank holding company (including a financial
institutions to have customer identification pro-holding company), an Edge corporation or its
grams, that is, programs to collect and maintainforeign subsidiaries, a branch or agency of :
certain records and documentation on customforeign banking organization, or within multiple
ers. Institutions are to develop and use identityareas of an institution. Private banking may be
verification procedures to ensure the identity ofhe sole business of an institution. Regardless ¢
their customers. Bank holding companies, as aow an institution is organized or where it is
matter of safety and soundness, should takecated, the results of the private-banking
appropriate measures to ensure that their finanreview should be reflected in the entity’s overall
cial institution subsidiaries are in compliance supervisory assessmeént.
with the customer identification program (CIP) This section provides examiners with guid-
rule. ance for reviewing private-banking activities at

The CIP rule for banks (see 31 C.ER.all types and sizes of banking organizations
103.121) applies only to a bank, not to a bankncluding financial institutions. It is intended to
holding company solely because it owns a banlsupplement, not replace, existing guidance o
Also, a nonbank subsidiary of a bank holdingthe inspection or examination of private-banking
company is not subject to the CIP rule for banksctivities and to broaden the examiner’s review
solely as a result of being affiliated with a bankof general risk-management policies and prac
in a holding company structure. Even thougttices governing private-banking activities. In
this rule is not applicable to bank holding com-addition to providing an overview of private
panies and their nonbank subsidiaries (or tobanking, the general types of customers, and tt
savings and loan holding companies and theivarious products and services typically pro-
non-savings association subsidiaries), bankided, the “Functional Review” subsection
holding companies should, as a matter of safetglescribes the critical functions that constitute ¢
and soundness, take appropriate measurgwrivate-banking operation and identifies certair
throughout the organization to ensure that eaclsafe and sound banking practices. These critic:
of their entities is in compliance with any appli- functions are supervision and organization, risl
cable CIP rule. New accounts must receivananagement, fiduciary standards, operation:
appropriate due diligence, and a holding com-controls, management information systems
pany should generally protect the consolidatedwudit, and compliance. Included in the risk-
organization from any risks associated with
money laundering and financial crime. The bank 1. Throughout this section, the word institution will be
holding company may still be subject to othetsed to mean all types of banking organizations, including

CIP rules if it has ownership in a functionally Pank holding companies, their bank and other financial institu
tion subsidiaries, nonbank subsidiaries, and those entitie

regulated entity, for example, a securities,norized to operate under section 4(k) of the Bank Holding
broker-dealer. (See 31 C.ER. 103.22) Company Act. Institution also includes branches and agencie
of foreign banks and any other types of financial institutions
and entities supervised by the Federal Reserve System. TI
term “board of directors” will be interchangeable with refer-
2010.11.1 OVERVIEW OF PRIVATE ences to the “senior management” of bra?mhes and agenci
BANKING AND ITS ASSOCIATED of foreign banks.
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management portion is a discussion of the basic
“ customer-due-diligence” (CDD) principle that
is the foundation for the safe and sound opera-
tion of a private-banking business. The “ Prepa-
ration for Inspection” subsection assists in
defining the inspection scope and provides alist
of core requests to be made in the first-day
letter. Additional inspection and examination
guidance can be found in this manual, the Fed-
eral Financial Institutions Examination Coun-
cil’s (FFIEC) Bank Secrecy Act/Anti—-Money
Laundering (BSA/AML) Examination Manual
(see SR-05-12), the Federa Reserve System’s
Trust Examination Manual and its Trading and
Capital-Markets Activities Manual, and in the
FFIEC's Information Technology Examination
Handbook.

In reviewing specific functional and product-
inspection procedures (as found in the private-
banking activities module that is part of the
framework for risk-focused supervision of large
complex institutions), all aspects of the private-
banking review should be coordinated with the
rest of the inspection to eliminate unnecessary
duplication of effort. Furthermore, this section
has introduced the review of trust activities and
fiduciary services, critical components of most
private-banking operations, as part of the over-
all private-banking review. Although the prod-
uct nature of these activities differs from that of
products generated by other banking activities,
such as lending and deposit taking, the func-
tional components of private banking (supervi-
sion and organization, risk management, opera-
tional controls and management information
systems, audit, compliance, and financia
condition/business profile) should be reviewed
across product lines.

Private banking offers the personal and dis-
crete delivery of a wide variety of financia
services and products to an affluent market,
primarily to high net worth individuals and their
corporate interests. A private-banking operation
typically offers its customers an all-inclusive
money-management  relationship, including
investment portfolio management, financial-
planning advice, offshore facilities, custodia
services, funds transfer, lending services, over-
draft privileges, hold mail, letter-of-credit
financing, and bill-paying services. Asthe afflu-
ent market grows, both in the United States and
globally, competition to serve it is becoming
more intense. Consequently, the private-banking
marketplace includes banks, nonbanks, and
other types of banking organizations and finan-
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cia ingtitutions. Private-banking products, ser-
vices, technologies, and distribution channels
are till evolving. A range of private-banking
products and services may be offered to custom-
ersthroughout an institution’s global network of
affiliated entities—including branches, subsidi-
aries, and representative offices—in many dif-
ferent regions of the world, including offshore
secrecy jurisdictions.

Typically, private-banking customers are high
net worth individuals or institutional investors
who have minimum investible assets of $1 mil-
lion or more. Institutions often differentiate
domestic from international private banking,
and they may further segregate the international
function on the basis of the geographic location
of their international client base. International
private-banking clients may be wealthy indi-
viduals who live in politically unstable nations
and are seeking a safe haven for their capital.
Therefore, obtaining detailed background infor-
mation and documentation about the interna-
tional client may be more difficult than it
is for the domestic customer. Private-banking
accounts may, for example, be opened in the
name of an individual, a commercial business, a
law firm, an investment adviser, a trust, a per-
sonal investment company (PIC), or an offshore
mutual fund.

In 2001, the USA Patriot Act (the Patriot Act)
established new and enhanced measures to pre-
vent, detect, and prosecute money laundering
and terrorist financing. In general, these mea-
sures were enacted through amendments to the
Bank Secrecy Act (BSA). The measures directly
affecting banking organizations are imple-
mented primarily through regulations issued by
the U.S. Department of the Treasury (31 C.FR.
103).2 Section 326 of the Patriot Act (see the
BSA at 31 U.S.C. 5318(l)) requires financial
institutions (such as banks, savings associations,
trust companies, and credit unions) to have cus-
tomer identification programs that include mea-
sures to—

1. require that certain information be obtained
at account opening (for individuals, theinfor-
mation would generally include their name,
address, tax identification number, and date
of birth);

2. For banking organizations, the regulation implementing
the requirements of section 326 of the Patriot Act was jointly
issued by the U.S. Department of the Treasury, through the
Financial Crimes Enforcement Network (FinCEN), and the
Board of Governors of the Federal Reserve System, the Office
of the Comptroller of the Currency, the Federa Deposit
Insurance Corporation, the Office of Thrift Supervision, and
the National Credit Union Administration.
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2. verify the identity of new account holders
within a reasonable time period,;

3. ensure that a banking organization has a rea-
sonable belief that it knows each customer’s
identity;

4. maintain records of the information used to
verify a person’sidentity; and

5. compare the names of hew customers against
government lists of known or suspected ter-
rorists or terrorist organizations.

A customer identification program is an impor-
tant component of afinancia institution’s over-
all anti-money-laundering and BSA compliance
program.

SR-04-13 disseminated the interagency BSA
examination procedures that should be used to
evaluate banking organizations' compliance
with the regulation. The scope of the examina-
tion or inspection can be tailored to the relia-
bility of the banking organization’s compliance-
management system and to the level of risk that
the organization assumes. Relevant interagency
guidance (in a freguently-asked-question for-
mat) has been issued to address the customer
identification program rules. (See SR-05-9.)

Private-banking accounts are usually gener-
ated on areferral basis. Every client of aprivate-
banking operation is assigned a salesperson or
marketer, commonly known as a relationship
manager (RM), as the primary point of contact
with the ingtitution. The RM is generaly
charged with understanding and anticipating the
needs of his or her wealthy clients, and then
recommending services and products for them.
The number of accounts an RM handles varies,
depending on the portfolio size or net worth of
the particular accounts. RMs strive to provide a
high level of support, service, and investment
opportunities to their clients and tend to main-
tain strong, long-term client relationships. Fre-
quently, RMs take accounts with them to other
private-banking institutions if they change
employment. Historically, initial and ongoing
due diligence of private-banking clients is not
always well documented in the ingtitution’s files
because of RM turnover and confidentiality
concerns.

Clients may choose to delegate a great deal of
authority and discretion over their financial
affairs to RMs. Given the close relationship
between clients and their account officers, an
integral part of the inspection process is assess-
ing the adequacy of managerial oversight of the
nature and volume of transactions conducted
within the private-banking department or with
other departments of the financial institution, as
well as determining the adequacy and integrity

of the RM’s procedures. Policy guidelines and
management supervision should provide param-
eters for evaluating the appropriateness of al
products, especially those involving market risk.
Moreover, because of the discretion given to
RMs, management should devel op effective pro-
cedures to review the activity of client accounts
in order to protect the client from any unautho-
rized activity. In addition, ongoing monitoring
of account activity should be conducted to
detect activity that is inconsistent with the client
profile (for example, frequent or sizable unex-
plained transfers flowing through the account).

Finaly, as clients develop a return-on-assets
(ROA) outlook to enhance their returns, the use
of leveraging and arbitrage is becoming more
evident in the private-banking business. Exam-
iners should be alert to the totality of the client
relationship product by product, in light of
increasing client awareness and use of deriva-
tives, emerging-market products, foreign
exchange, and margined accounts.

2010.11.1.1 Products and Services

2010.11.1.1.1 Personal Investment
Companies, Offshore Trusts, and
Token-Name Accounts

Private-banking services amost always involve
a high level of confidentiaity for clients and
their account information. Consequently, it is
not unusua for private bankers to help their
clients achieve their financial-planning, estate-
planning, and confidentiality goals through off-
shore vehicles such as personal investment
companies (PICs), trusts, or more exotic
arrangements, such as hedge fund partnerships.
While these vehicles may be used for legitimate
reasons, without careful scrutiny, they may cam-
ouflage illegal activities. Private bankers should
be committed to using sound judgment and
enforcing prudent banking practices, especialy
when they are assisting clients in establishing
offshore vehicles or token-name accounts.
Through their global network of affiliated
entities, private banks often form PICs for their
clients. These “shell” companies, which are
incorporated in offshore secrecy jurisdictions
such as the Cayman Islands, Channel Islands,
Bahamas, British Virgin Islands, and Nether-
lands Antilles, are formed to hold the custom-
er's assets as well as offer confidentiality by
opening accounts in the PIC's name. The “ ben-
eficial owners” of the shell corporations are
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typically foreign nationals. The banking institu-
tion should know and be able to document that
it knows the beneficial owners of such corpora-
tions and that it has performed the appropriate
due diligence to support these efforts. Emphasis
should be placed on verifying the source or
origin of the customer’s wealth. Similarly, off-
shore trusts established in these jurisdictions
should identify grantors of the trusts and sources
of the grantors wealth. Anonymous relation-
ships or relationships in which the RM does not
know and document the beneficial owner should
not be permitted.

PICs are typically passive personal invest-
ment vehicles. However, foreign nationals have
established PICs as operating accounts for busi-
ness entities they control in their home coun-
tries. Accordingly, financial institutions should
use extra care when dealing with beneficia
owners of PICs and associated trusts; these vehi-
cles can be used to conceal illegal activities.

2010.11.1.1.2 Deposit-Taking Activities of
Subsidiary Institutions

A client's private-banking relationship fre-
quently begins with a deposit account and then
expands into other products. In fact, many insti-
tutions require private-banking customers to
establish a deposit account before maintaining
any other accounts. Deposit accounts serve as
conduits for a client's money flows. To distin-
guish private-banking accounts from retail
accounts, institutions usually require signifi-
cantly higher minimum account balances and
assess higher fees. The private-banking function
or ingtitution should have account-opening pro-
cedures and documentation requirements that
must be fulfilled before a deposit account can be
opened. (These standards are described in detail
in the “ Functional Review” subsection.)

Most private banks offer a broad spectrum of
deposit products, including multicurrency
deposit accounts that are used by clients who
engage in foreign-exchange, securities, and
derivatives transactions. The client’s transaction
activity, such as wire transfers, check writing,
and cash deposits and withdrawals, is conducted
through deposit accounts (including current
accounts). It is very important that the transac-
tion activity into and out of these deposit
accounts (including internal transfers between
affiliated deposit accounts) be closely monitored
for suspicious transactions that are inconsistent
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with the client’s profile of usual transactions.

Suspicious transactions could warrant the fil-
ing of a Suspicious Activity Report (SAR). A
bank holding company or any nonbank subsidi-
ary thereof, or a foreign bank that is subject to
the Bank Holding Company Act (or any non-
bank subsidiary of such a foreign bank operat-
ing in the United States), is required to file a
SAR in accordance with the provision of section
208.62 of the Federal Reserve Board's Regula-
tion H (12 C.FR. 208.62) when suspicious
transactions or activities are initially discovered
and warrant or require reporting. See the report-
ing requirements discussed in subsection
2010.11.2.2.1.1; SR-03-12 and its attached July
2003 SAR form and instructions, and the
expanded examination procedures for private
banking in the FFIEC’'s BSA/AML Examination
Manual.

2010.11.1.1.3 Investment Management

In private banking, investment management
usually consists of two types of accounts:
(1) discretionary accounts in which portfolio
managers make the investment decisions on the
basis of recommendations from the bank’s
investment research resources and (2) nondis-
cretionary (investment advisory) accounts in
which clients make their own investment deci-
sions when conducting trades. For nondiscre-
tionary clients, the banks typically offer invest-
ment recommendations subject to the client’s
written approval. Discretionary accounts consist
of a mixture of instruments bearing varying
degrees of market, credit, and liquidity risk that
should be appropriate to the client’s investment
objectives and risk appetite. Both account types
are governed under separate agreements
between the client and the institution.

