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Section 100

INTRODUCTION

Holding company™ regulation is an increasingly
significant part of our supervision of the thrift in-
dustry. At thetime of publication, there were 530
holding company enterprises that controlled 543
thrifts. These thrift institutions represented over
50 percent of the industry and controlled over 92
percent of the industry’s assets.

A preponderance of thrift holding companies are
“shell” organizations that do not engage in any
significant activities beyond the ownership of the
thrift. However, a substantial number are large
businesses or major complexes having more than
one holding company along with numerous non-
insured subsidiary companies. Companies that
currently own thrifts include:

Securities broker/dealers
Insurance underwriters and agents
Manufacturing firms

Retail companies.

Up until the mid 1990s, the relatively few com-
mercial firms and insurance companies that
owned thrifts generally operated these entities in-
dependently from the operationsin other parts of
the organization. Many of these firmslooked at
their thrift investment as a means of diversifying
their operations, not as a critical component of
their main business.

During the mid 1990s, however, many financial
firms, especially insurance companies and securi-
tiesfirms, determined that it would be in their
best interest to offer customers a complete array
of proprietary financial products — insurance poli-
cies, savings accounts, mortgage loans, credit
cards and trust services —all under one roof.
Unlike bank holding companies, unitary thrift
holding companies could engage in a broad range

! When referring to “holding company” in this Handbook,
you should assume it to mean “ savings and loan holding
company” unless specifically noted otherwise. Similarly, the
term “thrift” should be read literally as “savings association.”

of activities, including commercial, retail, and fi-
nancial activities. The passage of the Gramm-
Leach-Bliley Act in 1999 restricted commercial
firms from owning thrifts; however, existing or-
ganizations were grandfathered.? The legislation
also provided a process by which bank holding
companies could elect to become “financia hold-
ing companies’ that can engage in expanded
financial activities, including insurance and secu-
rities.

This Handbook outlines our current approach to
holding company supervision. Thisapproachis
flexible enough to apply to the most complex
structures as well as the shell structures, the
grandfathered and the nongrandfathered, the low
risk aswell asthe high risk, and the healthy as
well as the troubled holding company structures.
In other words, this approach allows you to rec-
ogni ze the unique issues presented by any holding
company enterprise, meaning the entire corporate
structure or “family” associated with the holding
company.

More importantly, this Handbook also provides
guidance to assess the risks that holding company
enterprises pose. It considers the combined risk
profile, financial health and stability of the con-
solidated enterprise, as well as the degree of
interdependence between the thrift and its affili-
ates. Examination conclusions are based on the
current and prospective effect holding company
enterprises have on their subsidiary insured
thrifts.

SUPERVISORY STRATEGY

The Application Process

Prior to organizing or acquiring athrift, a com-
pany is required to undergo arigorous application

process during which OTS intensively scrutinizes
its proposed business plan for the insured thrift.

2 For more details on the different type of holding companies
and activities restrictions, refer to Organizational Structure
Section 400.
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Thisrigorous review encompasses the capital
structure, managerial expertise and overall integ-
rity of the company. The abjective of this process
isto ensure that the applicant has the financial

and managerial resources to assure the thrift will
be operated in a safe and sound manner without
jeopardizing the thrift or the deposit insurance
funds.®

During the application process we address spe-
cific concerns we may have with the applicant’s
proposal. For example:

If we believe the thrift does not have its own
separate corporate identity and may have dif-
ficulty operating successfully on a stand-
alone basis, we may require the thrift to hire
more qualified full-time individuals in key
positions, and to perform core business func-
tions within the thrift itself. We seek to strike
a balance between allowing holding compa-
nies to leverage the synergies of the overall
organization and independence on the part of
the thrift.

If the applicant plansto rely on a network of
agents or brokers for referral business, we
make sure that proper controls arein place
and that these representatives will receive
comprehensive training.

If we believethereisarisk that key decision
makers working at both the thrift and the
holding company could encounter conflicts of
interest, we may require the thrift to appoint
independent directors.

If the thrift is heavily reliant on affiliates for
funding, we may require the holding company
to establish a segregated ear-marked deposit
with the thrift, or that the thrift diversify its
funding sources.

If the proposal involves an elevated degree of
risk, such as Internet banking or subprime
lending, we may require the thrift to hold

3 Section 500 of the Applications Processing Handbook
provides detailed holding company acquisition guidelines.
The Applications Processing Handbook is available on the
OTS website at www.ots.treas.gov.

more capital than the minimum required un-
der our regulations or diversify operations.

Categorizing Holding Company Enterprises

Once the application is approved, and the thrift is
formed or acquired, the resulting holding com-
pany enterprise is subject to our risk-focused
approach to supervision and examination. Based
on our analysis of the application, we first assign
the holding company enterprise to one of the fol-
lowing two categories:

Category | Noncomplex or relatively low
risk thrift holding company
enterprises.

Category I1 Complex or higher risk hold-
ing company enterprises.

Dividing the holding company population in this
manner helps us to more efficiently allocate ex-
amination resources, and assists managersin
examination scheduling and planning. We expect
that Category Il holding company enterprises will,
in most cases, require a more intense examination.

We will determine the complexity and level of
risk by considering al of the following:

Types of activities and assets of the holding
company and its significant affiliates;

Thrift’' s dependence on the holding company
and other affiliates to perform core functions;

Thrift's funding method, especially reliance
on intercompany borrowings,

Type and character of intercompany transac-
tions;

Thrift’ s significance within the holding com-
pany enterprise;

Financia strength and stability of the holding
company; and

Examination or other supervisory findings at
the holding company or subsidiary thrift.

100.2 Holding Companies Handbook
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A detailed checklist is contained in the Adminis-
trative Program, Section 710 to help determine
which category a holding company enterprise
should be given. The checklist is used not only at
the conclusion of the application analysis, it is
also used in preexamination analysis, as more
fully explained in Administration Section 200.
The category designation directs you to the ap-
propriate holding company examination program.

The Off-site Monitoring Process

Off-site monitoring of the holding company en-
terpriseis conducted between regularly scheduled
examinations, and includes areview of reports
filed by holding companies. These reports pro-
vide detailed information about the structure,
activities, management and financial condition of
the holding company and its subsidiaries.

In March 2001, we began collecting electronic fi-
nancia data on holding companies. Thisdatais
filed quarterly by the subsidiary thrift along with
its Thrift Financial Report. For most holding
company enterprises, we have designated one
holding company to provide thisfinancial infor-
mation. In some cases, where more than one
distinct ownership path exists, there may be more
than one designated filer.* Additionally, holding
companies file H(b)-11 reports quarterly with the
regional office.

Off-site monitoring also relies heavily on private
sector information to supplement our own analy-
sis, such as stock analysts' reports and ratings,
securities filings, as well as the actual volume and
prices of various holding company securities on
the public markets. Such information will help
identify issues to discuss with management. In
addition, in enterprises that have another primary
regulator, we will leverage off their information
and resources.

Reviewing public reports and key financial data
provide us an effective means to identify, and
sometimes mitigate, potential problems, without

* Thelineitems reported on Schedule HC of the Thrift
Financial Report and detailed instructions are contained in
the Thrift Financial Report Instruction Manual. This manual
is available on the OTS website at www.ots.treas.gov.

being overly intrusive in the day-to-day opera-
tions of the holding company. Communication
with management between examinations enhances
our supervisory efforts, and keeps us informed of
any changesin strategic direction or significant
transactions that have the potential to adversely
impact the thrift. Section 800 provides an over-
view of the information collected by OTS.
Specific ratios are suggested for monitoring fi-
nancia trends. By using thisinformation, we are
better poised to identify outliers and shiftsin
trends that will often prompt an informal inquiry.

The On-site Examination Process

On-site holding company examinations are con-
ducted concurrently with the lead insured thrift on
a 12 or 18-month cycle, depending on the size and
rating of the thrift. The cost of examinations of
holding companies, including their other subsidi-
aries, is assessed against, and paid by, the holding
companies. The hill is generally sent to the top-
tier® holding company, however, you can desig-
nate the appropriate company for billing in the
Examination Data System (EDS).

The holding company examination focuses on
the entire holding company enter prise as op-
posed to individual registered holding
companies. Thisisthe case even if most of
your review is devoted to one company within
thestructure. You must at least consider the
organizational structure of the holding com-
pany enterpriseto determinewheretherisks
lie and where you will devote examination re-
sources. Thisapproach isnot meant to imply
that you will conduct an in-depth review of
every company within the structure. Instead,
asnoted under the Risk-Focused Approach
discussion below, you will determine the scope
based on the unique cir cumstances of each
holding company enterprise.

In most cases you will perform one holding com-
pany examination, even if multiple tiers of
indirect ownership exist. For ease of reference,
this examination is electronically stored under the
docket number of what isreferred to as the “top-

®The top-tier company isthe highest level of ownership by a
registered holding company.
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tier” holding company. Only in situations where
the thrift is controlled by more than one holding
company that are in distinct ownership paths, may
you need to conduct a separate examination for
each ownership path.

Y ou will document the examination in a report
and assign a composite rating for each examina
tion conducted. In addition, you will assign
specific component ratings for complex or higher
risk holding company enterprises (Category 11).

More specific instructions on these aspects of the
holding company examination are contained in
Administration Section 200.

RISK-FOCUSED APPROACH
Deter mining Scope

OTS hasthe responsibility to identify and control
risks that threaten a thrift’s safety and soundness.
Holding company examinations are risk-focused,
meaning that the primary objective is to examine
the holding company enterprise in the areas that
pose the greatest risk to the thrift subsidiary.

Aninitial examination scope should target the ar-
eas of the holding company/thrift relationship that
have higher than normal risk characteristics. A
risk-focused philosophy implies that:

Circumstances will determine the scope of the
examination on a case-by-case basis;

Minimum scope will consist of procedures
that are sufficient to assess the significant
risks to the subsidiary thrift; and

Examination procedures will not incorporate
every possible aspect of afull-scope examina-
tion.

Y ou must ensure that each examination is care-
fully focused and tailored to the risks posed to the
subsidiary thrift by the holding company and
other affiliates. This risk-focused approach
should enable you to efficiently manage available
time and resources. You arenot required to

perform every procedurein the holding com-
pany examination program. Instead, you should
use judgment to determine the level of review,
testing, and analysis necessary to determine the
effect of the holding company enterprise on the
thrift.

There is no predetermined limit on the examina-
tion scope. As additional information indicates a
greater degree of risk, the scope may be ex-
panded. For example, the scope of an
examination may be expanded if:

Inadequate, inaccurate, or misleading infor-
mation is reported in regulatory filings or if
filings are frequently revised;

Numerous affiliate or insider transactions oc-
cur between the thrift and its affiliates or
insiders, or between the holding company and
other affiliates or insiders;

Substantial changes in holding company man-
agement, corporate structure, or ownership
occur,;

Substantial changes in operations and finan-
cial condition are noted in the holding
company enterprise;

Poor financial condition, inadequate cash
flow, or high leverageisfound in the holding
company enterprise;

The holding company is perceived to ad-
versely influence the thrift’ s operations or the
thrift’s operations are highly integrated with
the corporate enterprise;

The holding company enterpriseis adversely
affecting the thrift’ s financial resources
through management fees, cash dividends,
excessive tax payments, or affiliated transac-
tions;

The prior holding company or thrift examina
tion reveaed other significant concerns that
need to be reassessed;

The current thrift subsidiary examination is
raising significant issues related to the hold-
ing company enterprise;

100.4 Holding Companies Handbook
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The credit rating of the holding company’s
debt, if any, is downgraded by a national
credit rating service, especially to a nonin-
vestment grade; or

The stock price of a publicly traded holding
company declines substantially more than an-
ticipated relative to a general stock market
index.

EXAMINATION COMPONENTS

This Handbook contains detailed guidance and
examination procedures for each of the primary
areas of review in a holding company examina-
tion. There are three generic holding company
examination programs, these are:

Administrative Program, Section 710;

Abbreviated Holding Company Examination
Program; Section 720; and

CORE Holding Company Examination Pro-
gram, Section 730.

For al holding company enterprises, you start
with the Administrative Program Section 710.
This program contains procedures for determining
the scope of the examination and the Risk Classi-
fication Checklist. Y ou should use the
Abbreviated Holding Company Examination Pro-
gram Section 720 for low risk holding company
enterprises (Category I), recognizing that you may
need to consult the CORE Holding Company Ex-
amination Program Section 730 to address
specific areas of risk. You should use the CORE
Holding Company Examination Program, Section
730, for all higher risk or complex holding com-
pany enterprises (Category 11). In addition, there
may be specific issues that relate to certain hold-
ing company populations contained in Section
900.

The remaining sections of this Handbook are
structured to parallel the primary areas of review
in a holding company examination. These areas
of review also parallel the component rating fac-
tors. Component rating factors are assigned for
al Category Il holding company enterprises, and
may be assigned to Category | holding company

enterprises at your discretion. Those factors are
referred to by the acronym “CORE”:

Capital

Organizational Structure
Relationship

Earnings

m|o|o|0

Capital

The first component of a holding company ex-
amination is an evaluation of Capital. OTS does
not employ a standardized capital requirement
that appliesto all holding companies. The popu-
lation of thrift holding companiesisfar too
diverse to develop a single, meaningful capital re-
guirement. Instead, we take a case-by-case
approach that considers the overall risk profile of
the consolidated entity. Thiswould involve as-
sessing such traditional analytical measures as the
overal leverage, the level of short-term debt and
liquidity, cash flow and reliance on thrift earn-
ings, interest coverage, quality of earnings, and
level of consolidated tangible and equity capital.
Our overall objective isto ensure that an appro-
priate equity buffer existsto shield the thrift from
unexpected problems at the parent. Individual-
ized capital requirements can be used as atool to
ratchet the capital level up or down to achieve this
goal.

Organizational Structure

The Organizational Structure section gives an
overview of the various types of holding compa-
nies. This component of the holding company
examination requires you to identify the organiza-
tional structure and ownership and assess any
changes. Additionally, in this aspect of the hold-
ing company examination, you will review the
activities of the holding company and other affili-
atesin the structure to determine not only
regulatory permissibility, but also what risks these
activities may pose to the thrift.

Relationship
In the Relationship component, you will assess

the interaction of the holding company’s board of
directors and executive management with the

Office of Thrift Supervision
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thrift. In doing this, you will reach conclusions
about:

The materiality of the thrift to the holding
company or its controlling shareholders;

The degree of influence the holding company
has over the thrift and how this influence af-
fects the thrift’ s operations;

Whether the board of directors provides ade-
guate oversight over the affairs of the holding
company and its subsidiaries,

How actively the holding company isin-
volved in the management of the thrift;

The degree of interdependence of the thrift
and other entities within the holding company
structure; and

Whether the board has implemented effective
policies and procedures to ensure that sepa-
rate corporate identities are maintained and
conflicts of interest avoided.

Earnings

In the Earnings component you will assess the
holding company’ s operations and financia con-
dition and their current and prospective effect on
the subsidiary thrift. Y ou will pay close attention
to the holding company’ s earnings trends and ca-
pacity aswell as cash flow. You will also
evaluate the rel ative contributions and dividend
payout ratios of significant subsidiaries of the
holding company.

SUMMARY

Examination and supervision of holding compa-
nies has become more significant commensurate
with the growth in size and diversity of the indus-
try. Our philosophy isto assess the condition of
the holding company enterprise and ensure that
the thrift is not harmed by the operations of the
holding company. We proceed with arisk-
focused analysis with the objective of not only de-
termining the current effect of holding company
performance on the thrift, but also what the poten-
tial future impact might be. Additionally, to make

as precise conclusions as possible, our approach
isto allocate greater resources to the examina
tions of holding company enterprises that are
complex or otherwise indicate that they possess a
higher degree of operating risk.