Unlike depository accounts, securities and
other instruments held in the client’ s investment
accounts are not reflected on the balance sheet
of the ingtitution because they belong to the
client. These managed assets are usually
accounted for on a separate ledger that is segre-
gated according to the customer who owns the
assets. For regulatory reporting, domestic trust
departments and foreign trust departments of
U.S. banks are required to report trust assets
annually using FFIEC Form 001 (Annua Report
of Trust Assets) and FFIEC Form 006 (Annual
Report of International Fiduciary Activities). On
the other hand, the fiduciary activities of foreign
banking organizations operating in the United
States currently are not reported on any FFIEC
regulatory report.
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2010.11.1.1.4 Credit

Private-banking clients may request extensions
of credit on either a secured or an unsecured
basis. Loans backed by cash collateral or man-
aged assets held by the private-banking function
are quite common, especidly in international
private banking. Private-banking clients may
pledge a wide range of their assets, including
cash, mortgages, marketable securities, land, or
buildings, to securitize their loans. Management
should demonstrate an understanding of the pur-
pose of the credit, the source of repayment, the
loan tenor, and the collateral used in the financ-
ing. When lending to individuals with high net
worths, whether on a secured or an unsecured
basis, the creditworthiness determination is bol-
stered by a thorough and well-structured
customer-due-diligence process. If that process
is not thorough, collateral derived from illicit
activities may be subject to government
forfeiture.

Borrowing mechanisms are sometimes estab-
lished to afford nonresident-alien customers the
ability to keep financial assets in the United
States and to use such assets (via collateralized
borrowing arrangements) to provide operating
capital for businesses they own and operate in
their home countries. Such arrangements enable
these customers to keep the existence of these
financial assets secret from their home-country
authorities and others, while they continue to
use the funds (via collateralized borrowings) to
fund their businesses at home.

Private bankers need to maintain in the
United States adequate CDD information on
such nonresident-alien customers and their pri-
mary business interests. A well-documented
CDD file may include information on the cus-
tomer from “who’s who” and similar services,
Internet research, foreign tax returns and finan-
cia statements, checks conducted by the Office
of Foreign Assets Control (OFAC), and written
and appropriately documented Call Reports pre-
pared by the RM.

While these lending mechanisms may be used
for legitimate reasons, management needs to
determine whether the arrangements are being
used primarily to obfuscate the beneficial own-
ership of collateral assets, making it difficult for
the customer’s home-country government to
identify who owns the assets. If so, management
needs to further determine whether the practice
varies from both the appropriate standards of
international cooperation for transparency issues
and with prudent banking practices, and if so,
whether the institution is exposed to elevated
legal risk.

2010.11.1.1.5 Payable-Through Accounts

Another product that may be available in
private-banking operations is payable-through
accounts (PTAS). PTAs are transaction deposit
accounts through which U.S. banking entities
(“ payable-through banks’) extend check-
writing privileges to the customers of a foreign
bank. The foreign bank (“master account
holder” ) opens a master checking account with
the U.S. bank and uses this account to provide
its customers with access to the U.S. banking
system. The master account is divided into
“ subaccounts,” each in the name of one of the
foreign bank’s customers. The foreign bank
extends signature authority on its master
account to its own customers, who may not be
known to the U.S. bank. Consequently, the U.S.
bank may have customers who have not been
subject to the same account-opening require-
ments imposed on its U.S. account holders.
These subaccount customers are able to write
checks and make deposits at the U.S. banking
entity. The number of subaccounts permitted
under this arrangement may be virtualy
unlimited.

U.S. banking entities engage in PTAS prima-
rily because they attract dollar deposits from the
domestic market of their foreign correspondents
without changing the primary bank-customer
relationship; PTAs aso provide substantial fee
income. Generally, PTAs at U.S. banking enti-
ties have the following characteristics: they are
carried on the U.S. banking entity’s books as a
correspondent bank account, their transaction
volume is high, checks passing through the
account contain wording similar to “ payable
through XY Z bank,” and the signatures appear-
ing on checks are not those of authorized offi-
cers of the foreign bank. See the expanded
examination procedures for PTAs in the
FFIEC' s BSAVJAML Examination Manual.

2010.11.1.1.6 Personal Trust and Estates

In trust and estate accounts, an ingtitution offers
management services for aclient’s assets. When
dealing with trusts under will, or “ testamentary
trusts,” the ingtitution may receive an estate
appointment (executor) and a trustee appoint-
ment if the will provided for the trust from the
probate. These accounts are fully funded at
origination with no opportunity for an outside
party to add to the account, and all activities are
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subject to review by the probate or surrogates
court. On the other hand, with living trusts, or
“grantor trusts” the customer (grantor) may
continually add to and, in some instances, has
control over the corpus of the account. Trusts
and estates require experienced attorneys,
money managers, and generally well-rounded
professionals to set up and maintain the
accounts. In certain cases, bankers may need to
manage a customer’s closely held business or
sole proprietorship. In the case of offshore trust
facilities, recent changes in U.S. law have
imposed additional obligations on those banks
that function as trustees or corporate manage-
ment for offshore trusts and PICs.

A critica element in offering persona trust
and estate servicesis the fiduciary responsibility
of the institutions to their customers. This
responsibility requires that institutions always
act in the best interest of the clients pursuant to
the trust documentation, perhaps even to the
detriment of the bank. In these accounts, the
bank is the fiduciary and the trust officer serves
as a representative of the institution. Fiduciaries
are held to higher standards of conduct than
other bankers. Proper administration of trusts
and estates includes strict controls over assets,
prudent investment and management of assets,
and meticulous recordkeeping. See the
expanded procedures for trust and asset manage-
ment services in the FFIEC's BSAVAML Exami-
nation Manual.

2010.11.1.1.7 Custody Services

Custodial services offered to private-banking
customersinclude securities saf ekeeping, receipt
and disbursement of dividends and interest, rec-
ordkeeping, and accounting. Custody relation-
ships can be established in many ways, includ-
ing by referrals from other departments in the
bank or from outside investment advisers. The
customer or a designated financial adviser
retains full control of the investment manage-
ment of the property subject to the custodian-
ship. Sales and purchases of assets are made by
instruction from the customer, and cash dis-
bursements are prearranged or as instructed.
Custody accounts involve no investment super-
vision and no discretion. However, the custo-
dian may be responsible for certain losses if it
fails to act properly according to the custody
agreement. Therefore, procedures for proper
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administration should be established and
reviewed.

An escrow account is a form of custody
account in which the institution agrees to hold
cash or securities as a middleman, or a third
party. The customer, for example, an attorney or
a travel agency, gives the institution funds to
hold until the ultimate receiver of the funds
“performs” in accordance with the written
escrow agreement, at which time the institution
releases the funds to the designated party.

2010.11.1.1.8 Funds Transfer

Funds transfer, another service offered by
private-banking functions, may involve the
transfer of funds between third parties as part of
bill-paying and investment services on the basis
of customer instructions. The adequacy of con-
trols over funds-transfer instructions that are
initiated electronically or telephonically, such as
by facsimile machine, telex, telegram, and tele-
phone, is extremely important. Funds-transfer
requests are quickly processed and, as required
by law, funds-transfer personnel may have lim-
ited knowledge of the customers or the purpose
of the transactions. Therefore, strong controls
and adequate supervision over this area are
critical.

2010.11.1.1.9 Hold Mail, No Mail, and
Electronic-Mail Only

Hold-mail, no-mail, or electronic-mail-only
accounts are often provided to private-banking
customers who elect to have bank statements
and other documents maintained at the institu-
tion or e- mailed to them, rather than mailed to
their residence. Agreements for hold-mail
accounts should be in place, and the agreements
should indicate that it was the customer’ s choice
to have the statements retained at the bank and
that the customer will pick up his or her mail at
least annually. Variations of hold-mail services
include delivery of mail to a prearranged loca
tion (such as another branch of the bank) by
specia courier or the bank’s pouch system.

2010.11.1.1.10 Bill-Paying Services

Bill-paying services are often provided to
private-banking customers for a fee. If this ser-
viceis provided, an agreement between the bank
and the customer should exist. Typically, a cus-
tomer may request that the bank debit a deposit
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account for credit card bills, utilities, rent, mort-
gage payments, or other monthly consumer
charges. In addition, the increased use of the
Internet has given rise to the electronic-mail-
only account, whereby customers elect to have
statements, notices, etc., sent to them only by
e-malil.

2010.11.2 FUNCTIONAL REVIEW

When discussing the functional aspects of a
private-banking operation, functional refers to
managerial processes and procedures, such as
reporting lines, quality of supervision (including
involvement of the board of directors), informa-
tion flows, policies and procedures, risk-
management policies and methodol ogies, segre-
gation of duties, management information
systems, operational controls (including BSA/
AML monitoring), and audit coverage. The
examiner should be able to draw sound conclu-
sions about the quality and culture of manage-
ment and stated private-banking policies after
reviewing the functional areas described below.
Specificaly, the ingtitution’s risk-identification
process and risk appetite should be carefully
defined and assessed. Additionally, the effective-
ness of the overall control environment main-
tained by management should be evaluated by
an internal or external audit. The effectiveness
of the following functional aress is critical to
any private-banking operation, regardless of its
size or product offerings.

2010.11.2.1 Supervision and Organization

As part of the examiner’s appraisal of an organi-
zation, the quality of supervision of private-
banking activities is evaluated. The appraisa of
management covers the full range of functions
and activities related to the operation of the
private bank. The discharge of responsibilities
by bank directors should be effected through an
organizationa plan that accommodates the vol-
ume and business services handled, local busi-
ness practices and the bank’s competition, and
the growth and development of the institution’s
private-banking business. Organizational plan-
ning is the joint responsibility of senior bank
and private-bank management, should be inte-
grated with the long-range plan for the institu-
tion, and should be consistent with any
enterprise-wide risk-management program.
Both the directors and management have
important roles in formulating policies and
establishing programs for private-banking prod-

ucts, operations, internal controls, and audits.
However, management alone must implement
policies and programs within the organizational
framework instituted by the board of directors.

2010.11.2.2 Risk Management

Sound risk-management processes and strong
internal controls are critical to safe and sound
banking generally and to private-banking activi-
tiesin particular. Management’ s role in ensuring
the integrity of these processes has become
increasingly important as new products and
technologies are introduced. Similarly, the
client-selection, documentation, approval, and
account-monitoring processes should adhere to
sound and well-identified practices.

The quality of risk-management practices and
internal controls is given significant weight in
the evaluation of management and the overall
condition of private-banking operations. A
bank’s failure to establish and maintain a risk-
management framework that effectively identi-
fies, measures, monitors, and controls the risks
associated with products and services should be
considered unsafe and unsound conduct. Fur-
thermore, well-defined management practices
should indicate the types of clients that the
institution will and will not accept and should
establish multiple and segregated levels of
authorization for accepting new clients. Institu-
tions that follow sound practices will be better
positioned to design and deliver products and
services that match their clients' legitimate
needs, while reducing the likelihood that unsuit-
able clients might enter their client account base.
Deficiencies noted in this area are weighted in
context of the relative risk they pose to the
institution and are appropriately reflected in the
appraisal of management.

The private-banking function is exposed to a
number of risks, including reputational, fidu-
ciary, legal, credit, operational, and market. A
brief description of some of the different types
of risks follows:

1. Reputational risk is the potential that nega-
tive publicity regarding an institution’s busi-
ness practices and clients, whether true or
not, could cause a decline in the customer
base, costly litigation, or revenue reductions.

2. Fiduciary risk refersto therisk of loss due to
the institution’s failure to exercise loyalty;
safeguard assets; and, for trusts, to use assets
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productively and according to the appropri-
ate standard of care. This risk generally
exists in an institution to the extent that it
exercises discretion in managing assets on
behalf of a customer.

3. Legal risk arises from the potential of unen-
forceable contracts, client lawsuits, or
adverse judgments to disrupt or otherwise
negatively affect the operations or condition
of a banking organization. One key dimen-
sion of legal risk is supervisory action that
could result in costly fines or other punitive
measures being levied against an institution
for compliance breakdowns.

4. Credit risk arises from the potential that a
borrower or counterparty will fail to perform
on an obligation.

5. Operational risk arises from the potential
that inadequate information systems, opera-
tional problems, breaches in interna con-
trols, fraud, or unforeseen catastrophes will
result in unexpected losses.

Although effective management of al of the
above risks is critical for an ingtitution, certain
aspects of reputational, legal, and fiduciary risks
are often unique to a private-banking function.
In this regard, the following customer-due-
diligence policies and practices are essential in
the management of reputational and legal risks
in the private-banking functions. (In addition,
sound fiduciary practices and conflicts-of-
interest issues that a private-banking operation
may face in acting as fiduciary are described in
the subsection on fiduciary standards.)

2010.11.2.2.1 Customer-Due-Diligence
Policy and Procedures

Sound customer-due-diligence (CDD) policies
and procedures are essential to minimize the
risks inherent in private banking. The policies
and procedures should clearly describe the tar-
get client base in terms such as “ minimum
investable net worth” and “ types of products
sought,” as well as specifically indicate the type
of clientele theingtitution will or will not accept.
Policies and procedures should be designed to
ensure that effective due diligence is performed
on al potentia clients, that client files are bol-
stered with additional CDD information on an
ongoing basis, and that activity in client
accounts is monitored for transactions that are
inconsistent with the client profile and may con-
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stitute unlawful activities, such as money laun-
dering. The client’s identity, background, and
the nature of his or her transactions should be
documented and approved by the back office
before opening an account or accepting client
monies. Certain high-risk clients like foreign
politicians or money exchange houses should
have additional documentation to mitigate their
higher risk.