The following Administration Section 200 details
the procedures to be performed to implement this
approach along with other examination elements.
Other sections of this Handbook provide guidance
to help you assess the CORE holding company
examination aress.

REFERENCES
United States Code (12 USC)

§ 1467a
§ 1817(j)

Home Owners' Loan Act
Change in Bank Control Act

Code of Federal Regulations (12 CFR)

Part 574 Acquisition of Control of Savings
Associations

Part 583 Definitions

Part 584 Regulated Activities
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INTRODUCTION

The holding company examination processis
much more than the on-site review of records and
interaction with holding company representatives.
The process begins well before that point and
continues after on-site work is completed. The
preexamination work is extremely important in
categorizing risk and efficiently allocating re-
sources. The actual on-site examination work,
which is conducted concurrently with the thrift
examination, must be attentive to ongoing find-
ings and reactive so that the scope can be adjusted
accordingly. The examination culminatesin pre-
senting findings to holding company management
and the directorate, completing a professionally
prepared report of examination, integrating the
findings with the examination of the thrift, and
assigning arating.

Each of these examination phasesisintegral to
the overall process. The combination of off-site
monitoring and on-site examinations allows OTS
staff to accurately assess the condition of the
holding company enterprise and its effect on the
insured thrift.

EXAMINATION AUTHORITY

OTS has the authority to conduct examinations of
holding companies and their noninsured subsidi-
aries. Thisauthority is provided by statute (12
USC 1467a(b)(4)) and by regulation (12 CFR
584.1). The authority alows the examination of
each registered holding company and each sub-
sidiary as the Director may prescribe. However,
as noted in the Supervisory Approach Section
100, the holding company examination is a com-
bined review of the entire enterprise.

There are two exceptions to this broad grant of
holding company examination authority. First, if
a holding company is a bank holding company
that owns both a bank and a thrift, then the Fed-
eral Reserve Board regul ates the holding
company. Secondly, if the holding company has a
functionally regulated subsidiary, then we will
coordinate our information requests and examina-

tions with the entity’ s primary regulator. The
functional regulation provisions are discussed in
greater detail later in this Section. These provi-
sions were enacted to avoid regulatory
duplication. In so doing, they specify certain pro-
cedural requirements in requesting information
and conducting an examination of certain types of
entities. Because of this, our examination process
must follow certain prescribed steps.

REGULATORY COORDINATION AND
COMMUNICATION

Regional Responsibility

The holding company examination is designed to
identify the effect, if any, that the holding com-
pany enterprise has on the subsidiary thrift.
Consequently, regional examination responsibility
isnormally determined by the geographic location
of the thrift rather than the location of the holding
company or other affiliates. However, there are
some cases where the regions have negotiated al-
ternate arrangements, and regional responsibility
will be determined by those negotiations.

There is no question of responsibility for unitary
holding companies or for multiple holding com-
panies whose thrifts are located within the same
region. Administrative uncertainties arise, how-
ever, when a multiple holding company owns
thriftsin several regions. A multiple holding
company typically ownsa“lead” institution. In
those few cases where a holding company does
not own one thrift that is easily identified as the
lead thrift, the affected regions must discuss and
cooperatively determine examination responsibil-
ity. Further, in the event that it would be more
efficient for one region to perform some of the
on-site field work on behalf of another region,
such an arrangement should be negotiated be-
tween the various regions. Communication
between regional officesis essential to ensure that
there are no conflicts, duplications of effort, or
omissions.

Office of Thrift Supervision
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Functional Regulation

Communication with other regulatorsis also es-
sential. You should make every effort to
coordinate examination and supervisory efforts
with al other interested regulators. Thisincludes
banking regulatory agencies (for example, the Of-
fice of the Comptroller of the Currency, the
Federal Deposit Insurance Corporation, the Board
of Governors of the Federal Reserve, and state
banking supervisors), aswell as functional regula-
tors of other financial activities.

What Entities Are Functionally Regulated?

With the passage of the Gramm-Leach-Bliley Act,
our holding company examination authority was
modified to recognize that more than one regula-
tor may be involved in supervising an enterprise
that offers avariety of financia products. As part
of the examination scoping process, you need to
determine whether any entity within the holding
company enterpriseis“functionally regulated.”
Functionally regulated entities are:

Registered broker-dealers. Broker-dealers are
regulated by the Securities and Exchange
Commission (SEC) and the National Associa-
tion of Securities Dealers.

Registered investment advisers with respect
to investment advisory and incidental activi-
ties. Investment advisers are regulated by the
SEC or the state.

Registered investment companies. Registered
investment companies are regulated by the
SEC.

I nsurance companies (including agencies)
with respect to their insurance and incidental
activities. Insurance companies are regulated
by the states.

Entities regulated by the Commodity Futures
Trading Commission, with respect to their
commodities and incidental activities.

If you identify a subsidiary of the holding com-
pany (or the thrift), that is afunctionally regulated
entity, then you must follow the procedures out-

lined below. However, it isimportant to
remember that there are no restrictions on exam-
ining the holding company itself within the
legidation. Therefore, even if aholding company
isone of the defined functionally regulated enti-
ties, you do not need to follow the exact
procedures outlined below. You can examineit
since OTSisthe primary regulator.

Nonetheless, you should be sensitive to the role of
other regulators and strive to coordinate regula-
tory efforts where practicable.

Keep in mind that even where you are required to
follow certain procedural steps, OTS is ultimately
responsible for ng the risks to the insured
thrift.

Step 1 —Using Available Information

Y ou can gain information about the affiliate by
obtaining and reviewing:

Reports that are submitted to the primary
regulator;

Information that is otherwise required to be
reported publicly; and

Externally audited financial statements.

This information may be obtained from the affili-
ate or from other sources. Remember that, since
the subsidiary is an investment of the holding
company, there is significant information at the
parent itself that you may review. The parent
should have information to monitor itsinvest-
ment. Thus, the parent should be able to provide
you with items such as financial statements,
budgets and operating plans, risk management re-
ports, and internal audit reports. Additionaly, the
parent may have copies of board minutes and
even reports prepared for the affiliate’ s board of
directors.

Step 2 — Reguesting Information Through the
Primary Regulator

If you need further information, then OTS must
first request it from the functional regulator.
These requests should be coordinated through,

200.2 Holding Companies Handbook
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and in consultation with, your regional functional
regulation contact. Many of the functional regu-
lators have designated points of contact to
facilitate these requests. In addition, OTS has en-
tered into regulatory cooperation and information
sharing agreements with many of the functional
regulators. These agreements should facilitate
communication and the exchange of information
between regulators, including the exchange of
each agency’ s respective examination reports.

Y our functional regulation contact can also help
expedite information requests and coordinate ex-
aminations.

Step 3 — Reguesting Information From the
Functionally Regulated Entity

If the functional regulator either does not have the
information or failsto provide it, OTS may then
regquest the information directly from the func-
tionally regulated affiliate. However, you may
only request information that is necessary to as-
sess:

A material risk to athrift or holding company;

Compliance with a federal law that we have
specific authority to enforce against the func-
tionally regulated entity; or

The systems for monitoring and controlling
the financial and operational risks that may
threaten the safety and soundness of a thrift.

Again, you should coordinate and consult with
your functional regulation contact before making
any such request. Y our functional regulation con-
tact would have the most day-to-day experiencein
determining whether the above conditions apply.

Y ou must rely, to the fullest extent possible, on
the examination reports and other data supplied
by the entity’ s other regulator. Only by sharing
information and working closely with the other
state and federal regulators will the legidlative
goal of reducing duplication be achieved.

Step 4 — When to Pursue an Examination

If you cannot address your concerns with the in-
formation made available in the above detailed

steps, and you have relied on the examination re-
ports of the primary regulator to the fullest extent
possible, then you can examine the entity.* After
al, if you have concerns after reviewing all the
information acquired up to this point, it should be
relatively easy to meet one or more of the follow-
ing criteriarequired by statute to examine a
functionally regulated affiliate:

Y ou have reasonable cause to believe that the
company is engaged in activities that pose a
material risk to the insured thrift; or

After reviewing relevant reports, you rea
sonably determine that an examination is
necessary to inform OTS of the company’s
systems to monitor and control financial and
operational risksthat may pose arisk to the
safety and soundness of the thrift; or

Based on reports and other available informa:
tion, you reasonably believe both of the
following circumstances exist:

1. Theaffiliateis not in compliance with a
federal law that we have specific jurisdic-
tion to enforce, including laws that cover
transactions with affiliates; and

2. We cannot make the determination by ex-
amining the thrift or its holding company.

Step 5 — Examination

Y ou should only conduct an on-site examination
of afunctionally regulated entity for the following
purposes:

To obtain information about the;

1. Nature of operations and financia condi-
tion of the holding company and the
functionally regulated entity;

2. Financia and operational risks within the
structure that may threaten the safety and
soundness of athrift (for example, an ac-
tivity that could impair the thrift dueto its
materiality); or

LoTs may not, however, examine a registered investment
company.
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3. Systemsfor monitoring and controlling
financial and operational risk.

OR

To monitor compliance with any Federal law
that:

1. We have specific jurisdiction to enforce
against the functionally regulated entity;
or

2. Governs transactions and relationships
between athrift and its functionally regu-
lated subsidiaries.

Whenever possible, you should:

Coordinate the examination schedule with
other agencies;

Invite interested regulators to examination
closing meetings or meetings with the board
of directors; and

Actively participate in meetings with func-
tionally regulated affiliates conducted by
other regulatory agencies.

The exchange of information and overall inter-
agency cooperation will facilitate our role of
ensuring the safe and sound operation of the
thrift.

Foreign-Based Holding Companies

Foreign-based holding companies present the
OTSwith additional challenges. The geographic
location of foreign-based holding companies
makes it more difficult to communicate with hold-
ing company management. Language and time
differences may also exist, thereby complicating
communications. In addition, it is often more dif-
ficult to accurately assess the financial statements
of these companies because they may use differ-
ent accounting practices. For these reasons, you
must pay specia attention to foreign-based com-
panies. Y ou may perform the following
procedures in addition to those used in examining
a domestic based holding company:

Contact foreign regulators;

Obtain and review a copy of the foreign rules
and regulations applicable to the holding
company;

Obtain and review a copy of the foreign regu-
lator’ s examination report, if it isaholding
company subject to regulation and it is possi-
ble to obtain the report;

Trandate foreign currency-based financia re-
portsto U.S. dollars. Usetheforeign
exchange rate applicable as of the date of the
financial reports and the current examination,
if possible; and

Obtain and review a summary of accounting
practices and audit standards that apply to the
country of the foreign based holding company
and determine the effect, if any, on the finan-
cial analysis.

PREEXAMINATION ANALYSIS

Because of the need to categorize risk and effi-
ciently allocate resources prior to initiating the
on-site examination, the preexamination work is
very important. The preexamination analysisis
when information should be requested from other
regulatorsto ensure that it is available when the
formal examination begins.

Before the examination begins, you must have a
sound understanding of the holding company en-
terprise and the industry(ies) in which it operates
in order to accurately complete the scoping proc-
ess. In many situations, the individual who is
responsible for ongoing monitoring may not be
the same person who conducts the actual exami-
nation. Similarly, the person who conducts the
examination may not be familiar with the history
and operations of the holding company enterprise.

The Administrative Program, Section 710, identi-
fies several procedures that you should perform
during the preexamination work to gain thisreg-
uisite knowledge. These proceduresinclude
reviewing various sources of information that
provide insight into the holding company enter-
prise such as:
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Reports generated by OTS databases;
Reports submitted to the OTS;

Reports submitted to other regulators such as
the Securities and Exchange Commission
(SEC); and

Prior examination reports, workpapers, and
supervisory correspondence.

Once you achieve the requisite understanding of
the holding company enterprise, then the process
callsfor preparing and sending the preexamina
tion response kit (PERK). (A sample PERK is
attached as Appendix 200A.) As noted above,
you need to determine if any entity in the holding
company enterprise is functionally regulated.

Probably one of the most important stepsin the
preexamination analysisis determining the appro-
priate risk category for the holding company
enterprise. Although most holding company en-
terprises will already have an assigned category,
you need to reassess it based on current informa-
tion. In the case of anew holding company
enterprise, your assessment isimportant to con-
firm that the assessment made at the conclusion of
the application processis still valid. Your as-
sessment will help you to create a risk-focused
scope and all ocate examination resources effi-
ciently.

Holding Company Risk Classifications

The Administrative Program contains a Risk
Classification Checklist to facilitate this process.
It begins by presenting several questions to de-
termine if the enterpriseisalow risk shell holding
company. If theresult isthat the holding com-
pany islow risk shell (Category 1), then thereis
no need to continue with the checklist. Such a
noncomplex entity only requiresaminimal ex-
amination and you will use the Abbreviated
Holding Company Examination Program con-
tained in Section 720 of this Handbook.

If thisinitial review indicates that the enterpriseis
more than a shell, there is at least moderate risk.

Y ou should then continue with the checklist to as-
sess the nature and degree of theserisks. The
guestions in the program are structured to assist
you in assessing the level of risk. The checklist
also directs you to specific sections of the CORE
Holding Company Examination Program, Section
730, to further evaluate the potential risks that
you identify. Once the checklist is completed,
you can preliminarily designate the appropriate
risk category. Your preliminary assignment may
be modified over the course of the examination as
you learn more about the holding company enter-
prise. At the close of the examination, you should
update the appropriate risk category classification
in the Holding Company Examination Data Sys-
tem.

If the holding company enterpriseis a Category |,
then the structure is noncomplex and relatively
low risk. An examination of thistype of entity
requires limited resources. You may start with
the Abbreviated Program contained in Section
720, but may find that you need to reference more
detailed proceduresin the full CORE Holding
Company Examination Program contained in Sec-
tion 730. At aminimum, you should conduct
those procedures referenced for any item on the
Risk Classification Checklist that you answered
“yes”

If, however, the holding company enterpriseis a
Category |1, then it is complex or exhibits ele-
ments that are higher risk. The examination may
require greater resources in order to review the
current risks that the entity may pose to the thrift,
aswell asthe prospective risk. You should at
least review all procedures of the full CORE
Holding Company Examination Program. Use
judgment in determining which procedures you
actually need to perform.
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The following chart summarizes the appropriate

program to use:

HC Category Appropriate Use
Program Judgment

Category | — Abbreviated HC | To determine
Low Risk or Exam Program, | relevant
Noncomplex Section 720 procedures from
Holding full CORE
Company Prog.ram,
Enterprise Section 730
Category Il — Full CORE HC To determine if
Complex or High | Exam all CORE pro-
Risk Program, cedures are
Holding Section 730 required.
Company
Enterprise

ON-SITE EXAMINATION

In most cases, the on-site holding company ex-
amination will coincide with the examination of
the insured thrift subsidiary. Andin many cases,
management will overlap with various executives
holding the same or similar positions at both enti-
ties. In such instances, you can coordinate items
such as entry and closing meetings with the thrift
examination. However, you must ensure that the
investigative work for the holding company ex-
amination is done interacting with these managers
in their capacities as holding company representa
tives.

In those instances in which management is dis-
tinct or thereis no concurrent thrift examination,
the holding company examination will proceed
independently. For the most part, the various pro-
tocols and techniques of athrift examination will
be used for the holding company aswell. These
include protocols of professiona behavior and
communication techniques such asintroductory
and closing meetings. Requirements in terms of
complete documentation of and support for find-
ings in examination workpapers are also
unchanged from the standards for thrift examina-
tion reports.

However, holding company examinations may re-
guire the exercise of additional procedures that
would not be applicable to athrift examination.
For example, acomplex holding company struc-
ture may have one or more tiers of companies

between the thrift and the top tier holding com-
pany. Further, there may be large noninsured
subsidiaries of the holding company that are sig-
nificant businessesin their own right.

Holding companies and their noninsured subsidi-
aries may not be as familiar with regulatory
examination practices as their thrift counterparts.
Because of this, a cooperative attitude, prompt re-
sponse to information requests, or accessibility to
managers may not be as forthcoming as you are
used to seeing in the examination of the thrift.
Many such companies, particularly significant
subsidiaries with independent managements, may
not be aware or fully understand the scope of our
authority in regulating the holding company. In
the face of such an environment, you must main-
tain professional conduct and attempt to achieve
an understanding on the part of managers of their
regulatory responsibilities. You will need to es-
tablish working relationships and interact with a
variety of personnel.

If difficulties persist, you may need to request that
regional supervision become involved in order to
influence a more cooperative working relation-
ship.

POSTEXAMINATION PROCEDURES

Once the on-site examination is complete and all
outstanding factual issues have been resolved, the
communication of these findings must then take
place. The principal vehiclesfor this communica
tion are the closing meeting(s) with holding
company representatives and the report of exami-
nation.

The Closing M eeting

The closing meeting with holding company repre-
sentativesis acritical element in the examination
process. The meeting may involve directors of
the holding company, but will probably be with
executive managers. The meeting serves several
purposes. It summarizes the examination and ad-
vises senior officials what will be included in the
report of examination. It also servesto ensure
that all issues are clearly understood by all parties
and that the issues were either satisfactorily re-
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solved during the review or thereis unresolved
disagreement. If thrift and holding company
management overlap, then the presentations for
both the holding company and thrift examination
may be combined. However, if the findings of ei-
ther or both examinations are significant, separate
presentations may be warranted.

M eetings with the Board of Directors

In certain situations, such as when the holding
company presents arecurring material adverse ef-
fect on the subsidiary thrift, there is an ongoing
significant violation of law or regulation, or the
holding company will be rated unsatisfactory, it
may be important to conduct a meeting with the
holding company’ s board of directors. The scope
of the meeting would include holding company
examination findings and conclusions, necessary
corrective actions, and, in certain circumstances,
discussions concerning possible enforcement
remedies. This meeting would generally be con-
ducted after the report of examination isfinalized.

The Report of Examination

A final report of examination is then prepared
which fully discusses the significant issues found.
The report format essentially corresponds to the
major examination areas as presented in this
Handbook. It aso includes background informa-
tion on the holding company complex aswell as
information regarding the directorate and execu-
tive officers. Various schedules providing
financial information may also be presented. A
copy of the Holding Company Report of Exami-
nation shell isincluded as Appendix 200B.

Rating the Holding Company Enterprise

Anintegral component of the examination report
is the holding company rating. Once the examina-
tion is completed, a composite rating is assigned
to the holding company enterprise. The rating be-
comes part of avaluable management information
system from which supervisory personnel can
quickly and easily understand the effect that the
holding company has on the thrift. Ratings are
included in the examination report and disclosed
to the holding company.

The composite rating is a consolidation of the
various components within the holding company
review. These components include the four
CORE areas of review that are discussed in detail
in separate sections of this Handbook. Rating cri-
teriafor each component isincluded within each
section.

For Category |1 holding company enterprises,”
these four components are each rated on a scale of
one to three in descending order of performance
guality. The component ratings encompass the
full nature of the enterprise by:

Evaluating the consolidated capital level and
composition— “C”;

Observing the organizational structure and
evaluating the risks of the activities con-
ducted by each entity within the enterprise —
113 OH ;

Assessing how management and the board of
directors monitors and oversees therelation-
ship with the thrift —“R”; and

Assessing the ear nings performance and li-
quidity of the enterprise as a consolidated
entity —“E”".

This system allows for al aspects of the organiza-
tion’s performance to be considered. Not only are
the separate units and businesses assessed for
their contribution to the financial strength of the
holding company enterprise, but also the condi-
tion of the entire organization as one entity is
analyzed for its financial soundness. Problems
will be noted whether they are isolated or in the
whole organization. For example, individual enti-
ties may exhibit satisfactory condition but, on a
consolidated basis, it becomes evident that inher-
ent risks are not supported by consolidated
capital. Conversely, the consolidated whole may
appear financially strong with good performance,
yet there may be nonbank subsidiaries or even the
thrift that exhibit risk, possibly prospective risk,
that needsto be reflected in the rating. The resul-

2 Component ratings may be assigned to Category | holding
company enterprises at the examiner’ s discretion. Only the
overall composite rating is mandated for Category | holding
company enterprises.
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tant composite rating will be a product of this
subj ective determination process.

Because rating the enterprise is a subjective proc-
ess, the composite rating is not simply an average
of the ratings of the individual components. Y our
judgment is essential to give the appropriate
weighting to the components. The composite rat-
ing is based on the following rating definitions:

Above Average (A): Holding company en-
terprisesin this group have awealth of
financial strength. The enterprise could be
called upon to provide financial or managerial
resources to the thrift if circumstances dictate.
Above Average holding company enterprises
may exhibit minor weaknesses, but they are
deemed to be correctable in the normal course
of business. For thisrating, al component
ratings will generally berated 1 or 2.

Satisfactory (S): Holding company enter-
prisesin this group are those whose effect on
the thrift is considered neutral. Overall, these
holding companies exhibit financial condi-
tions and operating performance that pose
only aremote threat to the viability of the
thrift. Satisfactory holding company enter-
prises generally do not possess the financial
strength to be considered a substantial re-
source to the thrift. These companies may be
reliant on the thrift for dividends or other
sources of funds to service debt; however,
their debt level and expected need for funds
from the thrift are not considered overwhelm-
ing. For thisrating, the components should
generally be rated 2, but may include compo-
nentsrated 1 or 3.

Unsatisfactory (U): Thisrating is reserved
for holding company enterprises that impose a
detrimental or burdensome effect on the thrift.
Such companies exhibit high levels of various
operating weaknesses that at best are consid-
ered less than satisfactory. There existsan
inordinate reliance involving the thrift. Either
the holding company is inordinately reliant on
the thrift for cash flow, or the thrift isinordi-
nately reliant on the holding company for
critical operating systems. Without immediate
corrective action, the thrift's viahility may be

impaired. Enterprises deserving of thisrating
will predominantly have components that are
rated 3, although even one component with a
3 rating may sufficeto justify an overall U
rating if the problems are severe enough.

An Unsatisfactory rating should only be given
in the most severe circumstances. Such arat-
ing would be comparableto a4 or 5
composite thrift rating, and would carry the
presumption that formal enforcement action is
required, pursuant to RB 18-1b.

Keep in mind that the purpose of rating the hold-
ing company, consistent with our risk-focused
supervisory approach, isto reflect how the risks
and condition of the holding company enterprise
affect the thrift. Asdiscussed further below, itis
essential to coordinate your findings with the ex-
aminers conducting the thrift examination. Since
the rating is your assessment of the impact on the
thrift, the risks and positive or negative effect of
the holding company relationship must be consid-
ered in reaching conclusions about the thrift. A
holding company that is a drain on thrift resources
may negatively impact the thrift's capital rating.
Similarly, aholding company that has a wealth of
financial or managerial strength may positively
impact the thrift'srating. You must also keep in
mind that your assessment reflects not only the
current financial and operating situation of the
holding company enterprise, but also the prospec-
tive performance. For example, although a
holding company may currently have a neutral ef-
fect on the thrift, there may be new businesses or
transactions that have the potential of becoming a
substantial burden on the thrift.

Integration with Thrift Report of Examination

Since concurrent examinations of the thrift and
the holding company will usually be conducted,
integration of findings should take place. The ex-
aminers-in-charge for both entities should discuss
the issues and conclusions. The one responsible
for the thrift report should then incorporate theis-
sues into the thrift comments from the perspective
of current and potential risksto the thrift from its
parent. For example, if the holding company re-
view discloses planned transactions that will
require significant cash flow, it may be that these
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activities will cause a greater funding need from
the thrift. The capital comment in the thrift report
should reflect this potential dividend requirement.

Likewise, other thrift examination report areas
may be affected. If there is evidence that holding
company management is overly influential and
subordinating the interests of the thrift to those of
the holding company, the thrift report should in-
clude acomment. Also acomment may be
warranted if the thrift is dependent on the holding
company and its affiliates for operational support.

The holding company examination report is the
primary medium in which to convey the detailed
discussions of issues affecting the holding com-
pany enterprise. However, the thrift examination
report should capture those issues from the per-
spective of the effect that the holding company
operations may have on the thrift.

SUMMARY

Comprehensive supervision of thrift holding com-
panies is a combination of off-site monitoring and
on-site examinations. Off-site monitoring and the
preexamination analysis aid in identifying trends,
defining the risk classification of the holding
company enterprise, and establishing preliminary
scope of the examination.

When conducting an examination, you must main-
tain a professional and cooperative relationship
with holding company management and directors,
aswell as other interested functional regulators.

Y ou must document your findingsin areport of
examination. The report may recommend appro-
priate actions to be taken by the holding company
or supervisory measures needed in light of the
problems identified.

Y ou must assign a composite rating that evaluates
the overall effect of the holding company enter-
prise on the thrift. Component ratings should be
assigned for all high risk or complex holding
companies (Category 1), but are not required for
low risk holding companies (Category |). Ratings
areincluded in the examination report and dis-
closed to the holding company.

Y ou should communicate the examination find-
ings to the directors of the holding company, as
well asto other interested regulators. Y ou should
recommend follow-up action, as necessary, to ad-
dress outstanding issues before the next routinely
scheduled examination.
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Appendix A: Holding Company PERK Section 200A

HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT
Office of Thrift Supervision

Docket #: >

Holding Company: >
Examination As Of Date: >
Review Period: >

In order to facilitate the examination of the holding company enterprise, provide the information requested in
this document. If the information requested for a specific inquiry does not apply to your enterprise, type N/A
at the first “Click and Type”. If you have already provided the same information in other examination sched-
ules, or in regular Securities and Exchange Commission (SEC) filings transmitted to OTS, you need only
provide page references to where various inquiries are addressed.

The scope of the examination is the entire holding company structure. Therefore, if there is more than one
registered savings and loan holding company, you must provide the required information for each holding
company. If you have any guestions about the information requested, or if you are seeking a waiver regard-
ing some of the information requested on the basis that it represents an unreasonable burden, contact (name
of EIC) at (phone#) or email at (email address).

Key definitions and explanatory notes regarding terms used in this document are set forth at the end of this
document.

Primary Contact for questions regarding responses.

Name Title Phone Number Email
[Click&type] [Click&type] [Click&type] [Click&type]
Custodian and location of books and records.
Name Title Location
[Click&type] [Click&type] [Click&type]

(Note, all tables can be expanded, as needed. At the end of your inserted text, Click “Table” on the menu
bar, then “Insert”, then “Row Below” for as many rows as you need.)

The undersigned executive officer acknowledges and certifies that the information contained herein,
including forms or exhibits, has been carefully reviewed, and that such information is true, correct and
complete.

Attest:

Name and title:

Date:
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT
Office of Thrift Supervision

Docket #: >

Holding Company: >
Examination As Of Date: >
Review Period: >

Capital

1.

If not discussed in your business plan, describe your strategy for maintaining a sufficient amount of capital
relative to the overall risk profile of the enterprise.

[Click&type]

Describe how changes in the enterprise’s risk profile are reflected in changes in your estimation of “sufficient
capital”.

[Click&type]

How does your current capital level compare with what your strategy projects as the minimum level of capital
needed to support your current risk profile?

[Click&type]

In your calculation of capital, how much consists of debt instruments like trust preferred and GAAP intangi-
ble assets such as servicing?

[Click&type]

When comparing your current capital to what you project as the minimum capital you need, do you count all
capital the same, or do you apply a discount to such items as debt instruments and intangible assets?

[Click&type]

If any of your securities are rated, describe the rating you are seeking or trying to maintain, as well as any
steps you are taking to achieve or maintain the desired rating.

[Click&type]

Explain your policy with respect to any possible need to provide your savings association with additional
capital.

[Click&type]

200A.2
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT

Office of Thrift Supervision
Docket #: >
Holding Company: >
Examination As Of Date: >
Review Period: >
2. If you or your subsidiaries have issued any new capital stock, capital notes, subordinated debt, trust preferred,

or REIT preferred, since the last report of examination, provide the following details of the transaction(s):

Class Amount Issued/ Description of Transaction
Previous Amount (price, date, seller, net cash received, use of proceeds)
Outstanding
[Click&type] [Click&type] [Click&type]

[Click&type]

3. Describe any scheduled debt or equity offerings.

Class Amount to be Issued/ Anticipated Use of Proceeds
Net Cash Proceeds
Expected
[Click&type] [Click&type] [Click&type]

[Click&type]

4, If you have repurchased any of your capital stock since the last report of examination, provide the following
information:
Date of Amount Remaining Shares Name of Seller* (if applicable)/
Repurchase/ Repurchased/ Outstanding/ Terms of Repurchase (if applicable)
Class of Stock | Average Price Percentage of
per Share Capital Repurchased
[Click&type] [Click&type] [Click&type] [Click&type]
[Click&type] [Click&type] [Click&type] [Click&type]

*1f you have repurchased stock from insiders or related parties, indicate the name of the individual(s) or
party(ies), as well as the terms of such repurchases.

5. If you anticipate any major changes in your dividends, or plan any further share repurchases, provide details.

[Click&type]
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT

Office of Thrift Supervision
Docket #: >
Holding Company: >
Examination As Of Date: >
Review Period: >
6. If there has been any adverse change in the condition of your debt or equity securities since the last report of

examination, such as default or a restructuring in anticipation of a default, provide the following details:

Class of
Securities

Total Amount
of Principal

Amount in
Arrears

Nature of Problem

[Click&type]

[Click&type]

[Click&type]

[Click&type]

If any debt is secured by a pledge of the savings association's capital stock, provide the following:

Lender/
Percent of
Shares Used
as Collateral

Loan Date/
Maturity/
Current
Balance

Loan
Amount/
Interest Rate

Description of Use of Proceeds, Conditions
of Forfeiture and Current Status

[Click&type]
[Click&type]

[Click&type]
[Click&type]

[Click&type]
[Click&type]

[Click&type]

[Click&type]

8. If you have made advances to the savings association since the last report of examination, describe whether
the association has been reporting the funds as debt or equity.

[Click&type]
If debt, describe the terms, including the amount borrowed.
[Click&type]

9. Provide details on any of the savings association’s liabilities or contingent liabilities that are guaranteed by
you or another affiliate.

[Click&type]

Provide details on any liabilities or contingent liabilities of you or your affiliates that are guaranteed by the
savings association.

[Click&type]
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT
Office of Thrift Supervision

Docket #: >

Holding Company: >
Examination As Of Date: >
Review Period: >

10.

Provide the following information on any other loans, advances, liabilities or other obligations, for which you
have pledged security, or otherwise have guaranteed, that has not been reported as a liability on your financial

statements:

Date of If Secured,
Guarantee/ Describe the
Amount Type of Security

Description of Obligation and Explanation Why You Needed
to Provide a Guarantee

[Click&type]

[Click&type]

[Click&type]

[Click&type]

11.  If you have any financial industry subsidiaries which have minimum required capital levels, provide the fol-

lowing information:

Subsidiary Name/
Location

Primary
Regulator/
Location

Minimum Required
Capital

Current Capital Level

[Click&type]
[Click&type]

[Click&type]
[Click&type]

[Click&type]

[Click&type]

If you, or any of your regulated financial industry subsidiaries fail to meet minimum required capital levels,

explain the circumstances.