Money laundering is associated with a broad
range of illicit activities: the ultimate intention
is to disguise the money’s true source—from
the initial placement of illegally derived cash
proceeds to the layers of financia transactions
that disguise the audit trail—and make the funds
appear legitimate. Under U.S. money-laundering
statutes, a bank employee can be held person-
aly liable if he or she is deemed to engage in
“willful blindness.” This condition occurs when
the employee fails to make reasonable inquiries
to satisfy suspicions about client account
activities.

Since the key element of an effective CDD
policy is a comprehensive knowledge of the
client, the bank’ s policies and procedures should
clearly reflect the controls needed to ensure the
policy is fully implemented. CDD policies
should clearly delineate the accountability and
authority for opening accounts and for determin-
ing if effective CDD practices have been per-
formed on each client. In addition, policies
should delineate documentation standards and
accountability for gathering client information
from referrals among departments or areas
within the institution as well as from accounts
brought to the institution by new RMs.

In carrying out prudent CDD practices on
potential private-banking customers, manage-
ment should document efforts to obtain and
corroborate critical background information.
Private-banking employees abroad often have
local contacts who can assist in corroborating
information received from the customer. The
information listed below should be corroborated
by a reliable, independent source, when pos-
sible:

1. The customer’'s current address and tele-
phone number for his or her primary resi-
dence, which should be corroborated at regu-
lar intervals, can be verified through avariety
of methods, such as—

a. visiting the residence, office, factory, or
farm (with the RM recording the results
of the visit or conversations in a memo-
randum);

b. checking the information against the tele-
phone directory; the client’s residence, as
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indicated on his or her national 1D card; a
mortgage or bank statement or utility or
property tax bill; or the electoral or tax
rolls;

c. obtaining a reference from the client’'s
government or known employer or from
another bank;

d. checking with a credit bureau or profes-
sional corroboration organization; or

e. any other method verified by the RM.

2. Sufficient business information about the
customer should be gathered so that the RM
understands the profile of the customer's
commercial transactions. This information
should include a description of the nature of
the customer’ s business operations or means
of generating income, primary trade or busi-
ness areas, and major clients and their geo-
graphic locations, as well as the primary
business address and telephone number.
These items can be obtained through a com-
bination of any of the following sources:

a. avisit to the office, factory, or farm

b. areiable third party who has a business

relationship with the customer

. financial statements

. Dun and Bradstreet reports

newspaper or magazine articles

Lexig/Nexis reports on the customer or

customer’ s business

g. “Who's Who” reports from the home
country

h. private investigations

3. Although it is often not possible to get proof
of aclient’swealth, an RM can use his or her
good judgment to derive a reasonable esti-
mate of the individual’s net worth.

4. Aspart of the ongoing CDD process, the RM
should document in memos or “ call reports”
the substance of discussions that take place
during frequent visits with the client. Addi-
tional information about a client's wealth,
business, or other interests provides insight
into potential marketing opportunities for the
RM and the bank, and updates and strength-
ens the CDD prdfile.

“~ D a0

Asarule, most private banks make it a policy
not to accept walk-in clients. If an exception is
made, procedures for the necessary documenta-
tion and approvals supporting the exception
should be in place. Similarly, other exceptions
to policy and procedures should readily identify
the specific exception and the required due-
diligence and approval process for overriding
existing procedures.

In most instances, all CDD information and
documentation should be maintained and avail-

able for examination and inspection at the loca-
tion where the account is located or where the
financial services are rendered. If the bank main-
tains centralized customer filesin locations other
than where the account is located or the finan-
cial services are rendered, complete customer
information, identification, and documentation
must be made available at the location where
the account is located or where the financial
services are rendered within 48 hours of a Fed-
era Reserve examiner's request. Off-site stor-
age of CDD information will be allowed only if
the bank has adopted, as part of its customer-
due-diligence program, specific procedures
designed to ensure that (1) the accounts are
subject to ongoing Office of Foreign Assets
Control screening that is equivalent to the
screening afforded other accounts, (2) the
accounts are subject to the same degree of
review for suspicious activity, and (3) the bank
demonstrates that the appropriate review of the
information and documentation is being per-
formed by personnel at the offshore location.

CDD procedures should be no different when
the ingtitution deals with a financial adviser or
other type of intermediary acting on behalf of a
client. To perform its CDD responsibilities when
dealing with a financial adviser, the institution
should identify the beneficial owner of the
account (usually theintermediary’ s client, but in
rare cases, it is the intermediary itself) and per-
form its CDD analysis with respect to that ben-
eficial owner. The imposition of an intermediary
between the institution and counterparty should
not lessen the institution’s CDD responsibilities.

The purpose of al private-banking relation-
ships should also be readily identified. Incoming
customer funds may be used for various pur-
poses, such as establishing deposit accounts,
funding investments, or establishing trusts. The
bank’s CDD procedures should alow for the
collection of sufficient information to develop a
transaction or client profile for each customer,
which will be used in analyzing client transac-
tions. Internal systems should be developed for
monitoring and identifying transactions that may
be inconsistent with the transaction or client
profile for a customer and which may thus con-
stitute suspicious activity.

2010.11.2.2.1.1 Suspicious Activity Reports

The proper and timely filing of Suspicious
Activity Reports (SARS) is an important compo-
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nent of abank’s CDD program. Since 1996, the
federal financial institution supervisory agencies
and the Department of the Treasury’s Financial
Crimes Enforcement Network (FinCEN) have
reguired banking organizations to report known
or suspected violations of law as well as suspi-
cious transactions on a SAR. See the Board's
SAR regulation (Regulation H, section 208.62
[12 C.FR. 208.62] and Regulation Y, section
225.4(f) [12 C.ER. 225.4(f)]).3 Law enforce-
ment agencies use the information reported on
the form to initiate investigations, and Federal
Reserve staff use the SAR information in their
examination and oversight of supervised
institutions.

A member bank and a BHC are required to
file a SAR with the appropriate federal law
enforcement agencies and the Department of the
Treasury. A SAR must be prepared in accor-
dance with the form's instructions. (See
SR-03-12 and the attached July 2003 SAR form
and instructions.) The completed SAR is to be
sent to FiNCEN when an institution detects—

1. insider abuse involving any amount;

2. violations aggregating $5,000 or more in
which a suspect can be identified;

3. violations aggregating $25,000 or more
regardless of a potential suspect; or

4. transactions aggregating $5,000 or more that
involve potential money laundering or viola-
tions of the Bank Secrecy Act.

When a SAR is filed, the management of a
member bank must promptly notify its board of
directors or a committee thereof.

A SAR must be filed within 30 calendar days
after the date of initial detection of the facts that
may congtitute a basis for filing a SAR. If no
suspect was identified on the date of detection
of the incident requiring the filing, a member
bank may delay filing a SAR for an additional
30 calendar days in order to identify the suspect.
Reporting may not be delayed more than 60
calendar days after the date of initial detection
of areportable transaction. In situations involv-
ing violations requiring immediate attention,
such as when a reportable violation is ongoing,
the financial ingtitution is required to immedi-

3. The Board's SAR rules apply to state member banks,
bank holding companies and their nonbank subsidiaries that
do not report on a different SAR form (for example, broker-
dealers), Edge and agreement corporations, and the U.S.
branches and agencies of foreign banks supervised by the
Federal Reserve.
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ately notify an appropriate law enforcement
authority and the Board by telephone, in addi-
tion to itstimely filing of a SAR.

A banking organization’ sinternal systems for
capturing suspicious activities should provide
essential information about the nature and vol-
ume of activities passing through customer
accounts. Any information suggesting that sus-
picious activity has occurred should be pursued,
and, if an explanation is not forthcoming, the
meatter should be reported to banking organiza-
tion’s management. Examiners should ensure
that the intitution’s approach to SARs s proac-
tive and that well-established procedures cover
the SAR process. Accountability should exist
within the organization for the analysis and
follow-up of internally identified suspicious
activity; this analysis should conclude with a
decision on the appropriateness of filing a SAR.
See SR-03-12 and the attached July 2003 SAR
form and instructions. See also the core proce-
dures concerning suspicious-activity-reporting
requirements in the FFIEC BSA/AML Examina-
tion Manual.

2010.11.2.2.2 Credit-Underwriting
Sandards

The underwriting standards for private-banking
loans to high net worth individuals should be
consistent with prudent lending standards. The
same credit policies and procedures that are
applicable to any other type of lending arrange-
ment should extend to these loans. At a mini-
mum, sound policies and procedures should
address the following: all approved credit prod-
ucts and services offered by the institution, lend-
ing limits, acceptable forms of collateral, geo-
graphic and other limitations, conditions under
which credit is granted, repayment terms, maxi-
mum tenor, loan authority, collections and
charge-offs, and prohibition against capitaliza-
tion of interest.

An extension of credit based solely on collat-
eral, even if the collateral is cash, does not
ensure repayment. While the collateral enhances
the bank’s position, it should not substitute for
regular credit analyses and prudent lending
practices. If collateral is derived from illegal
activities, it is subject to forfeiture through the
seizure of assets by a government agency. The
bank should perform its due diligence by
adequately and reasonably ascertaining and
documenting that the funds of its private-
banking customers were derived from legitimate
means. Banks should also verify that the use of
the loan proceeds is for |legitimate purposes.
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In addition, bank policies should explicitly
describe the terms under which “ margin loans,”
loans collateralized by securities, are made and
should ensure that they conform to applicable
regulations. Management should review and
approve daily MIS reports. The risk of market
deterioration in the value of the underlying col-
lateral may subject the lender to loss if the
collateral must be liquidated to repay the loan.
In the event of a “margin cal,” any shortage
should be paid for promptly by the customer
from other sources pursuant to the terms of the
margin agreement.

In addition, policies should address the accep-
tance of collateral held at another location, such
as an affiliated entity, but pledged to the private-
banking function. Under these circumstances,
management of the private-banking function
should, at a minimum, receive frequent reports
detailing the collateral type and current valua-
tion. In addition, management of the private-
banking function should be informed of any
changes or substitutions in collateral.

2010.11.2.3 Fiduciary Standards

Fiduciary risk is managed through the mainte-
nance of an effective and accountable commit-
tee structure; retention of technically proficient
staff; and development of effective policies, pro-
cedures, and controls. In managing its fiduciary
risk, the bank must ensure that it carries out the
following fiduciary duties:

1. Duty of loyalty. Trustees are obligated to
make all decisions based exclusively on the
best interests of trust customers. Except as
permitted by law, trustees cannot place them-
selves in a position in which their interests
might conflict with those of the trust
beneficiaries.

2. Avoidance of conflicts of interest. Conflicts
of interest arise in any transaction in which
the fiduciary simultaneously represents the
interests of multiple parties (including its
own interests) that may be adverse to one
another. Institutions should have detailed
policies and procedures regarding potential
conflicts of interest. All potential conflicts
identified should be brought to the attention
of management and the trust committee, with
appropriate action taken. Conflicts of interest
may arise throughout an institution. Care
should be taken by fiduciary business lines,
in particular, to manage conflicts of interest
between fiduciary business lines and other
business lines (including other fiduciary busi-

ness lines). Consequently, management
throughout the institution should receive
training in these matters. For more informa-
tion on the supervision of fiduciary activities,
see section 3120.0 in this manual and section
4200.0 in the Commercial Bank Examination
Manual.

3. Duty to prudently manage discretionary trust
and agency assets. Since 1994, the majority
of states have adopted laws concerning the
prudent investor rule (PIR) with respect to
the investment of funds in a fiduciary capac-
ity. PIR is a standard of review that imposes
an obligation to prudently manage the port-
folio as a whole, focusing on the process of
portfolio management, rather than on the out-
come of individual investment decisions.
Although this rule only governs trusts, the
standard is traditionally applied to all
accounts for which the ingtitution is manag-
ing funds.

2010.11.2.4 Operational Controls

To minimize any operational risks associated
with private-banking activities, management is
responsible for establishing an effective internal
control infrastructure and reliable management
information systems. Critical operational con-
trols over any private-banking activity include
the establishment of written policies and proce-
dures, segregation of duties, and comprehensive
management reporting. Throughout this section,
specific guidelines and inspection procedures
for assessing internal controls over different
private-banking activities are provided. Listed
below are some of those guidelines that cover
specific private-banking services.

2010.11.2.4.1 Segregation of Duties

Banking organizations should have guideines
on the segregation of employees’ dutiesin order
to prevent the unauthorized waiver of documen-
tation requirements, poorly documented refer-
rals, and overlooked suspicious activities. Inde-
pendent oversight by the back office helps to
ensure compliance with account-opening proce-
dures and CDD documentation. Control-
conscious ingtitutions may use independent
units, such as compliance, risk management, or
senior management, to fill this function in lieu
of the back office. The audit and compliance
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functions of the private-banking entity should
be similarly independent so that they can oper-
ate autonomously from line management.

2010.11.2.4.2 Inactive and Dormant
Accounts

Management should be aware that banking laws
in most states prohibit banks from offering ser-
vices that allow deposit accounts to be inactive
for prolonged periods of time (generally, 12 or
more months with no externally generated
account-balance activity). These regulations are
based on the presumption that inactive and dor-
mant accounts may be subject to manipulation
and abuse by insiders. Policies and procedures
should delineate when inactivity occurs and
when inactive accounts should be converted to
dormant status. Effective controls over dormant
accounts should include a specified time
between the last customer-originated activity
and its classification as dormant, the segregation
of signature cards for dormant accounts, dual
control of records, and the blocking of the
account so that entries cannot be posted to the
account without review by more than one mem-
ber of senior management.

2010.11.2.4.3 Pass-Through Accounts and
Omnibus Accounts

Pass-through accounts (PTAS) extend checking-
account privileges to the customers of aforeign
bank; several risks are involved in providing
these accounts. In particular, if the U.S. banking
entity does not exercise the same due diligence
and customer vetting for PTAs as it does for
domestic account relationships, the use of PTAs
may facilitate unsafe and unsound banking prac-
tices or illegal activities, including money laun-
dering. Additionaly, if accounts at U.S. banking
entities are used for illegal purposes, the entities
could be exposed to reputational risk and risk of
financial loss as a result of asset seizures and
forfeitures brought by law enforcement authori-
ties. As stated in SR-95-10, it is recommended
that U.S. banking entities terminate a payable-
through arrangement with a foreign bank in
situations in which (1) adequate information
about the ultimate users of PTAs cannot be
obtained, (2) the foreign bank cannot be relied
on to identify and monitor the transactions of its
own customers, or (3) the U.S. banking entity is
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unable to ensure that its payable-through
accounts are not being used for money launder-
ing or other illicit purposes.