[Click&type]

If you, or any of your regulated financial industry subsidiaries are subject to any enforcement actions, explain

the circumstances.

[Click&type]
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT
Office of Thrift Supervision

Docket #: >

Holding Company: >
Examination As Of Date: >
Review Period: >

Organizational Structure

1.

Summarize any changes in your organizational chart since the last report of examination.
[Click&type]

Provide the North American Industry Classification System (NAICS) code of the business activity that pro-
duces the highest portion of your consolidated gross revenue. (See Appendix for a summary of NAICS
sector codes.)

[Click&type]

Excluding the savings association, list the three subsidiaries that contribute the greatest portion of your con-
solidated gross revenue.

Name and Address NAICS Code Description of Activity
[Click&type] [Click&type] [Click&type]
[Click&type] [Click&type] [Click&type]
[Click&type] [Click&type] [Click&type]

Are you subject to the activity limitations as discussed on pages 400.4-400.6 of the OTS Holding Company
Handbook? (available at www.ots.treas.gov)

[Click&type]
Since the last report of examination, describe any significant changes of ownership or management.*
[Click&type]

If you are contemplating changes, describe the planned changes.

[Click&type]

*1f a new executive officer or director has been appointed or elected, submit the following information, if
not already provided, for each new director or officer:
e A resume summarizing relevant experience; and,

e A description of any current position as director, officer, employee or controlling beneficial stock-
holder of any nonaffiliated savings association or savings and loan holding company.
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT

Office of Thrift Supervision
Docket #: >
Holding Company: >
Examination As Of Date: >
Review Period: >
6.  If you, directly or indirectly, or through one or more of your subsidiaries, or any of your insiders, partners or

trustees;

o hold any of the voting shares of a savings association or savings and loan holding company that is
not a subsidiary; or

e acquire control of a new subsidiary savings association (insured or uninsured) or savings and loan
holding company during the review period; or

e acquire additional shares or voting securities of a previously held subsidiary savings association or
savings and loan holding company during the review period; or

e hold any proxies with respect to any voting rights in a mutual savings association, then provide the
following information for each stock savings association or savings and loan holding company:

Name of Acquirer | Nonaffiliated Savings | Class of Stock Method of Number of
Association or Held Ownership or Shares/
Holding Company Control Percent of Total
Shares
[Click&type] [Click&type] [Click&type] [Click&type] [Click&type]
[Click&type]

And provide the following information for each mutual savings association or savings and loan holding

company:
Name of Acquirer/ Date Shares or Number of Voting | Term of Proxy
Number of Shares or Proxies Proxies Acquired/ Rights Held by
Acquired Percent of Proxy/
Proxies Acquired Percent of Voting
Rights Held by
Proxy
[Click&type] [Click&type] [Click&type] [Click&type]
[Click&type] [Click&type] [Click&type]
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT

Office of Thrift Supervision
Docket #: >
Holding Company: >
Examination As Of Date: >
Review Period: >
7. If you are a partnership, provide the following information on all persons or entities that have contributed, or

are planning to contribute, 10% or more of the capital of the partnership:

Name and Address of Contributor

Type of Partner

Percent of Total
Capital Contributed

[Click&type]

[Click&type]

[Click&type]

8. If you are a trust, provide the following information on all persons who have more than 10% beneficial in-
terest:
Name and Address of Beneficiary Type of Trust/ Percent of Beneficial

[Click&type]

[Click&type]
[Click&type]

[Click&type]
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT
Office of Thrift Supervision

Docket #: >

Holding Company: >
Examination As Of Date: >
Review Period: >

Relationship

1. ldentify any threatened or pending litigation not listed in the Management Letter of Representation involv-
ing you or your non-thrift subsidiaries either as Plaintiff or Defendant. DO NOT include foreclosures in
this listing, or other routine litigation incidental to the company’s business. For each such matter, explain:

e The claim and the stage of the proceeding. Include the probable trial date.

¢ How Management is responding or intends to respond to the claim. Will the claim be vigorously
contested or will an out of court settlement be sought?

e The amount being litigated, and an estimate of the amount of the potential loss or recovery or the
range of such loss or recovery.

e The probable effect any such litigation will have on you or your subsidiaries.
[Click&type]

2. If any of the directors, executive officers, trustees or partners of you and your affiliates has been indicted or
convicted of any criminal offense that has not been previously disclosed to the OTS, furnish complete de-
tails.

[Click&type]

3. Above and beyond criminal violations, describe any administrative proceeding in which any of your or
your affiliates’ directors, executive officers, partners, trustees; or their associates (as defined in 12 C.F.R.
563b.25); or in which any such person has an interest; adverse to you or any of your subsidiaries.*

Agency or Court Initiation Date of | Principal Parties to Brief Summation of the Case,
Hearing the Case Proceedings the Proceeding Including any Proposed or

Assessed Fines or Penalties
[Click&type] [Click&type] [Click&type] [Click&type]

*Include similar information as to any such proceedings known to be contemplated by governmental or
professional authorities, by indicating “Uncertain” under “Initiation Date of Proceedings.”

Office of Thrift Supervision July 2004 Holding Companies Handbook  200A.9
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT

Docket #: >

Holding Company: >
Examination As Of Date: >
Review Period: >

Office of Thrift Supervision

4. If you or any of your affiliates offers or contemplates offering financial services complementary to or in
competition with the savings association (i.e., mortgage banking, commercial banking, credit life insur-
ance, insurance agency, or escrow agency), answer the following questions:

[Click&type]

Are the activities coordinated with or expected to be coordinated with the savings association?

e Are any of the activities dependent on the savings association for all or most of their revenue?

[Click&type]

e What is the volume of business between such affiliates and the savings association?

[Click&type]

e Is the savings association losing revenue due to such activities?

[Click&type]

5. If there are any loans outstanding from you or your affiliates totaling over $500,000 to any single insider,
partner, or trustee, provide the following information:

Name of Borrower Amount of Loan Type of Loan/ Payment Status
Term of Loan
[Click&type] [Click&type] [Click&type] [Click&type]
[Click&type]

6. If, since the last examination report, any of your insiders, partners or trustees held a controlling interest in a
nonaffiliated depository institution or a nonaffiliated depository holding company, furnish the following in-

formation:

Name/

Position at Holding Company

Nonaffiliated Depository Institution or
Holding Company/
Description of Controlling Interest

[Click&type]
[Click&type]

[Click&type]
[Click&type]

200A.10 Holding Companies Handbook
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT
Office of Thrift Supervision

Docket #: >

Holding Company: >
Examination As Of Date: >
Review Period: >

7. If not addressed in the business plan, describe your corporate objectives with respect to the savings associa-
tion.

[Click&type]

Do you plan for the savings association to grow?

[Click&type]

e If so, what growth projections (including acquisitions) have been made?
[Click&type]

e What assumptions were used?
[Click&type]

What dividend flow do you expect the savings association to produce over the next three years?

[Click&type]

What annual percentage return on investment do you expect from your investment in the savings associa-
tion?

[Click&type]

8.  Forall of your insiders, partners, trustees and ESOPs, provide the following information with respect to the
shares or other securities of you or your affiliates. Include any shares or other securities held by an imme-
diate family member.

Name / Title/ Number of Number of Amount of Any
Occupation Year Appointed Shares Options Owned/ | Other Securities/
Owned/ Method of Type of Securities
Percent of Ownership or
Total Shares Control
[Click&type] [Click&type] [Click&type] | [Click&type] [Click&type]
[Click&type] [Click&type] [Click&type] | [Click&type] [Click&type]

Office of Thrift Supervision July 2004 Holding Companies Handbook  200A.11



Appendix A: Holding Company PERK Section 200A

HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT
Office of Thrift Supervision
Docket #: >
Holding Company: >
Examination As Of Date: >
Review Period: >

9.  Are there any agreements or understandings between individuals regarding the transferability and voting of
any of your stock and/or the management or control of you or your affiliates? If so, provide detailed in-

formation including, but not limited to, names of the individuals and specific intentions, along with copies
of any agreements.

[Click&type]

200A.12 Holding Companies Handbook July 2004 Office of Thrift Supervision
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT
Office of Thrift Supervision

Docket #: >

Holding Company: >
Examination As Of Date: >
Review Period: >

Earnings & Liquidity

1. If not described in your business plan, discuss your current earnings and cash flow projections.

[Click&type]

Explain any material deviation from projected earnings.

[Click&type]

Explain any material deviation from projected cash flow.

[Click&type]

Excluding the savings association, list the three subsidiaries that contribute the largest cash flows to the

holding company:

Subsidiary Name(s)

Cash Flow

Percentage of your total
cash flow

[Click&type]
[Click&type]
[Click&type]

[Click&type]
[Click&type]
[Click&type]

[Click&type]
[Click&type]
[Click&type]

2. If funds from the savings association were paid to you for purposes of income tax payments since the last

examination report, provide the following information:*

Payment Date/
Payment Amount

Savings Association Income
Tax Liability

Proportion of Consolidated Payment
Contributed by Savings Association

[Click&type]
[Click&type]

[Click&type]

[Click&type]

*|f the savings association makes payments on its own behalf, or on behalf of the consolidated structure,
directly to the IRS, such payments should be listed and footnoted with appropriate clarifications.

3. Ifthere has been a change in independent auditors or fiscal year end, explain the reason(s) for change, date
of change and identify the new auditor/date.

[Click&type]

Office of Thrift Supervision

July 2004
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT
Office of Thrift Supervision

Docket #: >

Holding Company: >
Examination As Of Date: >
Review Period: >

4.  What effect, if any, have any changes in accounting principles and procedures had on your income?
[Click&type]

5. Finally, is there any other information not specifically requested in this information request, but which may
affect the records of the OTS (e.g., a name change) or which may materially affect the savings association?
If so, submit such information.

200A.14 Holding Companies Handbook July 2004 Office of Thrift Supervision
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT
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Docket #: >

Holding Company: >
Examination As Of Date: >
Review Period: >

ITEMS TO ATTACH TO YOUR RESPONSE

e Corporate or Organizational Chart

e Business Plan

e Auditors’ Letter to the Board of Directors
e Management Letter of Representation

OTHER NECESSARY ATTACHMENTS, IF NOT ALREADY PROVIDED IN AN H-(B)11

SUBMISSION

¢ Annual Report
¢ Financial Statements

e Changes to By-laws, Charter, Partnership Agreement or Trustee Agreement Since Last
Examination

PREPARE TO PROVIDE EXAMINER ACCESS TO:

e Minutes of Board of Director and Committee meetings

e Board Packages

o Policies and Procedures

e Tax Sharing Agreement

¢ Independent Auditors’ Report

¢ Examination Reports Prepared by Other Regulatory Bodies

e Analyst Reports from Underwriters, Credit Agencies or Security firms

e Reports dealing with Bank Secrecy Act/Anti-Money Laundering Activities

Office of Thrift Supervision July 2004 Holding Companies Handbook
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT
Office of Thrift Supervision

Docket #: >

Holding Company: >
Examination As Of Date: >
Review Period: >

Definitions and Explanatory Notes

“Affiliate” is defined in 12 CFR Section 563.41.
“Depository Institution” and “Depository Holding Company” are defined in 12 CFR Section 563f.2.

“Executive officer” includes the president, chief executive officer, chief operating officer, chief financial of-
ficer, chief lending officer, chief investment officer, and any other individual OTS identifies that exercises
significant influence over, or participates in, major policymaking decisions of an institution or a savings and
loan holding company. (12 CFR Section 215.2(e)(1))

“Insider” is defined as an executive officer, director, or principal shareholder, and includes any related inter-
est of such a person. (12 CFR Section 215.2(h))

“Principal Shareholder” is defined as a person that directly or indirectly, owns, controls, or has the power to
vote more than 10 percent of any class of voting securities of an institution or company. Shares owned or
controlled by a member of an individual's immediate family are considered to be held by the individual. (12
CFR 215.2(m)(1))

“Related interest” of a person is defined as a company, partnership or other entity that is controlled by that
person; or a trust or other fund which benefits that person. (12 CFR 215.2(n))

All other terms used in this document, have the meaning commonly ascribed to them in commercial/financial
usage or as specified in Section 10 of the Home Owners’ Loan Act, as amended, and 12 CFR Parts 583, 574
and 561.

200A.16 Holding Companies Handbook July 2004 Office of Thrift Supervision
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT

Office of Thrift Supervision
Docket #: >
Holding Company: >
Examination As Of Date: >
Review Period: >
Appendix

North American Industry Classification System®
Business Activity Sector Codes

Sector 110000-119999 —Agriculture, Forestry, Fishing and Hunting
111000 Crop Production
115000 Support Activities for Agriculture and Forestry
Sector 210000-219999 — Mining
Sector 220000-229999 — Utilities
Sector 230000-239999 — Construction
233000 Building, Developing, and General Contracting
234000 Heavy Construction
Sector 310000-339999 — Manufacturing
311000 Food Manufacturing
321000 Wood Product Manufacturing
322000 Paper Manufacturing
323000 Printing and Related Support Activities
324000 Petroleum and Coal Products Manufacturing
325000 Chemical Manufacturing
326000 Plastics and Rubber Products Manufacturing
331000 Primary Metal Manufacturing
332000 Fabricated Metal Product Manufacturing
333000 Machinery Manufacturing
334000 Computer and Electronic Product Manufacturing
335000 Electrical Equipment, Appliance, and Component Manufacturing
336000 Transportation Equipment Manufacturing
337000 Furniture and Related Product Manufacturing
339000 Miscellaneous Manufacturing
Sector 440000-459999 — Retail Trade
441000 Motor Vehicle and Parts Dealers
442000 Furniture and Home Furnishings Stores
443000 Electronics and Appliance Stores
444000 Building Material and Garden Equipment and Supplies Dealers
445000 Food and Beverage Stores
448000 Clothing and Clothing Accessories Stores
452000 General Merchandise Stores
453000 Miscellaneous Store Retailers
454000 Nonstore Retailers

! For a detailed listing of all codes, go to www.census.gov/epcd/naics02/naicod02.htm

Office of Thrift Supervision July 2004 Holding Companies Handbook
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HOLDING COMPANY PRELIMINARY EXAMINATION RESPONSE KIT
Office of Thrift Supervision
Docket #: >
Holding Company: >
Examination As Of Date: >
Review Period: >

Sector 510000-519999 — Information
511000 Publishing Industries
512000 Motion Picture and Sound Recording Industries
513000 Broadcasting and Telecommunications
514000 Information Services and Data Processing Services

Sector 520000-529999 - Finance and Insurance

522000-522999 - Banking and Finance

522110 Commercial Banking

522120 Savings Institutions

522130 Credit Unions

522190 Other Depository Credit Intermediation

522210 Credit Card Issuing

522220 Sales Financing

522291 Consumer Lending

522292 Real Estate Credit

522293 International Trade Financing

522294 Secondary Market Financing

522298 All Other Nondepository Credit Intermediation
522310 Mortgage and Nonmortgage Loan Brokers
522320 Financial Transactions Processing, Reserve and Clearinghouse Activities
522390 Other Activities Related to Credit Intermediation

523000-523999 - Securities, Commodities and Other Financial Investments

523100 Securities, Commaodity Contracts, and Other Financial Investments and Related Activities
523110 Investment Banking and Securities Dealing
523120 Securities Brokerage

523130 Commaodity Contracts Dealing

523140 Commaodity Contracts Brokerage

523210 Securities and Commodity Exchanges

523910 Miscellaneous Intermediation

523920 Portfolio Management

523930 Investment Advice

523991 Trust, Fiduciary, and Custody Activities
523999 Miscellaneous Financial Investment Activities

200A.18 Holding Companies Handbook July 2004 Office of Thrift Supervision
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Docket #: >

Holding Company: >
Examination As Of Date: >
Review Period: >

524000-524999 - Insurance

524100 Insurance Carriers

524113 Direct Life Insurance Carriers

524114 Direct Health and Medical Insurance Carriers
524126 Direct Property and Casualty Insurance Carriers
524127 Direct Title Insurance Carriers

524128 Other Direct Insurance

524130 Reinsurance Carriers

524210 Insurance Agencies and Brokerages

524291 Claims Adjusting

524292 Third Party Administration of Insurance and Pension Funds
524298 All Other Insurance Related Activities

525000-525999 - Other Financial

525100 Insurance and Employee Benefit Funds
525110 Pension Funds

525120 Health and Welfare Funds

525900 Other Investment Pools and Funds
525910 Open-End Investment Funds

525920 Trusts, Estates, and Agency Accounts
525930 Real Estate Investment Trusts

525990 Other Financial Vehicles

Sector 530000-539999 — Real Estate and Rental and Leasing
531100 Lessors of Real Estate
531200 Offices of Real Estate Agents/Brokers
531300 Activities Related to Real Estate
532000 Rental and Leasing
Sector 540000-549999 — Professional, Scientific, and Technical Services
Sector 550000-559999 — Management of Companies and Enterprises
Sector 560000-569999 — Administrative and Support and Waste Management and Remediation Services
Sector 620000-629999 — Health Care and Social Assistance
Sector 710000-719999 — Arts, Entertainment, and Recreation
Sector 720000-729999 — Accommodation and Food Services
Sector 810000-819999 — Other Services (except Public Administration)
813000 Religious, Grantmaking, Civic, Professional, and Similar Organizations

Office of Thrift Supervision July 2004 Holding Companies Handbook  200A.19
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HOLDING COMPANY
REPORT OF EXAMINATION

March , 2002

holding company
street address
city, state, zip code
Docket Number: Hxxxx

OTSRegion: Region

Type of Examination: Holding Company
Examination (Start) Date: 08/18/1989
Examination Completion Date: 07/01/1997

Prohibition of Disclosure or Release

This document is the property of the Office of Thrift Supervision. OTS furnishes this document to the holding company
for its confidential use. Except as provided in 12 C.F.R. Section 510.5, the holding company, its directors, officers, or
employees may not disclose the report, or any portion of it, to unauthorized persons or organizations. Unauthorized
persons or organizations include anyone not officially connected with the holding company as an officer, director,
employee, attorney, or auditor. The holding company may provide independent auditors access to this report only after
the auditors provide a written statement that they will not disclose the report, or any portion of it, to others.

If the holding company receives a subpoena or other legal process calling for production of this document, notify the
Regional Director immediately. Advise the attorney and, if necessary, the court of the above prohibition and refer them
to 12 C.F.R. Part 510.



Office of Thrift Supervision Examination Date: 08/18/1989

Holding Company Examination H- Number: Hxxxx
Holding Company Structure
Name and Address of Holding Companies Type of HC H Number
Holding Company; [List all holding companies within the complex] Type H#H#H
Thrift Subsidiaries (Name, City, State) Region Docket No.
[Name, City, State] Identity i

Other Affiliates Examined

[Name Only]




Office of Thrift Supervision
Department of the Treasury Northeast Region

Office Name - Phone Number - Fax: Click Here and Type Fax Number
Office Address, City, State and Zip
Click Here and Type P.O. Box Address

Click here and type date

holding company
street address
city, state, zip code

Members of the Board or their Representative:

Pursuant to Section 10 of the Home Owners Loan Act, we performed a risk-focused examination of holding
company. The examination began August 18, 1989.

The comments that follow summarize conditions, policies, practices, and trends that affect the subsidiary thrifts
financial condition. We aso summarize other major items of concern, not necessarily related to financia
condition. All matters of criticism, violations of laws and regulations, and other matters of concern identified
within this Report of Examination require the Board of Directors and management’ s prompt corrective action.

Information contained in this report is from information filed with the Office of Thrift Supervision and the books
and records of the holding company and its subsidiaries. The examiner based the comments and conclusions in
this report on an analysis of information obtained from the holding company's records and from other
authoritative sources. OTS prepared this report for supervisory purposes and you should not consider it an
audit report.

Please review the report in its entirety and note your review. You need not prepare or send OTS a written
response to the report.

If you have any questions, please call me at phone number. If | am unavailable, please call name of dternate
contact official, title of aternate contact official, at phone number of aternate.

/s/ name
title



Office of Thrift Supervision Examination Date: 08/18/1989
Holding Company Examination H- Number: Hxxxx

Signatures of Directors

We, the undersigned directors of holding company or their representatives, have persondly reviewed the
contents of the report of examination dated August 18, 1989.

Signature Date

Click Here and Type Name

Click Here and Type Name

Click Here and Type Name

Click Here and Type Name

Click Here and Type Name

Click Here and Type Name

Click Here and Type Name

Click Here and Type Name

Click Here and Type Name

Note:  This form may remain attached to the report of examination and be retained in the institution's file for review
during subsequent examinations or may be sent to the OTS Regional Office. The signatures of representatives
of the holding company will suffice unless directed otherwise by the OTS.
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Examination Conclusions and Comments

Current Previous Examinations
08/18/1989 Type Date Type Date
Holding Company Rating Type Rating Type Rating Type Rating

Click Here and Type

/s eic signature
Examiner in Charge




Office of Thrift Supervision

Holding Company Examination

Examination Date:
H- Number:

08/18/1989
H-Hxxxx

Matters Requiring Board Attention

Due Date
Click and Type

Reguired Response

*

*

*

Click and Type



Office of Thrift Supervision
Holding Company Examination

Examination Date:
H- Number:

08/18/1989
Hxxxx

Examiner Findings

| Major Areas of Review

Capital
Click Hereand Type

Organizational Structure

Click Hereand Type

Relationship
Click Here and Type

Earningsand Liquidity
Click Here and Type
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Compliance with Enforcement Actions

Click Here and Type



Office of Thrift Supervision Examination Date: 08/18/1989
Holding Company Examination H- Number: Hxxxx

Directors, Senior Executive Officers, and Attorneys

Number of Directors Meetings Held During Past 12 Months: Click here and type
Number of Directors Authorized: Click here and type
Number of Vacancies: Click here and type

Name Title No. of Meetinas Tenure as Director Annual
Occupation Year of Attended Year Appt. Compensation
Birth 12 mos. Year Exp.
Click here and type



Office of Thrift Supervision Examination Date: 08/18/1989
Holding Company Examination H- Number: Hxxxx

Summary of Holding Company Stock Ownership

Stock Ownership No. of Shares No. of Shares Percent of Total
Under Option Owned Outstanding
Directors, Officers, Employees, and Affiliated Entities:
Type Here 0 0 0.00%
Type Here 0 0 0.00%
Type Here 0 0 0.00%
Type Here 0 0 0.00%
Type Here 0 0 0.00%
Type Here 0 0 0.00%
Type Here 0 0 0.00%
Type Here 0 0 0.00%
Type Here 0 0 0.00%
Type Here 0 0 0.00%
Type Here 0 0 0.00%
Type Here 0 0 0.00%
Total 0 0 0.00%
Others Owning 5% or More of Outstanding Shares
Type Here 0 0 0.00%
Type Here 0 0 0.00%
Type Here 0 0 0.00%
Type Here 0 0 0.00%
Type Here 0 0 0.00%
Total 0 0 0.00%
Total Shares Authorized: 1
Total Shares Outstanding: 100
Par value: $ 0
Market value (as of Click Here and Type Date): $ 0



Office of Thrift Supervision Examination Date: 08/18/1989
Holding Company Examination H- Number: Hxxxx
Statements of Financial Condition
Statement of Financial Condition Fiscal Year Fiscal Year Fiscal Year
[Consolidated] [Nonconsolidated] Ended Ended Ended
(000s) mm/dd/yyyy mm/dd/yyyy mm/dd/lyyyy
Assets
Type Here $ 0 $ 0 $ 0
Total Assets $ 0 $ 0 $ 0
Liabilities and Net Worth
Type Here $ 0 $ 0 $ 0
Total Liabilities and Net Worth $ 0 $ 0 $ 0




Office of Thrift Supervision Examination Date: 08/18/1989
Holding Company Examination H- Number: Hxxxx
Statements of Operations
Comparative Statement of Operations Fiscal Year Fiscal Year Fiscal Year
[Consolidated] [Nonconsolidated] Ended Ended Ended
(000s) mm/dd/yyyy mm/dd/yyyy mm/dd/yyyy
Income
Type Here $ 0 $ 0 $ 0
Total Income $ 0 $0 $0
Expenses
Type Here $ 0 $ 0 $ 0
Total Expenses $ 0 $ 0 $ 0
Net Income $ 0 $0 $0




Office of Thrift Supervision Examination Date: 08/18/1989
Holding Company Examination H- Number: Hxxxx
Reconcilement of Consolidated Net Worth
Net Worth Reconciliation Capital Retained Paid-in Total
(000s) Stock Earnings Surplus Net Worth
Balance at Beginning of Fiscal Year: Date $ 0 $ 0 $ 0 $0
Additions:
0 0 0 0
0 0 0 0
0 0 0 0
Total Additions $ 0 $ 0 $ 0 $ 0
Deductions:
$0 $0 $ 0 $0
0 0 0 0
0 0 0 0
Total Deductions $ 0 $ 0 $ 0 $ 0
Balance at Close of Fiscal Year: Date $ 0 $ 0 $ 0 $ 0
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Holding Company Examination H- Number: Hxxxx

Net Worth Requirement (for Diversified Status)

Net Worth Components Fiscal Year
Ended
(000s) mm/dd/yyyy

Portion of Holding Company Consolidated Net Worth Represented by:

Subsidiary Thrifts $ 0

Other Related Activities Specified in 12 USC 1467a(c)(2) and 12 C.F.R. 584.2(b) $0

Total Thrift and Related Activities $0

Consolidated Net Worth as of Close of Fiscal Year $0
Ratio of Total Thrift and Related Activities to Consolidated Net Worth 1Zero Divide

(12 C.F.R. 583.11)

10



Office of Thrift Supervision Examination Date: 08/18/1989
Holding Company Examination H- Number: Hxxxx
Net Earnings Requirement (for Diversified Status)
Earnings Components mm/dd/yyyy
(000s)
Net Earnings For Fiscal Year Ended
Total Net Earnings From Subsidiary Thrifts (included in consolidated net earnings) 0
Total Net Earnings of Other Related Activities Specified in 12 USC 1467a (c)(2) and
12 C.F.R. 584.2(b) (included in consolidated net earnings) 0
Total Thrift and Related Activities Earnings $ 0
Total Consolidated Net Earnings for Fiscal Year $0
Ratio of Total Thrift and Related Activities Earnings to Consolidated Net Earnings 1Zero Divide
(12 C.F.R. 583.11)

11
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Examination Date:

08/18/1989

Holding Company Examination H- Number: Hxxxx
Description Report Reporting Dates
Identification Period Filed
Registration Statement H-(b)10 N/A Type Here
Annual/Current Report H-(b)11 Fiscal Year/Qtr Ending | Type Here
Activities Application/Notice N/A Since Preceding Exam | Type Here
Capital Distribution Application/Notification N/A Since Preceding Exam | Type Here

Other Filings or Comments
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Office of Thrift Supervision

Holding Company Examination

Examination Date:

H- Number:

08/18/1989

Hxxxx

Outstanding Debt

Name of Lender
Maturity Date
Date of Borrowing
Original Amount

Amount
Outstanding

Type of Security

Purpose

Interest Rate

Click Here and Type
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Office of Thrift Supervision Examination Date: 08/18/1989
Holding Company Examination H- Number: Hxxxx
Cash Flow Analysis FY Ended FY Ended
(000s) mm/dd/yyyy mm/dd/yyyy
Internal Funding Sources
Income
Dividends from subsidiaries $0 $0
Interest from subsidiaries 0 0
Management and service fees 0 0
Other operating cash income 0 0
Total Operating Cash Income $ 0 $ 0
Expenses
Interest Paid $0 $0
Lease and rental 0 0
Salary and employee benefits 0 0
Other operating cash expenses 0 0
Total Operating Cash Expenses $ 0 $ 0
Before Tax Cash Income $ 0 $ 0
Taxes
Income tax payments from:
Thrifts $0 $0
Other Affiliates 0 0
Less: Income tax payments 0 0
Net Income Tax $ 0 $ 0
After-Tax Cash Income $ 0 $ 0
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Office of Thrift Supervision Examination Date: 08/18/1989
Holding Company Examination H- Number: Hxxxx
Cash Flow Statement (continued)
Cash Flow Analysis FY Ended FY Ended
(000s) mm/dd/yyyy mm/dd/yyyy
External Sources
Issuance of stock $0 $0
Net increase in borrowed funds 0 0
Advances to subsidiaries repaid:
Thrifts 0 0
Other Affiliates 0 0
Sale of assets 0 0
Total External Sources $ 0 $ 0
External Uses
Net decrease in borrowed funds $0 $0
Dividend payments:
Equity investment in subsidiaries
Thrifts
Other Affiliates
Advances to subsidiaries:
Thrifts 0 0
Other Affiliates 0 0
Purchase of assets 0 0
Total External Uses $ 0 $ 0
Net External Position (External Sources less External Uses) $ 0 $ 0
Net Change In Cash Position $0 $0
(After-tax cash income plus net external cash position)
Cash Balance Beginning $0 $0
Cash Balance Ending $0 $0

15



Office of Thrift Supervision Examination Date:

Holding Company Examination H- Number:

08/18/1989

Hxxxx

Violations of Laws and Regulations

Regulation # Occurrences

Amount of Loss

Click Here and Insert Reg Cite
Click Here and Type Comments
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Office of Thrift Supervision
Holding Company Examination

Examination Date:
H- Number:

08/18/1989
Hxxxx

Miscellaneous

Click Here and Type
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Office of Thrift Supervision Examination Date:
Holding Company Examination H- Number:

08/18/1989
Hxxxx

Other Subsidiary Consolidated or Unconsolidated Statements

Click Here and Type
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Office of Thrift Supervision Examination Date: 08/18/1989
Holding Company Examination H- Number: Hxxxx

Holding Company Rating Definitions

Upon completion of the examination, the holding company complex is rated by the regulator. The holding company
rating reflects the overall effect of holding companies and their subsidiaries on the savings association, rather than the
condition of the holding company itself.

The three holding company ratings are defined as follows:

Above Average

Holding company enterprises in this group have a wealth of financial strength. The enterprise could be called upon to
provide financial or managerial resources to the thrift if circumstances dictate. Above Average holding company
enterprises may exhibit minor weaknesses, but they are deemed to be correctable in the normal course of business. For
this rating, all component ratings will generally be rated 1 or 2.

Satisfactory

Holding company enterprises in this group are those whose effect on the thrift is considered neutral. Overall, these
holding companies exhibit financial conditions and operating performance that pose only a remote threat to the viability
of the thrift. Satisfactory holding company enterprises generally do not possess the financial strength to be considered a
substantial resource to the thrift. These companies may be reliant on the thrift for dividends or other sources of funds to
service debt, however, their debt level and expected funds from the thrift are not considered overwhelming. For this
rating, the components should generally be rated 2, but may include 1 or 3 rated components.

Unsatisfactory
This rating is reserved for holding company enterprises that impose a detrimental or burdensome effect on the thrift.
Such companies exhibit high levels of various operating weaknesses that at best are considered less than satisfactory.