Omnibus, or general clearing, accounts may
also exist in the private-banking system. They
may be used to accommodate client funds
before an account opening to expedite a new
relationship, or they may fund products such as
mutua funds in which client deposit accounts
may not be required. However, these accounts
could circumvent an audit trail of client transac-
tions. Examiners should carefully review a
bank’s use of such accounts and the adequacy of
its controls on their appropriate use. Generally,
client monies should flow through client deposit
accounts, which should function as the sole
conduit and paper trail for client transactions.

2010.11.2.4.4 Hold-Mail, No-Mail, and
E-Mail-Only Controls

Controls over hold-mail, no-mail, and e-mail-
only accounts are critical because the clients
have relinquished their ability to detect unautho-
rized transactions in their accounts in a timely
manner. Accounts with high volume or signifi-
cant losses warrant further inquiry. Hold-mail,
no-mail, and e-mail-only account operations
should ensure that client accounts are subject to
dua control and are reviewed by an indepen-
dent party.

2010.11.2.4.5 Funds Transfer—Tracking
Transaction Flows

One way that institutions can improve their cus-
tomer knowledge is by tracking the transaction
flows into and out of customer accounts and
payable-through subaccounts. Tracking should
include funds-transfer activities. Policies and
procedures to detect unusual or suspicious
activities should identify the types of activities
that would prompt staff to investigate the cus-
tomer’s activities and should provide guidance
on the appropriate action required for suspicious
activity. The following is a checklist to guide
bank personnel in identifying some potential
abuses:

1. indications of frequent overrides of estab-
lished approval authority or other internal
controls

2. intentional circumvention of
authority by splitting transactions

3. wire transfers to and from known secrecy
jurisdictions

approval
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4. frequent or large wire transfers for persons
who have no account relationship with the
bank, or funds being transferred into and out
of an omnibus or genera clearing account
instead of the client’ s deposit account

5. wire transfers involving cash amounts in
excess of $10,000

6. inadequate control of password access

7. customer complaints or frequent
conditions

error

2010.11.2.4.6 Custody—Detection of
“ Free Riding”

Custody departments should monitor account
activity to detect instances of “ free-riding,” the
practice of offering the purchase of securities
without sufficient capital and then using the
proceeds of the sale of the same securities to
cover theinitial purchase. Free-riding poses sig-
nificant risk to the institution and typicaly
occurs without the bank’s prior knowledge.
Free-riding aso violates margin rules (Regula
tions T, U, and X) governing the extension of
credit in connection with securities transactions.
(See SR-93-13 and section 2187.0.)

2010.11.2.5 Management Information
Systems

Management information systems (M1S) should
accumulate, interpret, and communicate infor-
mation on (1) the private-banking assets under
management, (2) profitability, (3) business and
transaction activities, and (4) inherent risks. The
form and content of MIS for private-banking
activities will be a function of the size and
complexity of the private-banking organization.
Accurate, informative, and timely reports that
perform the following functions may be pre-
pared and reviewed by RMs and senior
management:

1. aggregate the assets under management
according to customer, product or service,
geographic area, and business unit

2. atribute revenue according to customer and
product type

3. identify customer accounts that are related to
or affiliated with one another through com-
mon ownership or common control

4. identify and aggregate customer accounts by
source of referral

5. identify beneficia ownership of trust, PIC,
and similar accounts

To monitor and report transaction activity and to
detect suspicious transactions, management
reports may be developed to—

1. monitor a specific transaction criterion, such
as a minimum dollar amount or volume or
activity level;

2. monitor a certain type of transaction, such as
one with a particular pattern;

3. monitor individual customer accounts for
variations from established transaction and
activity profiles based on what is usual or
expected for that customer; and

4. monitor specific transactions for BSA and
SAR compliance.

In addition, reports prepared for private-banking
customers should be accurate, timely, and infor-
mative. Regular reports and statements prepared
for  private-banking  customers  should
adequately and accurately describe the applica-
tion of their funds and should detail all transac-
tions and activity that pertain to the customers
accounts.

Furthermore, MIS and technology play arole
in building new and more direct channels of
information between the institution and its
private-banking customers. Active and sophisti-
cated customers are increasing their demand for
datarelevant to their investment needs, which is
fostering the creation of online information ser-
vices. Online information can satisfy customers’
desire for convenience, real-time accessto infor-
mation, and a seamless delivery of information.

2010.11.2.6 Audit

An effective audit function is vital to ensuring
the strength of a private bank’sinternal controls.
As a matter of practice, internal and external
auditors should be independently verifying and
confirming that the framework of internal con-
trolsis being maintained and operated in a man-
ner that adequately addresses the risks associ-
ated with the activities of the organization.
Critical elements of an effective internal audit
function are the strong qualifications and exper-
tise of the internal audit staff and a sound risk-
assessment process for determining the scope
and frequency of specific audits. The audit pro-
cess should be risk-focused and should ulti-
mately determine the risk rating of business
lines and client CDD procedures. Compliance
with CDD policies and procedures and the
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detailed testing of files for CDD documentation
are also key elements of the audit function.
Finally, examiners should review and evauate
management’s responsiveness to criticisms by
the audit function.

2010.11.2.7 Compliance

The responsibility for ensuring effective compli-
ance with relevant laws and regulations may
vary among different forms of institutions,
depending on their size, complexity, and avail-
ability of resources. Some institutions may have
a distinct compliance department with the cen-
tralized role of ensuring compliance institution-
wide, including private-banking activities. This
arrangement is strongly preferable to a situation
in which an institution delegates compliance to
specific functions, which may result in the man-
agement of private-banking operations being
responsible for its own internal review. Compli-
ance has a critical role in monitoring private-
banking activities; the function should be inde-
pendent of line management. In addition to
ensuring compliance with various laws and
regulations such as the Bank Secrecy Act and
those promulgated by the Office of Foreign
Assets Control, compliance may perform its
own internal investigations and due diligence on
employees, customers, and third parties with
whom the bank has contracted in a consulting or
referral capacity and whose behavior, activities,
and transactions appear to be unusual or suspi-
cious. Ingtitutions may also find it beneficial for
compliance to review and authorize account-
opening documentation and CDD adequacy for
new accounts. The role of compliance is a con-
trol function, but it should not be a substitute for
regular and frequent internal audit coverage of
the private-banking function. Following is a
description of certain regulations that may be
monitored by the compliance function.

2010.11.2.7.1 Office of Foreign Assets
Control

The Office of Foreign Assets Control (OFAC) of
the U.S. Department of the Treasury administers
and enforces economic and trade sanctions
based on U.S. foreign policy and national secu-
rity goals. Sanctions are imposed against tar-
geted foreign countries, terrorists, international
narcotics traffickers, and those engaged in
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activities related to the proliferation of weapons
of mass destruction. OFAC acts under presiden-
tial wartime and national emergency powers, as
well as under authority granted by specific legis-
lation, to impose controls on transactions and
freeze foreign assets under U.S. jurisdiction.
Many of the sanctions are based on United
Nations and other international mandates, are
multilateral in scope, and involve close coopera-
tion with allied governments. Under the Interna-
tional Emergency Economic Powers Act, the
President can impose sanctions, such as trade
embargoes, the freezing of assets, and import
surcharges, on certain foreign countries and the
“specially designated nationals” of those
countries.

A “ specially designated national” is a person
or entity who acts on behalf of one of the
countries under economic sanction by the
United States. Dealing with such nationals is
prohibited. Moreover, their assets or accountsin
the United States are frozen. In certain cases,
the Treasury Department can issue alicenseto a
designated national. This license can then be
presented by the customer to the institution,
allowing the institution to debit his or her
account. The license can be either genera or
specific.

OFAC screening may be difficult when trans-
actions are conducted through PICs, token
names, numbered accounts, or other vehicles
that shield true identities. Management must
ensure that accounts maintained in a name other
than that of the beneficial owner are subject to
the same level of filtering for OFAC specialy
designated nationals and blocked foreign coun-
tries as other accounts. That is, the OFAC
screening process must include the account’s
beneficial ownership as well as the official
account name.

Any violation of regulations implementing
designated national sanctions subjects the viola-
tor to criminal prosecution, including up to 12
yearsin prison and $1 million in corporate fines
and $250,000 in individua fines, per incident.
Any funds frozen because of OFAC orders
should be placed in a blocked account. Release
of those funds cannot occur without a license
from the Treasury Department.

2010.11.2.7.2 Bank Secrecy Act

Guidelines for compliance with the Bank
Secrecy Act (BSA) can be found in the FFIEC
BSA/AAML Examination Manual. See also
SR-04-13, SR-03-17, SR-01-29 (the customer
identification program requirements), and the
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guestion-and-answer format interpretations (SR-
05-9) of the U.S. Department of the Treasury’s
regulation (31 C.F.R. 103) for banking organiza-
tions, which is based on section 326 of the
Patriot Act. In addition, the procedures for con-
ducting BSA examinations of foreign offices of
U.S. banks are detailed in SR-96-5. The SAR
filing requirements for nonbank subsidiaries of
bank holding companies and state member
banks are also set forth in SR-02-24.

2010.11.3 PREPARATION FOR
INSPECTION

The following subsections provide examiners
with guidance on preparing for the on-site
inspection of private-banking operations,
including determination of the inspection scope
and drafting of the first-day-letter questionnaire
that is provided to the institution.

2010.11.3.1 Pre-Inspection Review

To prepare the examiners for their assignments
and to determine the appropriate staffing and
scope of the inspection, the following guidelines
should be followed during the pre-inspection
planning process:

1. Review the prior report of inspection and
workpapers for the inspection scope; struc-
ture and type of private-banking activities
conducted; and findings, conclusions, and
recommendations of the prior inspection.
The prior inspection report and inspection
plan should also provide insight to key con-
tacts at the ingtitution and to the time frame
of the prior private-banking review.

2. Obtain relevant correspondence sent since
the prior inspection, such as management’s
response to the report of inspection, any
applications submitted to the Federal
Reserve, and any supervisory action.

3. Research press releases and published news
stories about the ingtitution and its private-
banking activities.

4. Review internal and externa audit reports
and any internal risk assessments performed
by the institution on its private-banking
activities. Such reports should include an
assessment of the internal controls and risk
profile of the private-banking function.

5. Contact the institution's management to
ascertain what changes have occurred since
the last inspection or are planned in the near
future. For example, examiners should deter-

mineif there have been changes to the strate-
gic plan; senior management; or the level
and type of private-banking activities, prod-
ucts, and services offered. If there is no men-
tion of private banking in the prior inspection
report, management should be asked at this
time if they have commenced or plan to
commence any private-banking activities.

6. Follow these inspection procedures and also
consider the core examination procedures in
the FFIEC BSA/AML Examination Manual
in order to establish the base scope for the
inspection of private-banking activities.
Review and follow the expanded procedures
for private banking and any other expanded
procedures that are deemed necessary.

2010.11.3.2 Inspection Staffing and
Scope

Once the inspection scope has been established
and before beginning the new inspection, the
examiner-in-charge and key administrators of
the inspection team should meet to discuss the
private-banking inspection scope, the assign-
ments of the functional areas of private banking,
and the supplemental reviews of specific
private-banking products and services. If the
bank’ s business lines and services overlap and if
its customer base and personnel are shared
throughout the organization, examiners may be
forced to go beyond a rudimentary review of
private-banking operations. They will probably
need to focus on the policies, practices, and
risks within the different divisions of a particu-
lar institution and throughout the institution’s
global network of affiliated entities.

2010.11.3.3 Reflection of Organizational
Structure

The review of private-banking activities should
be conducted on the basis of the bank holding
company’s organizational structure. These
structures may vary considerably depending on
the size and sophistication of the institution, its
country of origin and the other geographic mar-
kets in which it competes, and the objectives
and strategies of its management and board of
directors. To the extent possible, examiners
should understand the level of consolidated
private-banking activities an institution con-
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ducts in the United States and abroad. This
broad view is needed to maintain the “ big pic-
ture” impact of private banking for a particular
institution.

For bank holding company inspections,
examiners must consider the provisions of the
Gramm-Leach Bliley Act, which amended sec-
tion 5(c) of the Bank Holding Company Act,
that concern examinations and inspections. In
particular, examiners must adhere to those statu-
tory provisions that pertain to the inspections of
bank holding company nobank subsidiaries that
are supervised by functional regulators. See sec-
tion 1040.0.

2010.11.3.4 Risk-Focused Approach

Examiners reviewing the private-banking opera-
tions should implement the risk-focused inspec-
tion approach. The exam scope and degree of
testing of private-banking practices should
reflect the degree of risk assumed, prior exam
findings on the implementation of policies and
procedures, the effectiveness of controls, and an
assessment of the adequacy of the internal audit
and compliance functions. If initial inquiries
into the ingtitution’s internal audit and other
assessment practices raise doubts about the
internal system’s effectiveness, expanded analy-
Sis and review are required—and examiners
should perform more transaction testing. Exam-
inerswill usually need to follow the core exami-
nation procedures in the FFIEC BSA/JAML
Examination Manual, as well as the expanded
procedures for private banking. Other expanded
procedures should be followed if circumstances
dictate.

2010.11.3.5 First-Day Letter

As part of the inspection preparation, examiners
should customize the first-day-letter (FDL)
questionnaire to reflect the structure and type of
private-banking activities of the institution and
the scope of the exam. The following is alist of
reguests regarding private banking that examin-
ers should consider including in the FDL.
Responses to these items should be reviewed in
conjunction with responses to the BSA, fidu-
ciary, audit, and internal control inquiries:

1. organizational chart for the private bank on
both a functional and legal-entity basis

BHC Supervision Manual
Page 16

January 2006

o

10.

11.

12.

13.

14.

15.

16.

17.

18.

. business or strategic plan
. income and expense statements for the prior

fiscal year and current year to date, with
projections for the remainder of the current
and the next fiscal year, and income by
product division and marketing region

. balance-sheet and total assets under man-

agement (list the most active and profitable
accounts by type, customer domicile, and
responsible account officer)

. most recent audits for private-banking

activities

. copies of audit committee minutes
. copy of the CDD and SAR palicies and

procedures

. list of al new business initiatives intro-

duced last year and this year, relevant new-
product-approval  documentation  that
addresses the evaluation of the unique char-
acteristics and risk associated with the new
activity or product, and an assessment of
the risk-management oversight and control
infrastructures in place to manage the risks

. list of al accountsin which an intermediary

is acting on behalf of clients of the private
bank, for example, as financial advisers or
money managers

explanation of the methodology for follow-
ing up on outstanding account documenta-
tion and a sample report

description of the method for aggregating
client holdings and activities across busi-
ness units throughout the organization
explanation of how related accounts, such
as common control and family link, are
identified

name of a contact person for information on
compensation, training, and recruiting pro-
grams for relationship managers

list of al persona investment company
accounts

list of reports that senior management
receives regularly on private-banking
activities

description and sample of the management
information reports that monitor account
activity

description of how senior management
monitors compliance with global policies
for worldwide operations, particularly for
offices operating in secrecy jurisdictions
appropriate additional items from the core
and expanded procedures for private bank-
ing, as set forth in the FFIEC BSAJAML
Examination Manual, as well as any other
items from the expanded procedures that
are needed to gauge the adequacy of the
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BSA/AML program for private-banking 2.
activities.

2010.11.4 INSPECTION OBJECTIVES

1. To determineif the palicies, practices, proce-
dures, and internal controls regarding
private-banking activities are adequate for
the risks involved.

2. To determine if the indtitution’s officersand 3.
employees are operating in conformance
with established guidelines for conducting
private-banking activities.

3. Toassessthe financia condition and income-
generation results of the private-banking 4.
activities.

4. To determine the scope and adequacy of the
audit function for private-banking activities. 5

5. To determine compliance with applicable
laws and regulations for private banking.

6. To initiate corrective action when policies,
practices, procedures, or internal controls are
deficient, or when violations of laws or regu-
lations are found.

2010.11.5 INSPECTION PROCEDURES

The examiner-in-charge should supplement the
following procedures, as appropriate, with the
examination procedures for private banking, as
set forth in the FFIEC BSAJAML Examination
Manual.

2010.11.5.1 Private-Banking
Pre-Inspection Procedures

1. As the examiner-in-charge, conduct a meet-
ing with the lead members of the private-
banking inspection team and discuss—

a the private-banking inspection scope (The
inspection may need to extend beyond a
rudimentary review of private-banking
operations if the institution’s business
lines and services overlap and if its cus-
tomer base and personnel are shared
throughout the organization. Examiners
will probably need to focus on the poli-
cies, practices, and risks within the differ-

Review the prior report of inspection and the
previous inspection workpapers; description
of the inspection scope; structure and type of
private-banking activities conducted; and
findings, conclusions, and recommendations
of the prior inspection. The prior inspection
report and inspection plan should also pro-
vide information and insight on key contacts
at the institution and on the time frame of the
prior private-banking review.

Review relevant correspondence exchanged
since the prior inspection, such as manage-
ment’s response to the report of inspection,
any applications submitted to the Federa
Reserve, and any supervisory actions.
Research press releases and published news
stories about the ingtitution and its private-
banking activities.

. Review internal and external audit reports

and any internal risk assessments performed
by the institution’s internal or external audi-
tors on its private-banking activities. Review
information on any assessments of the inter-
nal controls and risk profile of the private-
banking function.

. Contact management at the institution to

ascertain what changes in private-banking

services have occurred since the last inspec-

tion or if there are any planned in the near
future.

a Determine if the previous inspection or
examination report(s) mention private
banking; if not, ask management if they
have commenced or plan to commence
any private-banking activities within any
part of the bank holding company
organization.

b. Determine if there have been any changes
to the strategic plan; senior management;
or the level and type of private-banking
activities, products, and services offered.

c. During the entire inspection of private-
banking activities, be alert to the totality
of the client relationship, product by prod-
uct, in light of increasing client awareness
and use of derivatives, emerging-market
products, foreign exchange, and margined
accounts.

ent divisions of each particular institution  2010.11.5.2 Full-Inspection Phase

and throughout each institution’s global

network of affiliated entities.); 1. After reviewing the private-banking func-

b. examiner assignments of the functional
areas of private banking; and

tional areas, draw sound conclusions about

c. the supplemental reviews of specific BHC Supervision Manual January 2006

private-banking products and services.
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the quality and culture of management and

stated private-banking policies.

. Evaluate the adequacy of risk-management

policies and practices governing private-

banking activities.

. Assess the organization of the private-

banking function and evaluate the quality of

management’s supervision of private-
banking activities. An appraisal of manage-
ment covers the—

a full range of functions (i.e., supervision
and organization, risk management, fidu-
ciary standards, operationa controls,
management information systems, audit,
and compliance) and activities related to
the operation of the private-banking
activities; and

b. discharge of responsibilities by the insti-
tution’s directors through a long-range
organizational plan that accommodates
the volume and business services
handled, local business practices and the
institution’s competition, and the growth
and development of the institution’s
private-banking business.

. Determine if management has effective pro-
cedures for conducting ongoing reviews of
client-account activity to detect, and protect
the client from, any unauthorized activity
and any account activity that is inconsistent
with the client’s profile (for example, fre-
guent or sizeable unexplained transfers
flowing through the account).
. Determine if the bank holding company has
initiated and maintained controls and proce-
dures that require each subsidiary private-
banking institution to have account-opening
procedures and documentation require-
ments that must be satisfied before an
account can be opened.

. Determine if the bank holding company

requires its subsidiary institutions to main-

tain and adhere to well-structured CCD
procedures.

. Determine if the bank holding company has

proper controls and procedures to ensure

each institution's proper administration of

BHC Supervision Manual
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10.

11.

12.

trust and estates, including strict controls
over assets, prudent investment and man-
agement of assets, and meticulous record-
keeping. Review previous trust examination
reports and consult with the designated Fed-
eral Reserve System trust examiners.

. Ascertain whether the bank holding com-

pany adequately supervises the custody ser-
vices of its subsidiaries. The bank holding
company should ensure that each institution
has established and currently maintains pro-
cedures for the proper administration of
custody services, including the regular
review of the services on a preset schedule.

. Determine whether subsidiary institutions

are required to and actually maintain strong
controls and supervision over funds
transfers.
Ascertain if institution management and
staff are required to perform due diligence,
that is, to verify and document that the
funds of its private-banking customers were
derived through legitimate means, and
when extending credit, to verify that the use
of loan proceeds was legitimate.

Review the institution’s use of deposit

accounts.

a. Assess the adequacy of the institution’s
controls and whether they are appropri-
ately used.

b. Determine if client monies flow through
client deposit accounts and whether the
accounts function as the sole conduit and
paper trail for client transactions.

Determine and ensure that each ingtitution’s

approach to Suspicious Activity Reports

(SARYs) is proactive and that the bank hold-

ing company and each ingtitution have well-

established procedures covering the SAR
process. Establish whether there is account-
ability within the organization for the analy-
sis and follow-up of internally identified

suspicious activity (this analysis includes a

sound decision on whether the bank holding

company or an institution needs to file, or is
required by regulation to file, a SAR).



Fees Involving Investments of Fiduciary Assets in Mutual Fun
and Potential Conflicts of Interest Section 2010.:

Banking organizations, including trust institu-rity Act of 1974 (ERISA), however, generally
tions, are increasingly encountering variouprohibits fee arrangements between fiduciarie
direct or indirect financial incentives to placeand third parties, such as mutual fund providers
trust assets with particular mutual funds. Suchvith limited exception$. ERISA requirements
incentives include the payment of fees to banksupersede state laws and guidelines put forth &
ing organizations for using nonaffiliated fundthe bank regulatory agencies.
families as well as other incentives for using Similar conflict-of-interest concerns are
those mutual funds that are managed by theaised by the investment of fiduciary-accoun
institution or an affiliate. The payment of suchassets in mutual funds for which the institution
fees, referred to variously as shareholder, subaor an affiliate acts as investment advisel
counting, or administrative service fees, may béreferred to as “proprietary” funds). In this case,
structured as payments to reimburse the instituhe institution receives a financial benefit from
tion for performing standard recordkeeping anananagement fees generated by the mutual fur
accounting functions for the institution’s fidu- investments. This activity can be expected t
ciary accounts. Those functions may consist diecome more prevalent as banking organize
maintaining shareholder subaccounts antions more actively offer proprietary mutual
records, transmitting mutual fund communicafunds3 See SR-99-7.
tions as necessary, and arranging mutual fund
transactions. These fees are typically based on a
percentage or basis point amount of the dolla2010.12.1 DUE-DILIGENCE REVIEW
value of assets invested, or on transaction VONEEDED BEFORE ENTERING INTO
ume. Another form of compensation may conFEE ARRANGEMENTS
sist of a lump-sum payment based on assets
transferred into a mutual fund. Although many state laws now explicitly autho-
In all cases, decisions to place fiduciary assetize certain fee arrangements in conjunctior
in particular investments must be consistenvith the investment of trust assets in mutua
with the underlying trust documents and musfunds, institutions nonetheless face heightene
be undertaken in the best interests of the truségal and compliance risks from activities in
beneficiary. The primary supervisory concern isvhich a conflict of interest exists, particularly if
that an institution may fail to act in the bestproper fiduciary standards are not observed ar
interest of beneficiaries if it stands to benefidocumented. Even when the institution does nc
independently from a particular investment. Aexercise investment discretion, disclosure o
a result, an institution may expose itself to arother requirements may apply. Therefore, insti
increased risk of legal action by account benefitutions should ensure that they perform anc
ciaries, as well as to potential violations of lawdocument an appropriate level of due diligence
or regulation. before entering into any fee arrangements simi
In recent years, nearly every state legislaturkar to those described earlier or placing fiduciary
has modified its laws explicitly to allow fiducia- assets in proprietary mutual funds. The follow-
ries to accept fees from mutual funds undemg measures should be included in this proces:
certain conditions. As for the permissibility of
other financial incentives, guidance under applil. Reasoned legal opinionThe institution
cable law may be less clear. Conditions involv- should obtain a reasoned opinion of counse
ing fee payments under state law often include that addresses the conflict of interest inherer
compliance with standards of prudence, quality, in the receipt of fees or other forms of com-
and appropriateness for the account, and a deter-
mination of the “reasonableness” of the feegNo. 704, February 1996.
received by the institution. The Office of the 2 ERISA section 406(b)(3). See Department of Labor,
Pension Welfare and Benefits Administration Advisory Opin-
Comptroller of the Currency (OCC) has alsqg, g7-154 and Advisory Opinion 97-16A.
adopted these general standards for nationals. A Board interpretation of Regulation Y addresses invest

bankst The Employee Retirement Income Secument of fiduciary-account assets in mutual funds for which
the trustee bank’s holding company acts as investmer
adviser. In general, such investments are prohibited unles

1. In general, national banks may make these investmenigecifically authorized by the trust instrument, court order, of
and receive such fees if applicable law authorizes the practicgate |aw. See 12 C.F.R. 225.125.

and if the investment is prudent and appropriate for fiduciary
accounts and consistent with established state law fiduciar
requirements. This includes a “reasonableness” test for anBHC Supervision Manual June 1999
fees received by the institution. See OCC Interpretive Letter Page 1
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pensation from mutual fund providers in con-
nection with the investment of fiduciary
assets. The opinion should address the per-
missibility of the investment and compensa-
tion under applicable state or federal laws,
the trust instrument, or a court order, as welP.
as any applicable disclosure requirements or
reasonableness standard for fees set forth in
the law.

. Establishment of policies and procedures.
The institution should establish written poli-
cies and procedures governing the accep-
tance of fees or other compensation from
mutual fund providers as well as the use of
proprietary mutual funds. The policies must
be reviewed and approved by the institu-

formed ongoing due-diligence reviews when
it is receiving fees or other compensation for
investing fiduciary assets in mutual funds or
investing such assets in proprietary mutual
funds.

To determine that the institution maintains
full ongoing documentation of investment
decisions and performance, and obtains legal
opinions regarding its compliance with appli-
cable laws and fiduciary standards, as well as
potential conflicts of interest that may arise
from its receiving fees or other compensation
for investing fiduciary assets in mutual funds,
including proprietary funds.

tion’s board of directors or its designated2010.12.3 INSPECTION PROCEDURES

committee. Policies and procedures should,
at a minimum, address the following issues].
(1) designation of decision-making author-
ity; (2) analysis and documentation of invest-
ment decisions; (3) compliance with applica-
ble laws, regulations, and sound fiduciary
principles, including any disclosure require-
ments or “reasonableness” standards for
fees; and (4) staff training and methods for
monitoring compliance with policies and
procedures by internal or external audit staff.
. Analysis and documentation of investment
decisionsWhen fees or other compensation
are received in connection with fiduciary-2.
account investments over which the institu-
tion has investment discretion or when such
investments are made in the institution’s pro-
prietary mutual funds, the institution should
fully document its analysis supporting the
investment decision. This analysis should be
performed on a regular, ongoing basis and
would typically include factors such as his-
torical performance comparisons with simi-
lar mutual funds, management fees and
expense ratios, and ratings by recognized
mutual fund rating services. The institution
should also document its assessment that the
investment is, and continues to be, (1) appro-
priate for the individual account, (2) in the
best interest of account beneficiaries, and
(3) in compliance with the provisions of the
“prudent investor” or “prudent man rules,”
as appropriate.