There is an actual or probably inordinate reliance on the insured subsidiary for assistance. Without immediate corrective
action, viability may be impaired. Enterprises deserving this rating will predominantly have 3 rated components.
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SECTION: Capital

Section 300

INTRODUCTION

Capital serves many purposes, and the level and
composition of capital held by a company isan
important measure of the company’s overal fi-
nancial health, as well asthe health of its
subsidiaries. Capital provides a holding company
with abuffer in times of poor operating perform-
ance, can help maintain public confidence in the
holding company, and supports reasonable
growth.

The OTS does not impose either consolidated or
unconsolidated regulatory capital requirements on
thrift holding companies. Although thereisno
specific numerical requirement (ratio), OTS
regulated holding companies should have a pru-
dential level of capital to support their risk
profile. Thelack of any specific capital require-
ment means that you have to consider all aspects
of an organization’ srisk profile to determine if
capital is adequate on a case-by-case basis. Y our
conclusions about the capital structure of a hold-
ing company will depend upon findings you make
in other components of the holding company ex-
amination, including earnings, relationship, and
the level of risk inherent in the holding com-
pany’s activities.

The purpose of this Section isto assist you in
evaluating capital at the holding company level
and in evaluating its potential effect on the sub-
sidiary thrift. In reaching your conclusions, you
should take advantage of publicly available in-
formation, including industry analyst reports and
ratings, as well asindicators of market trends and
perceptions. Y ou should also use peer analysisto
compare the level of capital held by other compa-
nies engaged in similar lines of business.’

! Unless otherwise noted, you should assume all asset, debt
and capital calculations in this section are based on Generaly
Accepted Accounting Principles (GAAP), which means all
such figures will be calculated on a consolidated basis.

CAPITAL SUFFICIENCY/RISK ANALYSIS

High capital ratios are not necessarily indicative
of overall capital sufficiency, especialy when an
organization isinvolved in risky activities or se-
curitizations and other capital arbitrage
techniques. The scope and complexity of today’s
banking business, particularly with respect to of-
fering an expanded array of financial products,
makes it even more important to eval uate capital
based on a company’s overal risk profile. Be-
cause thrift holding companies are so diverse, the
adequacy of capital cannot be determined solely
on the basis of a numeric formula or standard. In-
stead, capital management must be a dynamic
process. Holding companies must ensure that
they have sufficient capital to support their under-
lying risks.

Organizations are increasingly using internal
processes to assess risks and to ensure that capi-
tal, liquidity, and other financial resources are
sufficient in relation to an organization’s overall
risk profile. The sophistication and level of detail
of aholding company’ s capital management tech-
niques will vary based on the complexity and size
of the enterprise. Y ou should request the holding
company’ s support and analysis for its capital
management strategies as part of your preexami-
nation response kit or during the course of the
examination.

Assessing the Overall Risk Profile

The need to assess overall risk isinherent in each
component of the holding company examination.

This process starts by completing the Risk Classi-
fication Checklist in the Administrative Program,
Section 710.

This preliminary risk assessment is then refined
and updated as a better understanding of the hold-
ing company is gleaned during the course of the
examination.

Y ou will find that many of the conclusions that
you will need to make in addressing the capital

Office of Thrift Supervision

December 2002

Holding Companies Handbook  300.1



SECTION: Capital

Section 300

strength of a holding company will be dependent
on findings made in other sections of the exami-
nation process. For example, the following
guestions will help you assess the overall risk pro-
file of a holding company’s capital structure. In
many cases, you will need to review other sec-
tions of this handbook in order to properly
address them:

I ssues Addressed in the Organizational Sructure
Section

How significant is the thrift in the holding
company structure?

What risks do the holding company activities
and assets present?

I ssues Addressed in the Relationship Section

Has the holding company influenced the thrift
to engagein riskier activities and if so, how?

What isthe direct or indirect impact of inter-
company transactions and transactions with
insiders (for example, loans, asset purchases
or sales, guarantees, and service agreements)?

What isthe quality of management and risk
management systems?

Issue Addressed in the Earnings Section

Isthe overall financial condition of the hold-
ing company deteriorating, stable, or
improving?

Other Capital Related Issues

Does the holding company or other affiliates

have off-balance sheet contracts or activities

(with explicit or implied recourse) that result

in ahigher degree of risk exposure than is ap-
parent from its balance sheet?

Arethere any terms, conditions or covenants
in the holding company’s or other affiliate’s
securitization documents that could adversely
impact the thrift, such as a supervisory action

that could trigger early amortization or the
transfer of servicing?

How does the amount of capital held by the
holding company compareto its peers?

What significant risks does the thrift face?

In the normal course of business, companies en-
counter several types of risks. Thefollowing are
examples of how various types of risk can be pre-
sent in a holding company enterprise and can
adversely impact capital.

Credit Risk — The risk that a counterparty will fail
to perform.

A holding company has pronounced credit risk on
a corporate-wide basis evidenced by a high vol-
ume of residuals and subordinate securities held
at the parent, and subprime lending and securiti-
zation activities conducted by subsidiaries.
Residual and subordinate holdings total more
than half of capital. Further, management has
been slow to incorporate actual default and pre-
payment data in valuing subordinate securities.
Consequently, those asset values are overstated,
asisreported capital. Thus, although this hold-
ing company boasts a capital ratio that would
equateto “ well capitalized,” its capital level is
insufficient.

Market Risk — Thisincludes a wide range of sce-
narios and unexpected events resulting from
adverse movements in market rates or prices.
Such events may lead the holding company to in-
fluence the thrift to engage in riskier activities.

A holding company decides to quickly expand its
business. Without a proportionate increase in
capital, the holding company has lost flexibility,
and is unable to react to adverse market condi-
tions. Not only does this affect the holding
company’ s ability to support the thrift, the hold-
ing company may pressure the thrift for
additional financial resources and encourage the
thrift to assume a higher risk profile to attempt to
maximize returns.
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SECTION: Capital

Section 300

Funding and Liquidity Risk - Therisk that the en-
tity will be unable to meet its payment obligations
on settlement dates.

A holding company has massive debt service re-
guirements due to a number of acquisitions. Its
heavy reliance on borrowed funds, coupled with
inadequate operating policies and procedures,
have led to undue pressure at the thrift level to
dividend funds to the parent for debt service.

A holding company’ s funding strategy should
support maturing liabilities with liquid assets and
avoid the over reliance on any single or volatile
source of funds. Holding companies and their af-
filiates must maintain sufficient liquidity and
capital to service outstanding debt obligations
without adversely affecting the thrift.

Operational Risk - Therisk that deficienciesin in-
formation systems or internal controls will result
in unexpected loss. Such deficiencies generally
are afunction of the quality of management and
information systems.

A holding company’s poor capital management
results from, among other things, inaccurate and
misleading financial reporting, failureto imple-
ment corrective actions from the last exam,
internal audit deficiencies, and the lack of corpo-
rate separateness. Although the quantitative
measure of holding company capital appears
high, poor reporting provides no comfort in the
guality and accuracy of that number.

Interdependency of Systems and Operations

Risk — Therisk that the activities/operations of
the holding company are so intermingled with the
thrift that the cessation of a holding company op-
eration negatively impacts the thrift.

A holding company is a mortgage banker that
does securitizations, with the thrift providing the
servicing. The servicing income represents a ma-
jor component of the thrift’srevenue. The
holding company sells the mortgage banking op-
eration. The sale has a detrimental effect on the
thrift due to its reliance on the mortgage banking
operation to provide a continuing source of ser-
vicing income to cover its operating expenses.

Higher Risk Holding Company Activities— The
risk that the holding company will make invest-
ments or engage in activities, especialy with
respect to activities that the thrift itself cannot en-
gage, that pose risk to the thrift or that could
jeopardize the thrift’ s reputation.

A holding company forms a subsidiary to fore-
close on alarge real estate devel opment project.
The project isonly partially complete, major
capital expenditures are anticipated, and, al-
though the holding company has a reasonable
capital level, the debt service and operating ex-
pense requirements are substantial. The holding
company’ s financial condition deterioratesto a
point where it can no longer service the debt, and,
asaresult, pressures the thrift for additional
dividendsin order to fund the completion of the
project. Later, the holding company attemptsto
convince the thrift to buy a portion of the REO,
which isimpermissible.

Legal Risk — The risk that contracts are not le-
gally enforceable or properly documented.

Athrift has a note receivable fromits holding
company that is not properly recorded. No board
minutes or journal entries have recorded the
transaction. Thisislargely due to the fact that
accounting and treasury personnel don’t enforce
cor por ate separateness of the holding company
and the thrift. In actuality, this note does not le-
gally exist, which means the thrift is overstating
its capital by counting this nonexistent asset.
Once the asset is written off, the capital of the
thrift is below its regulatory requirement

EVALUATING CAPITAL ON A
CASE-BY-CASE BASIS

OTS' approach to holding company supervision
provides for the evaluation of capital on a case-
by-case basis, considering the overall risk profile
of each holding company enterprise. To do this,
you will need to consider the following basic fi-
nancia elements:
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Section 300

Debt —theratio of holding company debt asa
percentage of tangible capital?, the effect
holding company debt has on the thrift, and
the ability of the holding company to service
debt or fulfill holding company abligations.

Quality and Availability of Capital —thera
tio of total capital to total assets and theratio
of tangible capital at the holding company as
apercentage of tangible assets®, the quality of
that capital, and the ability of the holding
company to raise new capital.

Dividends —the ratio of the holding com-
pany’s earnings being paid out in dividends,
and whether the quality and level of holding
company earnings is sufficient to support
such dividends.

Debt

Financial leverage is the use of debt* to supple-
ment the equity in a company’s capital and
funding structure. From the perspective of man-
agement and stockholders, debt can represent a
favorable financia tool as the owners only need
to provide asmall portion of the total financing,
and much of the financial risk will be borne by
lenders. This allows the existing owners to main-
tain control with alimited investment at stake
and, assuming the proceeds are reinvested at a
positive spread, the earnings generated will in-
crease the overall Return on Equity (ROE). Some
companies use debt for the acquisition of other
entities.

Although the judicious use of leverage is afavor-
able financial management technique, you should
be alert to the following pitfalls:

Leverage may pressure management to pro-
duce short-term revenues to service debt, and
may result in greater risk taking.

2 Tangible Capital = Capital minus intangible assets.
3 Tangible assets = Total assets minus intangible assets.

4 Debt includes borrowings with specific terms and excludes
deposits and transactional liabilities.

Firmswith high levels of leverage are more
susceptible to losses during periods of eco-
nomic downturn, either in the economy at
large or the specific industries in which they
do business. This can have a compounding
effect as the economic downturn may result in
adeclining financial condition, which inturn
increases borrowing costs as debt matures and
must be renewed, often at higher interest
rates.

The use of leverage reduces management’s
flexibility in making future decisions; lenders
may impose the following types of debt cove-
nants that could adversely impact the thrift:

% Limits on future debt issues;

¥ Provisionsto accelerate repayment of the
debt in the event certain covenants are
violated;

¥ Limitson dividend payments; or

¥ Specific constraints on operating ratios.

Y ou must assess both the role of leverage within
the consolidated holding company opera-
tions/financial structure and the actual, and
potential, impact such leverage may have on the
operations of the thrift. Implicit in such analysis
isthe need to identify the extent to which the
holding company utilizes debt to capitalize/fund
the thrift’s operations, and the degree to which the
parent relies upon the thrift to provide cash flow
for debt service.

Recently, debt or debt-like instruments such as
trust preferred securities can be issued at such at-
tractive rates that management feels compelled to
raise such funds before having a clear idea of
what to do with the proceeds. Holding company
boards of directors are expected to develop pru-
dent capital management plans prior to
undertaking financing activities in the market-
place. Otherwise, they may be implementing a
funding strategy that may place undue financial
burdens on the thrift’s operations. Y ou should
review the way the proceeds of such financings
are deployed, and how such obligations are ser-
viced. You will aso need to determine whether
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the holding company is, in general, overextended
given itsfinancial characteristics.

Y ou should generally consider the following
guestions:

What istheratio of holding corr;Eany debt as
a percentage of tangible capital

Isthe level of debt rising?

What investments or activities does the debt
fund?

Could the terms, conditions, or covenants of
the debt have an adverse effect on the thrift?

What is the maturity schedule for debt in-
struments’ effect on liquidity?

What isthe level of interest expense?

Isinterest expense a significant percentage of
recurring income?

What debt ratings has the holding company
received from nationally recognized credit or-
ganizations?

There are several ratios that you may use to as-
sess these factors.

Cadlculate the parent company leverage by looking
at the debt to capital ratio:

Debt to Capital Ratio =

Long-Term Debt
Tangible Capital

A holding company with alow debt to capital ra-
tio will generally have greater access to the
capital markets.

There are no “bright line” thresholds for catego-
rizing highly leveraged operationsand it is
primarily the company’ s earnings power that dic-

5You should also include trust preferred securities, or similar
hybrid instruments that possess both debt and equity charac-
teristics, when assessing the holding company’ s overall use
of leverage.

tates the acceptable level of debt. Accordingly,
the focus of your review should be on the ability
of the company to generate cash flow to meet its
fixed debt service. However, as ageneral guide-
line, you should become increasingly vigilant as
debt to capital ratios start to trend past 50 percent.
It is presumed that a debt ratio significantly ex-
ceeding 50 percent will trigger intensive analysis
of holding company cash flow needs and earnings
power, and an appropriate comment in the hold-
ing company report of examination is most likely
warranted. Regardless, you should be sensitive to
long and short-term trends and management’ s fu-
ture plans for using leverage.

Also, compute the total debt to equity ratio on a
market value basis.

Total Debt to Equity Ratio at Market Value =

Total Debt at Book Vaue
Equity at Market Value

If the market value of equity is higher than the
book value, the above ratio will be lower than the
debt to equity ratio on abook value basis. This
indicates a favorable market perception and the
ability to raise capital at an attractive price. How-
ever, if the market value of equity islower than
the book value, the above ratio will exceed the
ratio on abook value basis, indicating the market
will only provide capital at a discount to book
value.

Note: For holding companies with significant
nonthrift operations, a more meaningful calcula-
tion might be the ratio of Debt to Total Assets.
Thiswould be especially true for holding compa-
nies involved in industries with a high percentage
of fixed assets. (Such debt should be long-term to
match the maturity of the assets acquired.) Fol-
low-up may be required for ratiosin excess of ten
percent, but ratios should be compared to appro-
priate peers. For comparisons, utilize Robert
Morris Associates (RMA) financial statement
analysis.

Another important step in analyzing parent com-
pany leverage is calculating the leverage ratio:
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Leverage Ratio =

Long-Term Debt
Long-Term Debt plus Capital

The lower the ratio, the less exposure to loss
when the company’ s performance is poor, but

also alower return on equity when performanceis
good.

The proceeds of parent company long-term debt
may be advanced to the thrift either as debt or eg-
uity. The condition referred to as simple leverage
exists when holding company debt proceeds are
advanced to the subsidiary thrift as debt. Such
debt should have repayment terms matching those
imposed upon the holding company by its lender
and should be serviced from the thrift’s current
earnings. The condition referred to as double lev-
erage exists when funds obtained by the holding
company from debt proceeds are invested into the
thrift subsidiary as equity. Increasing the capital
base of the thrift allows the thrift to increase its
borrowings as well, thereby compounding the
original holding company debt and resulting in
higher consolidated leverage. In thissituation,
thrift revenues must be sufficient to service both
levels of debt because typically the parent will
rely upon dividends from the thrift subsidiary to
fund its debt service requirements. ® Such situa-
tions can generate substantial pressure on the
thrift to maintain its earnings to support future
dividend payments, thereby increasing the tempta-
tion for the thrift to engage in higher risk
operations.