2010.12.2 INSPECTION OBJECTIVES

1. To determine that the institution has per-

BHC Supervision Manual
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Determine if a written legal opinion is on file
that focuses on conflicts of interest that may
arise from the receipt of fees and other com-
pensation from mutual fund providers for
investing fiduciary assets, and from the
investment of these assets in proprietary
mutual funds. Ascertain whether the legal
opinion addresses the investment’s permissi-
bility, including its resulting compensation
and any disclosure requirements under appli-
cable state or federal laws, the trust instru-
ment, or a court order.
Verify that the institution’s board of directors
has approved written policies and procedures
governing the acceptance of fees and other
compensation from mutual fund providers
for placing investments with their firms and
for the use of proprietary funds. Ascertain
that the policies and procedures, at a
minimum—
a. determine what group or individual has
decision-making authority;
analyze and document supporting invest-
ment decisions;
require compliance with applicable laws,
regulations, and sound fiduciary prin-
ciples, including disclosure requirements
or reasonableness standards for fees; and
. address staff training and methods for
monitoring compliance with policies and
procedures by internal and external audit
staff.

b.

C.

. When fees and other compensation are being

received in connection with fiduciary-
account investments (those in which the
institution has authorized discretionary
investment authority) or when such assets
are involved in proprietary mutual funds,
ascertain whether there is full documentation
of the institution’s analysis supporting its
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investment decisions on a regular, ongoing b. an assessment that the investments ar

basis. Ascertain that the documentation and continue to be, appropriate for the

includes— individual account and in the best inter-

a. historical performance comparisons with ~ ests of its account beneficiaries; and
other mutual funds, engagement fees and C. evidence of continued compliance with
expense ratios, and ratings by recognized  the provisions of the “prudent investor”
mutual fund rating agencies; or “prudent man rules.”

BHC Supervision Manual June 1999
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Supervision of Subsidiaries (Establishing Accounts for Forei
Governments, Embassies, and Political Figures) Section 201

On June 15, 2004, an interagency advisory corestablished by the board of directors, and shoul
cerning the embassy banking business ange based on the institution’s own busines:
related banking matters was issued by the fedbjectives, its assessment of the risks associat
eral banking and thrift agenciem coordination with particular accounts or lines of business
with the U.S. Department of the Treasury’sand its capacity to manage those risks. Th
Financial Crimes Enforcement Network. Theagencies will not, in the absence of extraor:
purpose of the advisory is to provide generatlinary circumstances, direct or encourage an
guidance to banking organizations regarding thistitution to open, close, or refuse a particulal
treatment of accounts for foreign governmentsaccount or relationship.
foreign embassies, and foreign political figures. Providing financial services to foreign gov-
The joint interagency statement advises bankernments and embassies and to foreign politic:
ing organizationsthat the decision to accept orfigures can, depending on the nature of thi
reject an embassy or foreign governmentustomer and the services provided, involve
account is theirs alone to make. Financial instivarying degrees of risk. Such services can rang
tutions should be aware, however, that there afeom account relationships that enable ar
varying degrees of risk associated with suclembassy to handle the payment of operation:
accounts, depending on the customer and thtexpenses—for example, payroll, rent, anc
nature of the services provided. Financial instiutilities—to ancillary services or accounts pro-
tutions should take appropriate steps to managéded to embassy staff or foreign-governmen
such risks, consistent with sound practices andfficials. Each of these relationships potentially
applicable anti-money-laundering laws ancdposes different levels of risk. Institutions are
regulations. The advisory also encourages bankxpected to assess the risks involved in any suc
ing organizations to direct questions aboutelationships and to take steps to ensure bot
embassy banking to their primary federal bankhat such risks are appropriately managed an
regulators. See SR-04-10. that the institution can do so in full compliance
with its obligations under the Bank Secrecy Act,
as amended by the USA Patriot Act, and the
regulations promulgated thereunder.

When an institution elects to establish finan-
2010.13.1 INTERAGENCY ADVISORY jy relationships with foreign governments,

ON ACCEPTING ACCOUNTS FOR embassies, or foreign political figures, the agen

FOREIGN GOVERNMENTS, cies, consistent with their usual practice of risk-
EMBASSIES, AND POLITICAL based supervision, will make their own assess
FIGURES ment of the risks involved in such business. As

is the case with all accounts, the institution

The interagency advisory answers questions oshould expect appropriate scrutiny by examiner
whether financial institutions should do businesghat is commensurate with the level of risk
with foreign embassies and whether institutiongresented by the account relationship. As in an
should establish account services for foreig@ase where higher risks are presented, the ins
governments, foreign embassies, and foreigftion should expect an increased level o
political figures. As it would with any new review by examiners to ensure that the institu
account, an institution should evaluate whethefion has in place controls and compliance over
or not to accept a new account for a foreignsight systems that are adequate to monitor ar
government, embassy, or political figure. Thainanage such risks, as well as personnel traine
decision should be made by the institution'sn the management of such risks and in the
management, under standards and guidelingsquirements of applicable laws and regulations
Institutions that have or are considering tak:

_— ing on relationships with foreign governments,
1. The Board of Governors of the Federal Reserve Syssmbassies, or political figures should ensure th:
tem, the Federal Deposit Insurance Corporation, the Office (guch customers are aware of the requirements
the Comptroller of the Currency, the Office of Thrift Supervi- . . L
sion, and the National Credit Union Administration (the U.S. laws and regulations to which the institu-
agencies). tion is subject. Institutions should, to the maxi-

2. The advisory is primarily directed to financial institu- mum extent feasible, seek to structure sucl
tions located in the United States. The boards of directors of
bank holding companies, however, should consider whethér .
the advisory should be applied to their other U.S. subsidiaried8BHC Supervision Manual December 2004
financial and other services. Page 1
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relationships in order to conform them to con-  so as to reduce the risks that might be presented
ventional U.S. domestic banking relationships by such relationships.

BHC Supervision Manual December 2004
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Intercompany Transactions

Section 2020.0

WHAT’S NEW IN THIS REVISED
SECTION

This section has been revised to incorporate
references to the Federal Reserve Board’s Regu-
lation W, primarily with regard to the bank
holding company (BHC) inspection process. The
section includes also a discussion of the manda-
tory reporting of certain intercompany transac-
tions on the FR Y-8, The Bank Holding Com-
pany Report of Insured Depository Institutions’
Section 23A Transactions with Affiliates, and
its instructions. The mandatory report is to be
submitted quarterly to the Federal Reserve by
(1) all top-tier BHCs, including financial hold-
ing companies, and (2) all foreign banking orga-
nizations that directly own a US. subsidiary
bank. The examiner’s inspection responsibilities
are discussed.

2020.0.1 ANALYSIS OF
INTERCOMPANY TRANSACTIONS

The analysis of intercompany transactions
between a parent company, its nonbank
subsidiaries, and its bank subsidiaries is
primarily intended to assess the nature of the
relationships between these entities and the
effect of the relationships on the subsidiary
insured depository institutions (IDIs). An
insured depository insitution includes any state
bank, national bank, trust company, or banking
association and any institution that takes
deposits that are insured by the Federal Deposit
Insurance Corporation, including savings as-
sociations. Both the legal and financial ramifica-
tions of such transactions are areas of concern.
Certain intercompany transactions are subject to
the provisions of section 23A or 23B (or both)
of the Federal Reserve Act and the Federal
Reserve Board’s Regulation W. Section 23A of
the Federal Reserve Act is one of the most
important statutes on limiting exposures to
individual institutions and protecting the federal
safety net. Several types of intercompany
transactions and the primary regulatory
concerns of each are presented below.

Dividends paid by subsidiaries to the parent.
Dividends are a highly visible cash outflow by
subsidiaries. If the dividend payout ratio
exceeds the level at which the growth of
retained earnings can keep pace with the growth
of assets, the subsidiary’s capital ratios will

deteriorate. These dividends may also have a
negative effect on the subsidiary’s liquidity
position.

Transactions with  affiliates. Transactions
between subsidiary IDI affiliates is another area
of potential abuse of subsidiary banks. Regula-
tory concern centers on the quantitative limits
and collateral restrictions on certain transactions
by subsidiary banks with their affiliates. These
restrictions are designed to protect subsidiary
IDIs from losses resulting from transactions
with affiliates.

Fees paid by subsidiaries. Management or ser-
vice fees are another cash outflow of bank
subsidiaries. These fees may be paid to the
parent, the nonbank subsidiaries, or, in some
cases, to the other bank subsidiaries. Regulatory
concern focuses on whether such fees are rea-
sonable in relation to the services rendered and
on the financial impact of the fees on the bank
subsidiaries.

Tax allocation. How a bank holding company
organization determines to allocate taxes among
its component companies involves questions of
both the magnitude and timing of the cash-flow
effects. Unreasonable or untimely tax payments
or refunds to the bank can have an adverse
effect on the financial condition of the banking
subsidiaries.

Purchases or swaps of assets. Asset purchases
or swaps between a bank and its affiliates can
create the potential for abuse of subsidiary
banks. Regulatory concern focuses on the fair-
ness of such asset transactions and their finan-
cial impact and timing. Fairness and financial
considerations include the quality and collect-
ibility and fair values of such assets and their
liquidity effects. IDIs generally are prohibited
from purchasing low-quality assets from affili-
ates. Asset exchanges may be a mechanism to
avoid regulations designed to protect subsidiary
banks from becoming overburdened with non-
earning assets. Improper timing or certain struc-
turings of asset transactions also can cause them
to be regarded as extensions of credit to affili-
ates. As such, these types of transactions could
potentially violate applicable regulations and
statutes.

BHC Supervision Manual January 2008
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Compensating balances. A subsidiary bank may
be required to maintain excess balances at a
correspondent bank that lends to other parts of
the holding company organization, possibly to
the detriment of the bank. The subsidiary bank
may be foregoing earnings on such excess
funds, which may adversely affect its financial
condition.

Other expense allocations. In general, a subsid-
iary bank should be adequately compensated for
its services or for the use of its facilities and
personnel by other parts of the holding company
organization. Furthermore, a subsidiary bank
should not pay for expenses for which it does
not receive a benefit.

2020.0.2 ROLE OF THE EXAMINER

To properly assess intercompany transactions
and relationships between affiliates, the exam-
iner must make a thorough analysis of most
intercompany transactions and must have a
knowledge of applicable laws, regulations, and
rulings. In particular, the examiner should be
familiar with sections 23A and 23B of the Fed-
eral Reserve Act and the Board’s Regulation W.
The examiner should also be familiar with the
FR Y-8, The Bank Holding Company Report of
Insured Depository Institutions’ Section 23A
Transactions with Affiliates, and its instructions.

BHC Supervision Manual
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The mandatory report is to be submitted to the
Federal Reserve by (1) all top-tier bank holding
companies (BHCs), including financial holding
companies, and (2) all foreign banking organiza-
tions that directly own a U.S. subsidiary bank.
The completed quarterly reports are used by the
Federal Reserve System to monitor bank expo-
sures to affiliates and to ensure banks’ compli-
ance with section 23A of the Federal Reserve
Act. With regard to the BHC’s inspection, the
examiner should review and verify, since the
previous inspection, the BHC’s accuracy and
comprehensiveness in its reporting based on the
FR Y-8 report form and instructions.

If a subsidiary IDI of a holding company is
not a state member bank, the bank’s primary
regulator should determine the bank’s compli-
ance with pertinent banking laws. In reviewing
the subsidiary bank’s examination report, any
violations of laws and regulations applicable to
intercompany transactions should be noted. If
the violation resulted from the actions of an
affiliate, the affiliate’s role should be identified
and be subject to criticism in the inspection
report.

Violations of banking laws discovered during
the inspection should be brought to manage-
ment’s attention and referred to the bank’s pri-
mary supervisor. However, any action or criti-
cism levied directly on the bank should come
from the bank’s primary supervisor.



Intercompany Transactions (Transactions Between Affiliates—
Sections 23A and 23B of the Federal Reserve Act) Section 2020.1

2020.1.1 SECTION 23A OF THE
FEDERAL RESERVE ACT

Section 23A of the Federal Reserve Act (FRA)
(12 U.S.C. 371c) applies to al state member
banks and FDIC-insured banks (including non-
member banks). In addition, section 301 of the
Financial Ingtitutions Reform, Recovery, and
Enforcement Act of 1989 (FIRREA) made the
provisions of section 23A applicable to savings
associations as if they were member banks.
Section 23A of the FRA is designed to pre-
vent the misuse of a bank’s resources stemming
from non-arm’s-length transactions with its
affiliates. Banks are prohibited, in accordance
with section 23A, from engaging in *‘covered
transactions” with an affiliate. The statute
defines covered transactions to include an exten-
sion of credit and the purchase of assets.
Section 23A prohibits a bank from engaging
in covered transactions with an affiliate unless—

1. the bank limits the aggregate amount of cov-
ered transactions to that particular affiliate to
not more than 10 percent of the bank’s capi-
tal stock and surplus and

2. a bank limits the aggregate amount of all
covered transactions with al of its affiliates
to 20 percent of the bank’s capital stock and
surplus.

An insured depository institution’s capital stock
and surplus for purposes of section 23A of the
FRA is—

1. thesum of tier 1 and tier 2 capital included in
an ingtitution’s risk-based capital under the
capital guidelines of the appropriate federal
banking agency, based on the institution’s
most recent consolidated FFIEC Report of
Condition and Income filed under 12 U.S.C.
1817(a)(3), and

2. the balance of an institution’s allowance for
loan and lease losses not included initstier 2
capital for purposes of the calculation of
risk-based capital by the appropriate federal
banking agency, based on the institution’s
most recent consolidated FFIEC Report of
Condition and Income filed under 12 U.S.C.
1817(a)(3).

In addition to the quantitative limitations on
covered transactions with affiliates, there are
specific prohibitions on the substance of the
transaction:

1. A bank must conduct its transaction with its
affiliate on terms and conditions that are
consistent with safe and sound banking
practices.t

2. A bank and its subsidiaries cannot purchase
or accept as collateral a low-quality asset
from an affiliate. A low-quality asset is an
asset that is (1) classified ‘““substandard,”
“doubtful,” or “loss,” or treated as “other
loans especialy mentioned” in the most
recent report of examination prepared by
either a federa or state regulatory agency;
(2) carried in a nonaccrua status; (3) more
than 30 days past due in the payment of
principal or interest; or (4) renegotiated or
compromised because of the deteriorating
financia condition of the obligor.

3. A bank cannot accept securities issued by an
affiliate as collateral for a loan to any
affiliate.

Any transaction by a bank with any person is
deemed to be a transaction with an ffiliate to
the extent that the proceeds of the transaction
are transferred to, or used for the benefit of, the
affiliate. With respect to any bank within a hold-
ing company, its affiliates include, among oth-
ers, its parent, the parent’s subsidiaries, and
other companies directly or indirectly controlled
by the bank’s shareholders.

Section 23A covered transactions also are
subject to the provisions of section 23B of the
FRA. However, transactions between chain
banks or “sister” banks are not subject to sec-
tion 23B.

During the examination of a bank, transac-
tions between a subsidiary bank and an affiliate
are reviewed for compliance with sections 23A
and 23B of the FRA and other banking regula-
tions and statutes. Any violations of either sec-
tion 23A or section 23B involving a transaction
with a bank effiliate that are disclosed or found
during the examination should be reported on
the “Violations” report page of the inspection
report.

1. Board staff has taken the position that safety and sound-
ness requires that the transaction be conducted on market
terms.

December 2001
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2020.1.1.1 Definition of an Affiliate

In general, companies that control or are under
common control with a bank are defined by
section 23A as “dffiliates” of the bank.2 The
definition includes a bank subsidiary of a bank
and any company that a bank, or its subsidiaries
or dfiliates, sponsors and advises.® For exam-
ple, affiliates include bank, financial, and sav-
ings and loan holding companies and their sub-
sidiaries. Banks, savings associations, and
nonbanking companies that are under common
individual control with the bank also are affili-
ates for the purposes of section 23A.
With respect to a bank, an affiliate means—

1. any company that controls* the bank and any
other company that is controlled by the com-
pany that controls the bank;

2. any bank subsidiary of the bank;

3. any company—

a. that is controlled directly or indirectly, by
atrust or otherwise, by or for the benefit
of shareholders who beneficialy or other-
wise control, directly or indirectly, by
trust or otherwise, the bank or any com-
pany that controls the bank; or

b. in which a majority of its directors or
trustees constitute a majority of the per-
sons holding any such office with the bank
or any company that controls the bank;

4. any company (including areal estate invest-
ment trust) that is sponsored and advised on
acontractual basis by the bank or any subsid-
iary or affiliate of the bank, or any invest-
ment company, with respect to which a bank
or any dfiliate thereof is an investment
adviser as defined in section 2(a)(20) of the
Investment Company Act of 1940; and

5. any company that the Board determines by
regulation or order to have a relationship
with a bank or any subsidiary or affiliate of
the bank, such that covered transactions by

2. Itisnot necessary for banks and nonbanking companies
to be under common corporate ownership to be affiliates. For
example, banks and nonbanking companies that are part of a
chain banking organization are ** affiliates” under section 23A.

3. The Board has the authority to expand the definition of
ffiliate to include a company that has a relationship with the
bank so that covered transactions between the company and
the bank may be affected by the relationship to the detriment
of the bank.

4. "“Control” is defined as the power to (1) vote 25 percent
or more of the voting shares of a company, excluding situa-
tions in which the stock is controlled in a fiduciary capacity;
(2) elect amgjority of the directors of a company; or (3) exer-
cise acontrolling influence over a company.
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the bank or its subsidiary with that company
may be affected by the relationship to the
detriment of the bank or its subsidiary.

The definition of affiliate does not include—

1. nonbank subsidiaries of a bank (other than a
financia subsidiary), unless the Board deter-
mines not to exclude such subsidiary com-
pany from the definition of affiliate under
item 5 above;

2. any company engaged solely in holding the
premises of the bank;

3. any company engaged solely in conducting a
safe deposit business;

4. any company engaged solely in holding obli-
gations of the United States or its agencies or
obligations fully guaranteed by the United
States or its agencies as to principal and
interest; and

5. any company where control results from the
exercise of rights arising out of a bona fide
debt previously contracted, but only for the
period of time specifically authorized under
applicable state or federal law or regulation
or, in the absence of such law or regulation,
for a period of two years from the date of the
exercise of such rights, subject, upon applica-
tion, to authorization by the Board for good
cause shown of extensions of time for not
more than one year at atime, but such exten-
sions in the aggregate shall not exceed three
years.

The Gramm-Leach-Bliley Act (GLB Act)
expanded the definition of affiliate to include
financial subsidiaries of banks. A financia sub-
sidiary isdefined in the GLB Act asa subsidiary
of a bank (1) that engages in activities that
national banks are not permitted to engage in
directly or that are conducted under terms and
conditions that differ from those that govern the
conduct of such activities by national banks,
and (2) that a national bank is not specifically
authorized to control by the express terms of a
federal statute (other than section 23A of the
FRA). (See 12 U.S.C. 371c(e)(2).)

The GLB Act aso created a rebuttable pre-
sumption that a company or shareholder con-
trols any other company if the company or
shareholder directly or indirectly owns or con-
trols 15 percent or more of the equity capital of
the other company, pursuant to the merchant
banking provisions of section 4(k)(4)(H) or (1)
of the Bank Holding Company Act. (See 12
U.S.C. 371c¢(b)(11).) Under section 371c(b)(1)
of the FRA, these companies (** portfolio compa-
nies’) are affiliates under the statute.
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2020.1.1.2 Covered Transactions

A covered transaction under section 23A of the
FRA means—

1. aloan or extension of credit by a bank to an
dffiliate;

2. apurchase of, or an investment in, the securi-
ties of an affiliate by a bank or an &ffiliate of
abank;s

3. abank’s purchase of assets from an &ffiliate,
including assets subject to an agreement to
repurchase;

4. the acceptance by a bank of securities issued
by an affiliate as collateral security for aloan
or extension of credit by the bank to any
person or company; or

5. theissuance by a bank of a guarantee, accep-
tance, or letter of credit, including an
endorsement or standby letter of credit, on
behalf of an affiliate.

If atransaction between a bank and an affiliate
cannot be determined to be within one of the
above categories, it is not a covered transaction
for the purposes of section 23A and is not
subject to its limitations. For example, divi-
dends or fees paid by a bank to its parent
holding company are not covered transactions
under section 23A.

2020.1.1.2.1 Leases

Lease transactions that constitute the functional
equivalent of a loan or an extension of credit
may be subject to section 23A. Such lease
arrangements, in effect, are equivalent to a loan
by the bank and are essentialy financing
arrangements. Some of the characteristics that
would normally cause alease to be construed as
a loan equivalent include the lessee's having
responsibility for the servicing, maintenance,
insurance, licensing, or risk of loss or damage,
and the lessee's having the option to purchase
the equipment.

2020.1.1.2.2 De Facto Extensions of
Credit

Other transactions may congtitute de facto
extensions of credit by a subsidiary bank to
other members of the holding company family.

5. The investment by a bank or its affiliate in a financial
subsidiary of the bank excludes the retained earnings of the
financial subsidiary.

For example, rent subsidies or use of a bank’'s
personnel, funds, or equipment without adequate
compensation may be de facto extensions of
credit.

2020.1.1.2.3 Limitations of
Amount—Valuations of Transactions

Section 23A(b)(7)(D) of the FRA defines as a
covered transaction a bank’ s acceptance of secu-
rities issued by an affiliate as collateral security
for aloan or extension of credit to any person or
company. In a 1984 opinion, the Board's staff
said that, for purposes of the quantitative limit
in section 23A, the value of an extension of
credit that is secured in any part by securities of
an dffiliate isthe amount of the entire loan rather
than the value of securities pledged as collateral.

The 1984 staff opinion has been revised. In
situations in which aloan is secured by affiliate
shares and other collateral, it is reasonable to
reflect the fair market value of the nonaffiliate
collateral in determining the applicability of the
quantitative limits in section 23A to loans by a
bank to an unaffiliated third party. For purposes
of applying these quantitative limits, such
mixed-collateral loans should be valued at the
lesser of (1) the total value of the loan less the
amount of nonaffiliate collatera (if any) marked
to fair market value, or (2) the fair market value
of the affiliate’s shares that are used as collat-
eral. Under this calculation method, if the loan
is fully secured by collateral with a fair market
value that equals or exceeds the loan amount
(excluding the affiliate’ s shares), the loan would
not be included in the bank’ s quantitative limits.
If the loan is not fully secured by collateral
excluding the affiliate’s shares, the amount that
the bank must count against its quantitative lim-
its is the difference between the full amount of
the loan and the fair market value of the nonaf-
filiate collateral, up to a maximum of the value
of the affiliate’s shares. This methodology takes
account of the bank’ s reliance on the fair market
value of nonaffiliate collateral in aloan transac-
tion, while also recognizing that a portion of the
loan may be supported by shares issued by an
dffiliate. If a portion of a loan is secured with
nonaffiliate collateral that was marked to its fair
market value, that part of the loan should not be
subject to the quantitative limits of section 23A.
(See Federal Reserve Regulatory Service
(FRRS) 3-1199))

Under section 23A(c)(4), the securities issued
by an &ffiliate are not acceptable collateral for a

December 2001
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loan or extension of credit to any affiliate. More-
over, if the proceeds of the loan that are secured
by the affiliate’s shares are transferred to an
affiliate by the third-party borrower to purchase
assets or securities from the affiliate, the loan is
treated as a loan to the ffiliate. The loan must
then be secured with collateral in an amount and
of atype that meets the requirements of section
23A for loans by a bank to an ffiliate. (See
FRRS 3-1167.3.) Moreover, a loan that is
secured with any amount of an affiliate’s shares
must be consistent with safe and sound banking
practices.®

2020.1.1.2.4 Contributing Shares or
Assets of a BHC Affiliate to a Bank

The holding company’s contribution to a bank
of the shares or assets of an affiliate may result
in a “purchase of assets’ under section 23A to
the extent that consideration is given by the
bank for the shares or assets it receives. The
consideration may be given in the form of cash,
anote booked by the bank as areceivable, or the
assumption by the bank of the nonbank’ s liabili-
ties owed to another affiliate. In addition, a
bank’s assumption of a liability to an unaffili-
ated party may also raise supervisory concerns.
These transactions warrant particular scrutiny to
ensure compliance with section 23A and to
ensure that the transfer is not indicative of a
broader liquidity problem of the holding
company.

2020.1.1.3 Collatera for Certain
Transactions with Affiliates

Section 23A also requires a bank’ s use of collat-
eral for certain transactions between a bank and
its affiliates.” Each loan or extension of credit to,
or each guarantee, acceptance, or letter of credit
issued on behalf of, an affiliate by a bank or its
subsidiary must be secured at the time of the
transaction by collatera having a market value
equal to—

1. 100 percent of the amount of such loan or
extension of credit, guarantee, acceptance, or

6. Staff opinion of January 21, 1999 (FRRS at 3-1199).

7. The bank must perfect the security interest in the collat-
eral (Fitzpatrick v. FDIC, 765 F.2d 569 (6th Cir. 1985). A
bank, however, is not required by section 23A to secure a
purchase of assets from an affiliate.
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letter of credit, if the collateral is composed

of—

a obligations of the United States or its
agencies;

b. obligations fully guaranteed by the United
States or its agencies as to principa and
interest;

C. notes, drafts, bills of exchange, or bank-
er's acceptances that are eligible for redis-
count or purchase by a Federal Reserve
Bank;8 or

d. a segregated, earmarked deposit account
with the bank;

2. 110 percent of the amount of such loan or
extension of credit, guarantee, acceptance, or
letter of credit if the collateral is composed
of obligations of any state or political subdi-
vision of any state;

3. 120 percent of the amount of such loan or
extension of credit, guarantee, acceptance, or
letter of credit if the collateral is composed
of other debt instruments, including receiv-
ables; or

4. 130 percent of the amount of such loan or
extension of credit, guarantee, acceptance, or
letter of credit if the collateral is composed
of stock, leases, or other real or personal

property.

2020.1.1.4 Limitations on Collateral

Banks may accept as collateral for covered
transactions receivables, leases, or other rea or
persona property.® The following are limita-
tions and collateral restrictions:

1. Any collateral that is subsequently retired or
amortized must be replaced by additional
eligible collateral. This is done, when
needed, to keep the percentage of the collat-
eral value relative to the amount of the out-
standing loan or extension of credit, guaran-
tee, acceptance, or letter of credit equal to the
minimum percentage that was required at the
inception of the transaction.

2. A low-quality asset is not acceptable as col-
lateral for aloan or extension of credit to, or
for aguarantee, acceptance, or letter of credit
issued on behalf of, an affiliate.

3. Securities issued by an dffiliate of a bank
shall not be acceptable as collateral for aloan
or extension of credit to, or for a guarantee,

8. Regulation A includes a representative list of acceptable
government obligations (12 C.F.R. 201.108).

9. Letters of credit and mortgage-servicing rights may not
be accepted as collateral for purposes of section 23A. See
FRRS 3-1164.3.
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acceptance, or letter of credit issued on
behalf of, that affiliate or any other affiliate
of the bank.

4. The above collateral requirements are not
applicable to an acceptance that is aready
fully secured either by attached documents
or by other property having an ascertain-
able market value that is involved in the
transaction.

2020.1.1.5 Derivative Transactions with
Affiliates and Intraday Extensions of
Credit to Affiliates

The GLB Act required the Board of Governors
of the Federal Reserve System to adopt, by May
12, 2001, final rules under section 23A of the
FRA that would address as covered transactions
(1) credit exposure arising out of derivative
transactions between member banks and their
affiliates and (2) intraday extensions of credit by
member banks to their affiliates (12 U.S.C.
371c(f)(3)). The Board adopted interim final
rules to address these matters on May 3, 2001.
The interim rules are effective January 1, 2002.