Within complex operations, double leverage will
not always be readily evident, as parent level debt
may not be directly allocated to provide equity in
the thrift. One general measure that you can use
asaproxy to help identify the role of double lev-
erage isthefollowing ratio:

Thrift $ Equity
Holding Company $ Equity

6 Capital distributions must be within the limits prescribed by
12 CFR 563, Subpart E (563.140 — 563.146).

Higher ratios, or atrend of increasing ratios,
could indicate the existence or growth of double
leverage in the holding company/thrift relation-
ship. A ratio of 100% indicates that thereis no
double leverage in the organization, while aratio
of 125% indicates that 25% of the thrift’s equity
capital was derived from sources other than par-
ent equity investments into the subsidiary or
through subsidiary retained earnings.

Another situation you must watch for iswhen
nonthrift subsidiaries of highly leveraged holding
companies experience operating problems. Even
when holding company debt is not advanced to
the thrift, the parent may look to the thrift to be
the primary or sole source of debt service cash
flow due to weaknesses el sewhere in its organiza-
tion. Thistoo could result in the parent imposing
amore aggressive or high risk operating philoso-
phy upon the thrift to generate near term earnings
to support higher dividends, management fees, or
tax sharing payments.

If you determine that any further leveraging of the
holding company poses arisk to the thrift, you
must immediately advise the Regional Director.
The Regional Director may deem it appropriate to
reguire the holding company to provide specific
information on its capital planning and allocation
process or notice before incurring, renewing or
rolling over any debt or hybrid securities with
debt-like characteristics. Such action may be
most appropriate for holding companies:

Whose subsidiary thrift institution has a com-
posite CAMELS rating of 3, 4 or 5

That are rated unsatisfactory; or

That would be of supervisory concern if addi-
tional debt were issued.

Quality and Availability of Capital

Capital provides a secondary source of financial
protection for the holding company if operating
capacity provesinsufficient. A holding company
that has capital does not necessarily have suffi-
cient cash flow to meet contractual obligations
when they are due. Capital can provide cash only
if selected assets can be sold, the capital isused to
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secure new debt, or new equity can beissued. In
addition, a particular capital position can also be a
function of a company’s accounting practices,
and, thus, should not be solely viewed as a proxy
of acompany’s financial health. Accounting
standards are often assumption driven and aggres-
sive accounting assumptions can overstate the
value of assets and thus cloud a company’ s true
capital position.

Before any relevant quantitative capital measures
can be calculated, you must determine the GAAP
capital of the holding company. GAAP capital
represents the aggregate of holding company capi-
tal, including the capital of all subsidiaries, after
the elimination of all intercompany items. Capital
must be computed in accordance with GAAP, or
some other approved regulatory accounting for
functionally regulated affiliates. For affiliates
that are regulated by another state or federal
agency, determine if there are any agreements or
conditions imposed that would require the holding
company to devote financial resources (including
capital contributions) to that entity. If such
agreements or conditions exist, determine the ex-
tent to which they could ultimately have an
adverse effect on the subsidiary thrift.

Once you determine the amount of GAAP capital,
you must consider qualitative as well as quantita-
tive factors. To determine the adequacy of a
holding company’s capital, you should answer the
following questions:

What istheratio of total capital to total as-
Sets?

What isthe ratio of tangible capital to tangi-
ble assets?

To what extent does the holding company rely
on trust preferred securities or other hybrid
equity securities as a source of financing?

Y ou should closely scrutinize any holding
company that hastrust preferred securities, or
similar instruments with both debt and equity
characteristics, that approach 25 percent of
the holding company’ s tangible capital.

Does the holding company have a high pro-
portion of assets that a thrift would be unable
to count as capital ?

Does the holding company have the ability to
raise new equity capital or generate capital in-
ternally, through earnings other than from the
thrift?

Has the holding company’ s capital position
deteriorated since the last examination, and if
so, why?

Have significant asset/liability restructurings,
acquisitions, or divestitures occurred that
might negatively affect the financial or mana
gerial relationship between the thrift and the
holding company?

Asyou review capital, keep in mind that there are
some positive factors that enhance capital protec-
tion. Theseinclude:

Strong management that has a record of supe-
rior capital management;

Sound asset quality; and

A history of strong (recurring) and consistent
(stable) operating earnings and cash flow.

Similarly, potential adverse factors that detract
from the holding company’s capital condition in-
clude:

Demonstrably weak or ineffective manage-
ment;

Low liquidity, high interest rate risk expo-
sure, or high foreign exchange exposure;

Significant levels of off-balance sheet activi-
ties, including asset securitization activities,
which can result in the retention of substantial
recourse;

Reliance on wholesale and short-term funding
sources, or asignificant amount of longer-
term debt that will mature soon;

Engaging in activities viewed as being high
risk, unless adequately hedged and well-
managed;
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Internal inability to generate sufficient capital
because asset growth exceeds sustainable eg-
uity capital formation;

No, or limited, access to capital markets; and

Excessive capital distributions paid to, or the
divestiture of subsidiaries to, stockholders.

One analytical approach that you should consider
is how the holding company’ s capital position
would look if it were athrift or abank holding
company. This approach becomes less helpful if
the holding company is predominately a commer-
cial company, which has a much different balance
sheet than financial companies. Nevertheless,
such an analysis can lead to important findings.

For instance, the presence of assets at the holding
company level that could not be counted as capi-
tal at the thrift level would lead to questions about
the quality of the holding company’s capital.

Even though the thrift may be better off if such
assets are not at the thrift level, the presence of
the assets on the consolidated bal ance sheet will
till affect the health of the overall holding com-
pany enterprise.

The following are some examples of the types of
assets that either could not be counted as thrift
capital, or have limitations as to how much could
be counted as thrift capital:

Direct investmentsin real estate ventures.

Hybrid instruments that possess debt charac-
teristics, liketrust preferred securities.

A high ratio of assets, such as 1O strip securi-
ties, to capital, in which athrift would have to
hold dollar-for-dollar capital.

Similarly, assets that are not considered tangible
under GAAP may, nonetheless, produce revenues
or otherwise have creditable value. Such assets
might include, for example, assets (such as mort-
gage servicing rights) that the thrift may include
in computing core and tangible capital.” You

7 See 12 CFR 567.12.

should factor such assets into your assessment of
whether capital is sufficient.

Another approach you may wish to consider isto
regard the holding company as a new applicant
for asavings and loan charter. Given its current
financial condition, and types of activities, would
you feel comfortable approving this company asa
savings and loan holding company?

Dividends

The dividend practices of the holding company
may affect the financial position of its thrift and
other subsidiaries. Dividend policy influences the
sustainable growth rate of any organization based
on its effect on retained internal capital.

If the level of aholding company’s dividends
poses an actual or potential burden on the thrift
subsidiary, then you should determine if the hold-
ing company’ s dividend payout and prospective
rate of earnings retention are consistent with its
capital needs, asset quality, growth, cash flow,
and overall financial condition. Y ou may con-
clude that it is necessary to calculate the dividend
payout ratios for the parent and all holding com-
pany subsidiaries using the following formula.

Dividend Payout Ratio =

Dividends Paid
Net Income

The holding company’ s dividend payout ratio
should be reasonable and consistent with any ex-
isting business plan. Y ou should compare the
dividend payout ratio, net income, and asset
growth of each significant affiliate of the holding
company.

In general, the following statements apply to hold-
ing company dividends:

Sustainable core earnings should suffice to
pay the dividend over the long term.

There should be adequate liquid assets on
hand to make dividend payments.
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Generaly, a holding company and its thrift
should avoid borrowing funds to provide for
the payment of dividends to shareholders of
the holding company. (Such an action may be
proposed in certain situations when manage-
ment prefers not to cut the dividend to avoid a
negative market reaction. Similarly, borrow-
ing may be needed if the company’s cash
flows are predominantly achieved seasonally,
such as aretailer heavily dependent on holi-
day sdles.)

Neither the holding company nor the thrift
should have to sell assets to provide funds for
the payment of dividends to the holding com-
pany’ s shareholders.

The inability to sustain or increase stockholders
dividends may demonstrate holding company
weaknesses. Often times, the suspension of divi-
dends isthe result of the holding company facing
aliquidity squeeze. Even the perception of the
holding company running low on cash can lead to
repercussions for the subsidiary thrift. When the
thrift’s public identity is linked to the holding
company with asimilar name, acrisis or loss of
confidence in the holding company could ad-
versely effect the thrift regardless of the thrift's
own financial stability. For example, for mem-
bers of the public not familiar with the distinction
between the thrift and its parent, arun on the
thrift may result from the perception that its hold-
ing company is running out of cash. To avoid
loss of market confidence, athrift may enter into
a questionabl e transaction with its holding com-
pany or affiliate in an attempt to avoid acrisis.

CAPITAL MANAGEMENT AND
OVERSIGHT

As noted above, one of the positive qualitative
factors affecting the adequacy of capital is strong
capital management. Managers and directors
should attempt to anticipate capital needs and
provide for the maintenance of adequate capitali-
zation. Good practice dictates that holding
company management should develop a capital
management plan if the holding company’s ratios
are low relative to others with ssimilar risk profiles
in their industry, or are likely to fluctuate. A

good plan sets forth specific strategies by which
management intends to reach its established goals.

Most financial organizations consider several fac-
torsin evaluating their overall capital adequacy.
These include:

Comparing their own capital ratios with in-
dustry peers;

Risk concentrations in credit and other activi-
ties;

Current and desired credit-agency ratings; and

Historical experiences, including severe ad-
verse eventsin its past.

Y ou may also want to consider these factors as
you analyze capital.

Many holding companies and other financial or-
ganizations use stress testing, and scenario
analysis, as atool to estimate unexpected losses.
This process helps organi zations project the per-
formance of their assets under conservative
“stresstest” scenarios. Stress testing can estimate
the portfolio exposure to deteriorating economic,
market and business conditions. It also allows for
different assumptions to be input, thereby allow-
ing management to foresee potential
consequences.

Holding companies should be able to demonstrate
that their approach to relating capital torisk is
sound. One method for a holding company to de-
termine if it holds a sufficient amount of capital is
if it meets an objective measure of financial
health, such as atarget public-agency debt rating
or even a statistically measured maximum prob-
ability of becoming insolvent over agiven time
horizon. Thislatter method is the foundation of
the Basle Accord' s treatment of capital require-
ments for market and foreign-exchange risk. Risk
assessment must address all relevant risks, includ-
ing, but not limited to: credit risk, market risk,
liquidity risk, interest rate risk, operational risks,
and legal risk.

Holding companies without adequate procedures
to estimate and document the level of capital nec-
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essary to support their activities should be criti-
cized.

Y ou should interview holding company manage-
ment to identify their plans for ensuring a safe
cushion of capital. Specifically, you should in-
guire whether they have plansfor:

New debt issues or sales of equity;
Additional capital contributions;

Loans, transfers, or distributions of holding
company assets within the holding company
structure; or

Acquisitions.

During your conversations, you also should em-
phasize that the holding company’ s level of
capital isamajor consideration in the overall ex-
amination rating.

RATING THE CAPITAL COMPONENT

To properly assessrisk at the holding company,
you must consider the thrift subsidiary, the non-
bank subsidiaries, the parent only and the
consolidated entity. Y ou should consider capital
on a consolidated basis as holding company man-
agement has some discretion as to the alocation
of capital within the organization. In some situa-
tions it may also be useful to consider capital after
deducting thrift capital. For holding companies
with functionally regulated subsidiaries, you
should also analyze capital after deducting capital
held within such functionally regulated subsidiar-
ies.

Evaluate capital sufficiency, on a case-by-case
basis, considering among other things, the holding
company’ s own documented analysis of the capi-
tal needed to support its activities. Y ou should
expect capital levelsto berisk sensitive.

Further, you need to remember that all the holding
company examination components are integral to
the overall examination process. For example,
your findings about earnings will clearly have an

impact on your final conclusions about capital
adequacy.

Y ou should assign a capital component of “1” if
the holding company serves as afinancia re-
source to the entire corporation. Such companies
provide both a basis for growth and access to
capital markets as needed.

Y ou should assign a capital component rating of
“2" if the holding company can support the vol-
ume and risk of its activities, aswell asthe
activities of its subsidiaries. Such holding com-
panies are also positioned to provide a cushion for
unexpected losses, and support its level of bor-
rowing, aswell asthat of its subsidiaries.

Y ou should assign a capital component rating of
“3” to any holding company that does not have
sufficient capital to serve as a buffer for its own
activities and activities of its other subsidiaries.
Such companies present the risk of adverse ef-
fects on the thrift.

SUMMARY

The capital sufficiency of a holding company isa
critical factor in the regulation of thrift holding
companies. Your analysis should consider both
the quantity and quality of capital and the effect
that the holding company’ s operations may have
on the thrift currently, and in the future. To do
this properly, you must consider the:

Capital needed based on the risk associated
with each holding company and nonbank sub-
sidiary activity;

Relationship between debt and capital;

Existence of long-term debt in the capital
structure;

Extent and use of debt at the parent to fund
capital investments of subsidiaries;

Trend of capital in comparison to peer
groups,
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Management’ s ability to devise capital plans
in the event of a capital deficiency or planned
expansion;

Ability to access the capital markets;

Extent of concentration in any one asset or
type of asset, including intangibles, interest
only (1/0) strips, illiquid assets, deferred tax
assets, and

Extent of off-balance sheet exposure.
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INTRODUCTION

This Section highlights the various ways that
holding company enterprises may be structured,
and the importance of reviewing and understand-
ing each structure. This Section will also provide
an overview of control thresholdsto help you de-
termine if there have been changesin the
ownership structure, and, if so, what regulatory
processes apply. Finaly, the framework for de-
termining what activities a holding company may
engageinisoutlined. Asyou will see, thereisa
correlation between how a holding company is
structured and the activitiesin which it may en-

gage.

Once you understand the holding company enter-
prise and its activities, you must then evaluate
what risks, if any, may affect the subsidiary thrift.
Y ou must determine whether there are elements
of the holding company structure, or businessin-
terests of the holding company enterprise, that
hold potential risks for the thrift. This means
considering not only the activities of the holding
company and other affiliates, but also activities of
the thrift itself.

Y ou must ensure that the thrift is not being used
as a dumping ground for low-quality or high-risk
assets, or avehicle for conducting risky activities.
Furthermore, you must consider the materiality of
the thrift to the holding company enterprise and
its controlling shareholders. If the thrift isimma-
terial to the overall holdings of the holding
company or controlling shareholders, there may
be less incentive for them to ensure its safe and
sound operation or to provide financial support if
needed. On the other hand, regardless of materi-
ality, the holding company may not want to risk
tarnishing its reputation and, therefore, do what-
ever is necessary to safeguard the thrift. This
same strategy may extend to an uninsured affiliate
that isin trouble. To protect its reputation, the
holding company may divert thrift resources to
the troubled affiliate.

Every holding company enterpriseis uniquely
structured and managed. Each presents different
risks and issues. These risks change not only

from enterprise to enterprise, but over time within
agiven holding company enterprise. Keepin
mind that as you assess the organizational struc-
ture, you must consider not only the current risks
that may be evident, but also prospective risks.

STRUCTURE

A savings and loan holding company is any com-
pany that directly or indirectly controls a savings
association. This ownership interest can result in
several forms of organization. Intheir most basic
form, holding companies are either unitary or
multiple. For the most part, these designations
are self-explanatory:

A unitary holding company controls one
thrift.

A multiple holding company controls more
than one thrift.

The vast mgjority of thrift holding companies are
unitary.

Many times a holding company is simply a shell
corporation established for the sole purpose of
owning athrift. Shell holding companies have the
following characteristics:

Low or insignificant amounts of debt;

Minimal activities, other than holding the
stock in the thrift; and

Low risk, highly liquid investments.