2020.1.1.5.1 Derivative Transactions
Between Insured Depository Institutions
and Their Affiliates

Derivative transactions between an insured
depository ingtitution and its affiliates generally
arise from the risk-management needs of the
institution or the affiliate. Transactions arising
from the bank’s needs typically occur when an
institution enters into a swap or other derivative
contract with a customer but chooses not to
hedge directly the market risk generated by the
derivative contract, or when the institution is
unable to hedge the risk directly because it is
not authorized to hold the hedging asset. To
manage the market risk, the institution may
have an dffiliate acquire the hedging asset. The
institution would then do a bridging derivative
transaction between itself and the affiliate main-
taining the hedge.

Other derivative transactions between an
insured depository institution and its affiliate are
affiliate-driven. To accomplish its asset-liability-
management goals, an ingtitution’s affiliate may
enter into an interest-rate or foreign-exchange
derivative with the institution. For example, an
institution’s holding company may hold a sub-
stantial amount of floating-rate assets but issue
fixed-rate debt securities to obtain cheaper fund-
ing. The holding company may then enter into a

fixed-to-floating interest-rate swap with its sub-
sidiary insured depository institution to reduce
the holding company’ s interest-rate risk.

Insured depository ingtitutions and their affili-
ates that seek to enter into derivative transac-
tionsfor hedging (or risk-taking) purposes could
enter into the desired derivatives with unaffili-
ated companies. Institutions and their affiliates
often choose to use each other as their deriva
tive counterparties, however, to maximize the
profits of and manage risks within the consoli-
dated financial group.

Derivative transactions between an insured
depository institution and an affiliate are subject
to section 23B of the FRA under the express
terms of the statutel® In many respects,
derivative transactions between an insured
depository institution and an affiliate resemble
section 23A covered transactions. Such transac-
tions may expose an insured depository institu-
tion to the credit risk of its affiliates. Although
thetypical institution-affiliate derivative transac-
tion does not create actual credit exposure for
the institution at the inception of the transaction,
an ingtitution may incur actual credit exposure
to an affiliate during the term of a derivative
transaction, and it nearly aways faces some
amount of potential future exposure on the
transaction. The credit exposure of a derivative
transaction with an affiliate poses a risk to the
safety and soundness of the depository institu-
tion that is similar in many respects to the risk
posed by aloan to an affiliate. In fact, this credit
exposure may be more volatile and indetermi-
nate than the credit exposure created by aloan.

Considering the potential complexities, the
Board adopted the interim rule on institution-
affiliate derivative transactions. The interim rule
clarifies that the transactions are subject to the
market-terms requirement of section 23B of the
FRA. The rule also requires that, under section
23A, an institution establish and maintain poli-
cies and procedures that are reasonably designed
to manage in a safe and sound manner the credit
exposure arising from the institution’s deriva
tive transactions with affiliates. The poli-

10. In addition to applying to covered transactions, as

defined in section 23A of the FRA, the market-terms require-
ment of section 23B of the FRA applies broadly to, among
other things, ““[tlhe payment of money or the furnishing of
services to an affiliate under contract, lease, or otherwise” (12
U.S.C. 371c-1(8)(2)(C)). Institution-affiliate derivatives gener-
aly involve a contract or agreement to pay money to the
affiliate or furnish risk-management services to the affiliate.
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cies and procedures must, at @ minimum, pro-
vide for monitoring and control of the credit
exposure arising from the institution’s deriva-
tive transactions with each affiliate, and from all
affiliates in the aggregate, and ensure that the
institution’s derivative transactions with affili-
ates comply with section 23B (12 C.FR.
250.247). In addition, the interim rule defines
the term “derivative transaction” to mean any
derivative contract that is subject to the Board's
capital adequacy guidelines (which would
include most interest-rate, currency, equity, and
commodity derivative contracts) and any similar
derivative contract, including credit derivative
contracts (12 C.FR. 225, appendix A, at Ill.
E.1. ad).

To comply with section 23B of the FRA, each
institution should have in place credit limits on
its derivatives exposure to affiliates that are at
least as strict as the credit limits the institution
imposes on unaffiliated companies that are
engaged in similar businesses and are substan-
tially equivalent in size and credit quality. Simi-
larly, each institution should monitor derivatives
exposure to affiliates at least as rigorously as it
monitors derivatives exposure to comparable
unaffiliated companies. In addition, each institu-
tion should price and require collateral in its
derivative transactions with affiliates in a way
that is at least as favorable to the ingtitution as
the way in which it would price or require
collateral in a derivative transaction with com-
parable unaffiliated counterparties.

At this time, the Board has not determined to
subject al institution-affiliate derivative transac-
tions to al the requirements of section 23A of
the FRA. However, credit derivatives between
an institution and an unaffiliated third party that
reference the obligations of an affiliate of the
institution and that are the functional equivalent
of a guarantee by the bank on behalf of an
affiliate should be treated as a guarantee by the
ingtitution on behalf of an éffiliate for the pur-
poses of section 23A.

2020.1.1.5.2
Credit

Intraday Extensions of

As noted previously, the GLB Act required the
Board to address as covered transactions under
section 23A of the FRA the credit exposure
arising from intraday extensions of credit by
insured depository institutions to their affiliates.
Depository ingtitutions regularly provide trans-
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action accounts to their affiliates in conjunction
with providing payment and securities clearing
services. Asin the case of unaffiliated commer-
cia customers, these accounts are occasionally
subject to overdrafts during the day that are
repaid in the ordinary course of business.

The interim rule clarifies that intraday exten-
sions of credit by an insured depository institu-
tion to an affiliate are subject to the market-
terms requirement of section 23B. The rule also
requires that, under section 23A, ingtitutions
establish and maintain policies and procedures
that are reasonably designed to manage the
credit exposure arising from an institution’s
intraday extensions of credit to affiliates. The
policies and procedures must, at a minimum,
provide for monitoring and control of the insti-
tution’s intraday credit exposure to each &ffili-
ate, and to al affiliates in the aggregate, and
ensure that the institution’s intraday credit
extensions to affiliates comply with section 23B.
(See 12 C.FR. 250.248.)

2020.1.1.6 Statutory Exemptions

There are several exceptions to section 23A for
transactions between banks and their affiliates.
Except for the requirement that all transactions
be on terms and conditions that are consistent
with safe and sound banking practices, the pro-
visions of section 23A are not applicable to the
following transactions:

1. Any transaction between banks when 80 per-
cent or more of each bank’svoting shares are
controlled by the same company or one bank
controls 80 percent or more of the voting
shares of the other bank.1t The purchase of a
low-quality asset is prohibited.

Credit card banks insured by the Bank
Insurance Fund (BIF), savings associations,
and savings banks are banks for purposes of
section 23A.. Foreign banks are not banks for
purposes of section 23A, and thus a transac-
tion between a domestic bank and a foreign
bank is not eligible for this exemption.

2. Making deposits in an affiliated bank or
affiliated foreign bank in the ordinary course

11. Banks that are affiliated in this manner are referred to
as "‘sister banks.” Sister banks can thus improve their effi-
ciency through intercorporate transfers under this exception.
Also, “company” in this context is not limited to a bank
holding company. For example, if a retail bank owns two
credit card banks, the two credit card banks would be sister
banks, although owned by a bank, and the sister-bank excep-
tion could be used for transactions between two credit card
banks.
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of correspondent business, subject to any
restrictions that the Board may prescribe by
regulation or order.

3. Giving immediate credit to an affiliate for
uncollected items received in the ordinary
course of business.

4. Making a loan or extension of credit to, or
issuing a guarantee, acceptance, or letter of
credit on behalf of, an affiliate that is fully
secured by—

a. obligations of the United States or its
agencies,

b. obligations fully guaranteed by the United
States or its agencies as to principa and
interest, or

C. a segregated, earmarked deposit account
with the bank.

5. Purchasing securities that are issued by any
of the kinds of investments in entities
described in section 4(c)(1) of the BHC
Actllz

6. Purchasing assets that have areadily identifi-
able and publicly available market quotation,
and that are purchased at that market
quotation.

7. Subject to the prohibition on the purchase of
low-quality assets, purchasing loans on a
nonrecourse basis from affiliated banks.

8. Purchasing from an affiliate a loan or exten-
sion of credit that was originated by the bank
and sold to the affiliate subject to a repur-
chase agreement or with recourse.13

9. A transaction between affiliated insured
depository institutions if the transaction has
been approved by the appropriate federal
bank agency pursuant to the Bank Merger
Act. (See 12 C.FR. 250.241 (FRRS
3-1128).)

12. This refers to the purchase of shares of a company
that—
holds or operates properties used substantialy or entirely
by any banking subsidiary in its operations or property
acquired for such future use;
conducts a safe deposit business;
furnishes services to, or performs services for, the bank
holding company or its banking subsidiaries; or
liquidates assets acquired from the bank holding com-
pany or its banking subsidiaries or those that were
acquired from any other source before May 9, 1956, or
the date upon which the company became a bank holding
company, whichever is later.

13. A sale of federa funds by a bank to an affiliate of the
bank, unless the affiliate is a sister bank, is subject to the
quantitative and collateral limitations of section 23A. (See 12
C.FR. 250.160.) A transaction in federa funds involves a
loan on the part of the ““selling” bank and a borrowing on the
part of the ““purchasing”” bank.

2020.1.1.7 Purchase of a Security by an
Insured Depository Institution from an
Affiliate

As discussed previoudy, section 23A of the
FRA restricts the ability of a member bank to
fund its affiliates through asset purchases, loans,
or certain other transactions (referred to as
“covered transactions’). Paragraph (d)(6) of
section 23A contains an exemption from the
statute (the (d)(6) exemption) for *‘purchasing
assets having a readily identifiable and publicly
available market quotation,” if the purchaseis at
or below such quotation (item 6 above). Board
staff traditionally has restricted the availability
of the (d)(6) exemption to purchases of assets
whose prices are routinely quoted in a widely
disseminated publication, such asthe Wall Street
Journal. The Board adopted an interpretation of
the (d)(6) exemption on May 3, 2001 (effective
June 11, 2001), that expands the ability of an
insured depository institution to purchase from a
registered broker-dealer effiliate securities that,
athough not so widely traded as to warrant their
prices being included in publications of genera
circulation, are actively traded and whose prices
are quoted routinely on an unaffiliated elec-
tronic service that provides indicative data from
real-time financial networks.

For a securities purchase to qualify under the
interpretation, the security must be purchased
from a broker-dealer affiliate that is registered
with the Securities and Exchange Commission
(SEC).24 The following additional conditions
must be met:

1. The security has a ‘“‘ready market,” as
defined in 17 C.F.R. 240.15¢3-1(c)(11)(i).1
2. The security is eligible for a state member

14. A purchase of securities or other assets from other
types of affiliates would continue to be exempt under section
23A(d)(6) if the price of the asset is routinely quoted in a
widely disseminated news source and the asset is purchased at
or below its current market price. For example, gold is an
asset that could meet the (d)(6) exemption.

15. The SEC defines a*‘ready market” to include a recog-
nized established securities market (1) in which independent
bona fide offers to buy and sell exist so that a price reasonably
related to the last sales price or to current bona fide competi-
tive bid and offer quotations can be determined for a particu-
lar security almost instantaneously, and (2) in which payment
will be received in settlement of a sale at such price within a
relatively short time, conforming to trade custom. (See 17
C.FR. 240.15c3-1(c)(11)(i).) The types of securities that meet
this definition include obligations of the United States and its
agencies, as well as many asset-backed, corporate debt, and
sovereign debt securities.
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bank to purchase directly, subject to the same

terms and conditions that govern the invest-

ment activities of a state member bank, and

the institution records the transaction as a

purchase of securities for purposes of the

bank call report, consistent with the require-
ments for a state member bank.16

3. The security is not a low-quality asset as
defined in section 23A(8)(3).

4. The security is not purchased during an
underwriting, or within 30 days of an under-
writing, if an effiliate is an underwriter of the
security, unless the security is purchased as
part of an issue of obligations of, or as obli-
gations fully guaranteed as to principal and
interest by, the United States or its agencies.

5. The security’ s priceis quoted routinely on an
unaffiliated electronic service that provides
indicative data from real-time financial net-
works, provided that—

a. the price paid by the insured depository
ingtitution is at or below the current mar-
ket quotation for the security and

b. the size of the transaction executed by the
insured depository institution does not
cast material doubt on the appropriateness
of relying on the current market quotation
for the security.

6. The security is not issued by an affiliate,
unless the security isan obligation fully guar-
anteed by the United States or its agencies as
to principal and interest.

The purchase of the security also must comply
with paragraph (a)(4) of section 23A, which
requires that any covered transactions between
an insured depository ingtitution and an effiliate
be on terms and conditions that are consistent
with safe and sound banking practices. (See 12
C.FR. 250.246.)

2020.1.1.8 Board-Approved Exemptions
from Section 23A

Section 23A gives the Board the authority to
grant exemptions from the statute’s restrictions

16. The security will be eligible for the expanded (d)(6)
exemption if itiseligible for purchase by a state member bank
under section 9 of the FRA. The purchase must be recorded
by the insured depository institution as a security purchased,
and not as aloan, pursuant to the instructions of the bank call
report. The interpretation is restricted to purchases of assets
(purchase of eligible asset-backed securities) that are not
low-quality assets.
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if such exemptions are “‘in the public interest
and consistent with the purposes of this section”
(12 U.S.C. 371c(f)(2)). The Board has approved
several exemptions. (See FRRS 3-1125 et seq.)

2020.1.1.8.1 Exemptions from the
Attribution Rule of Section 23A

The attribution rule of section 23A provides that
“a transaction by a member bank with any
person shall be deemed a transaction with an
affiliate to the extent