Thrift holding companies are also designated as
diversified or nondiversified. Thisdistinctionis
based on the business interests of the company.

A diversified holding company’ s thrift and re-
lated activities represent less than 50 percent

! Related activities are specified in 12 CFR 584.2(b), 584.2-1
and 584.2-2.
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of the company’s consolidated net worth and
consolidated earnings.

A nondiversified holding company is one that
does not meet both of these thresholds, and,
thus, has banking and banking related busi-
nesses as its principal operation.

The vast mgjority of OTS regulated holding com-
panies are nondiversified.?

Y ou may also encounter other types of holding
companies. Oneisamutual holding company
(MHC). A MHC structure combines the elements
of amutual thrift, which is owned/controlled by
its depositors and, in some cases by its borrowers,
with elements of a stock thrift. InaMHC, the de-
positors (and borrowers, if applicable)
own/control the mutual holding company, which
in turn holds a majority of the voting stock of its
subsidiary thrift. The remainder of the thrift stock
can be sold to outside investors to raise capital.
Some MHCs have mid-tier stock holding compa-
nies.

Another structureisa HOLA 10(1) holding com-
pany. Section 10(l) of the Home Owners Loan
Act (HOLA) alows state savings banks and co-
operative banks that are not regulated by OTS to
elect to be treated as savings associations for pur-
poses of regulating their holding company.
Without such an election, these holding compa
nies would otherwise be regulated by the Board of
Governors of the Federal Reserve (Federal Re-
serve) as bank holding companies. In order to
qualify asaHOLA 10(I) holding company, the
subsidiary bank must be a qualified thrift lender.
These structures present novel examination con-
cerns because OTS regul ates the holding
company, but not the subsidiary financial institu-
tion. Specific examination issues for this

2 v ou should note that diversified status is somethi ng that a
holding company claims. To claim this status, it hasto dem-
onstrate that the above percentages are met. Historicaly, this
status was claimed because diversified holding companies
were exempt from certain regulatory requirements. Inthe
past, the most notable exception dealt with debt notices. To-
day, very few regulatory distinctions remain. One exemption
that still exists for diversified holding companies is contained
in the management interlock regulations.

population of holding companies are contained in
Section 910.

A third type of structure is onein which a bank or
financial holding company controls both a bank
and athrift. Although these companies control a
thrift, they are considered bank holding compa-
nies and are, therefore, regulated by the Federal
Reserve. OTSisthe primary regulator of the
thrift itself, but does not regulate the holding
company.

Structure is one of the first indicators of how a
holding company enterprise should be reviewed
from an examination perspective. Thereisasub-
stantial difference in approach between alow risk
holding company that does nothing but hold a
thrift compared to one that not only holds a thrift,
but isalso involved in avariety of nonbanking
businesses. A complex holding company may be
involved in other businesses through various
nonthrift subsidiaries. Such increased complexity
requires us to assess the effect these businesses
may have on the thrift.

The holding company examination encom-
passes a review of the entire holding company
enterprise. Understanding the structureises
sential if you areto make an effective
assessment of the holding company’s condition
and itsimpact on thethrift. Understanding
the structure also makesit easier to focus at-
tention on the entitiesthat have the most
potential impact on thethrift.

ACQUISITIONS AND CONTROL

Theissue of control isvery significant in the
regulatory process since we are dealing with who
has the power over management and policies, and,
thus, the direction of the thrift or holding com-
pany.? It isalsoimportant to be aware of

3 Direct or indirect control of athrift by the same person or
group of persons that control aforeign bank raises unique
supervisory concerns. For a better understanding of the char-
acteristics and potential risks associated with such parallel-
owned banking organizations, see the Joint Agency State-
ment on Parallel-Owned Banking Organizations included as
Appendix 400A.
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potential acquirers of control. As noted above, a
holding company is a company that controls a
thrift, directly or indirectly. Specific statutory
and regulatory requirements apply to such com-
panies, starting with the fact that OTS must grant
approval before any company can acquire control
of athrift. You must understand the control
thresholds and presumptions in order to recognize
situations where a controlling party has not been
properly identified, and, therefore, has not re-
ceived the requisite approvals from the OTS.

Control of athrift or holding company can take
various forms and, many times, is not obvious.
The following highlights some simpl e facts about
control:

Control can be acquired directly or indirectly.

Control can occur by persons or entities act-
ing in concert to influence the thrift or
holding company.

Control can be acquired by means other than
stock ownership.

For the most part, control of athrift or holding
company isfairly straightforward based on stock
ownership or the ability to control the stock in
some manner. Such situations are ordinarily ac-
knowledged by the parties, and the proper
application or notification process to the OTSis
undertaken.

However, there are al so situations where the ques-
tion of control becomes somewhat murky. Itis
these situations where you need to be aware of
possible control issues which have not been ac-
knowledged, and which have not been reviewed
by the OTS.

Some of these |atter type situations may involve
circumstances where control is “backed into.” For
example, if aholding company or thrift repur-
chases stock on anon pro ratabasis. Such a
repurchase will raise the percentage of ownership
of the remaining shareholders. Someone who
once owned only nine percent of voting stock may
own 11 percent after the stock repurchase is com-
pleted. There may also be proportional ownership
shiftsas aresult of corporate changes such as

mergers with, or purchase of, another thrift or
holding company. Further, beneficial ownership
interests that carry the right to acquire stock
through, for example, exercisable options, may
result in control.

The regulations covering acquisition and control
issues are found at 12 CFR Part 574. Determina-
tions of control can be very complex, and
conclusions may well have to be made outside the
scope of the examination. However, it remains
important that you are aware of the more signifi-
cant elements of control to be able to identify and
make preliminary assessments of any control is-
sues encountered during the examination.

Conclusive Control

Conclusive control is essentially a situation where
an acquirer, either person or company, owns or
controls more than 25 percent of the voting stock
of athrift or holding company. This can arise
from outright ownership or holding irrevocable
proxies or a combination of both. In addition, if a
person or company exercises a controlling influ-
ence over the management or policies of the
entity, including controlling the election of ama
jority of directors, then the acquirer is considered
to have conclusive control. An acquirer can also
have conclusive control if it isageneral partner or
trustee of the entity, or has contributed more than
25 percent of the capital of a holding company.

Rebuttable Control

Rebuttable control occurs when a person or com-
pany does not have conclusive control, but there
are circumstances present that, taken together,
suggest that a controlling influence may exist.
These circumstances generally involve holding
ten percent or more of the voting stock, or 25 per-
cent or more of any class of stock, together with a
control factor. The control factors are detailed in
the regulation at section 574.4(c). For example,
an acquirer might have between 10 and 25 percent
of the voting stock of the thrift, but be one of the
two largest holders of any class of voting stock.
Rebuttable control may also arise through hold-
ings of revocable proxies, under section
574.4(b)(2).
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Prior to acquiring the stock, or triggering any
other element that gives rise to the rebuttable con-
trol issue, the acquirer must either:

Acknowledge their intent to control, and ob-
tain the appropriate approvals to do so; or

Successfully rebut control.

In the later case, the OTS must accept the rebuttal
before the transaction is consummated. The abil-
ity to rebut control enables passive investors who
do not intend to control or influence the thrift or
holding company to have a sizeable investment
without undergoing the process and scrutiny of an
acquisition filing. However, if the rebuttal is not
accepted, then the acquirer would have to proceed
with an application or notice to OTS in the nor-
mal course of acquisition discussed below.

Acting in Concert

In assessing control issues, there is the possibility
that persons or entities may be acting in concert to
secure control. Acting in concert isbest de-
scribed as a process whereby persons or entities
exercise conclusive or rebuttable control by col-
lectively acting together.

Section 574.4(d) sets forth several rebuttable pre-
sumptions of concerted action. Parties may rebut
apresumption of concerted action by filing a sub-
mission supporting their contention that no
concerted action exists. OTS may accept arebut-
tal that meets applicable standards under section
574.4, including showing by clear and convincing
evidence that concerted action does not exist.
Even where concerted action presumptions do not
apply, parties may be considered to act in concert
under the general definition at 574.2(c).

Application Process

In addition to the rebuttals of control and con-
certed action discussed above, there are several
other control related filings.

Companies seeking to acquire control of athrift
or thrift holding company must file one of several
holding company acquisition filings referred to as

H-(e) applications. When an individual or person
seeks to acquire control, a Change-in-Control no-
tice generally must be filed. Section 574.6 sets
forth the procedural requirements and outlines the
appropriate type of application or notice for each
acquirer. These processes are required whether
control is conclusive or, in arebuttable scenario,
where the acquirer does not dispute control or
OTS has not accepted a prior rebuttal submission.

Individuals or companies that acquire ten percent
or more ownership of any class of stock, but do
not trigger the rebuttable or conclusive control
thresholds, must file a certification of ownership.
The required language of the certificationis
specified in 12 CFR 574.5.

Application forms and detailed filing instructions
for holding companies and ownership control are
contained in the Applications Processing Hand-
book.* If you identify a control situation where
the appropriate application or notice has not been
filed, you should review the exemptions set forth
at 12 CFR 574.3(c) and (d), before citing aviola
tion or seeking corrective action. There are afew
limited instances where approval or noticeis ei-
ther not required at all, or is allowed after the
acquisition. One example iswhere control results
from a pledge or hypothecation of stock to secure
aloan.

Once you have a clear understanding of the hold-
ing company structure, including identifying all
controlling parties and affiliates, you can then be-
gin to analyze the activities conducted.

ACTIVITIES

Many factors go in to determining the permissible
activities for a holding company. Some holding
compani es operate without any activities limita-
tions, while others are subject to activities
restrictions.

Even when activity restrictions do apply, there are
asignificant number of businesses that have been
deemed related to banking. Therefore, itisim-

* The Application Processing Handbook is available on the
OTS website at www.ots.treas.gov.

400.4 Holding Companies Handbook

December 2002

Office of Thrift Supervision



SECTION: Organizational Structure

Section 400

portant that you review what activities are con-
ducted within the holding company enterprise,
and what risks they present.

To determine whether activity restrictions apply,
you must consider the following factors:

Holding company type — unitary or multiple;

Whether the holding company came into exis-
tence or filed an application to become a
savings and loan holding company prior to
May 4, 1999; and

Whether the subsidiary thrift(s) have Quali-
fied Thrift Lender (QTL) status.

The following tableis provided as a quick refer-
ence to the factors that determine what activities
are permissible. The discussion that follows ex-
plains the terminology used.

Type of HC in QTL Activity
HC Existence Status Limitations
+ or Filed =
Application

by 5/4/1999

+

Unitary Yes Yes No
Unitary Yes No Yes
Unitary No Yes or No Yes
Multiple® Yes Yes Yes or No
Multiple Yes No Yes
Multiple No Yes or No Yes

5 As discussed on the next page, for amultiple holding com-
pany to have no activity limitations, all or all but one of the
subsidiary thrifts must have been acquired as part of a super-
visory acquisition.

Type of Holding Company

As noted in the beginning of this Section, a uni-
tary holding company is a holding company that
controls one thrift. A multiple holding company
controls more than one thrift. In addition to this
genera definition, if an insider of the holding
company controls another thrift, then special
treatment will apply. Specificaly, if an individ-
ual meeting the following criteria controls more
than one savings association (directly or indi-
rectly), then any holding company controlled by
that individual is treated as a multiple holding
company in determining whether activity restric-
tions apply. Theindividuals that this provision
appliesto are:

Directors or officers of a holding company, or

Individuals who own, control, or hold with
the power to vote (or hold proxies represent-
ing) more than 25 percent of the voting shares
of the holding company.

The significance of being a unitary or multiple
holding company is that multiple holding compa-
nies must acquire all, or al but one, of their thrifts
as part of a supervisory acquisition to be free
from activity restrictions. This requirement ap-
pliesin addition to the qualified thrift lender
status and the date of acquisition/application dis-
cussed below. To qualify as a supervisory
acquisition, provisions of Sections 13(c), 13(i) or
13(k) of the Federal Deposit Insurance Act, or the
former Section 408(m) of the National Housing
Act must have been invoked.

In addition to whether the holding company is
unitary or multiple, you must also consider
whether it isamutua holding company. Asdis
cussed further in Section 920, all mutual holding
companies are subject to activities restrictions.

Date of Acquisition or Application

The Gramm-Leach-Bliley Act (GLB), enacted in
November 1999, restricted the creation of new
thrift holding companies that engage in commer-
cia or other nonfinancial activities. The GLB
did, however, grandfather most holding compa-
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niesin existence at thetime. Specifically, those
holding companies that were in existence on May
4, 1999, and those that had filed an application on
or before May 4, 1999, to acquire athrift, can op-
erate without activity restriction if both of the
following are met:

The holding company continues to hold at
least one thrift (or its successor) that it con-
trolled on May 4, 1999, or that it acquired
under an application pending with the OTS on
or before that date; and

The subsidiary thrift(s) have QTL status.

As noted, a multiple holding company must also
have acquired all, or al but one, of its subsidiary
thriftsin a supervisory acquisition.

Qualified Thrift Lender Status

To operate without activity restrictions, all of the
holding company’ s subsidiary thrifts must be
qualified thrift lenders. This means that the thrift
must satisfy either the:

OTSQTL Test; or

Internal Revenue Service tax code Domestic
Building and Loan Association (DBLA) test.

To beaQTL under the OTS test, the thrift must
maintain qualifying thrift investments equal to or
exceeding 65 percent of portfolio assets for 9 out
of every 12 months. Initially, these investments
were predominantly mortgage loans and mort-
gage-related securities. However, 1996
legislation liberalized the definition to include
small business loans, education loans, and credit
card loans. Thisalowed athrift to expand its
consumer type portfolios without the consequence
of losing its QTL status.

To beaQTL under the DBLA test (IRS regula
tion 20 CFR Section 301.7701-13A), athrift must
meet a“business operations test” and a“ 60 per-
cent assets test.”

If the subsidiary thrift failsto maintain its QTL
status, the holding company’ s activities are re-

stricted. Further, it must discontinue any non-
permissible business, although the OTS may grant
agrace period up to two years for good cause.
Nonetheless, any company that controls a thrift
that does not have QTL status must register asa
bank holding company within one year of the
thrift’s failure to meet the QTL test.

Permissible Activities

If activities restrictions apply, you must determine
whether the activities conducted by the holding
company and other affiliates are permissible. The
following activities are permissible for al holding
companies:

Furnishing or performing management ser-
vicesfor itsthrift subsidiary;

Conducting an insurance agency or an escrow
business,

Holding, managing, or liquidating assets
owned by, or acquired from, its thrift subsidi-
ary;

Holding or managing properties used or oc-
cupied by itsthrift subsidiary;

Acting as trustee under deed of trust;

Any other activity that the Board of Gover-
nors of the Federal Reserve System has
permitted for financial holding companies
under Section 4(k) of the Bank Holding Com-
pany Act (asoutlined in 12 CFR 225.86 or
225.88 and 225.89); and

Any activity that multiple savings and loan
holding companies were authorized (by regu-
| ati ong to engagein directly on March 5,
1987.

® These activities are outlined in 12 CFR 584.2-1 (including,
for example, investment in various lending transactions, fur-
nishing various services to affiliates, and acquiring improved
and unimproved real estate).
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Prohibited Actsand Acquisitions

Evasion of Laws and Regulations. Despite the
broad range of activities that thrift holding com-
panies can engagein, thereis a general
prohibition regarding evasion of laws and regula-
tions. Section 584.2(a) prohibits a holding
company from engaging in any activity or render-
ing any service with the purpose of evading any
law or regulation that applies to the thrift. You
must exercise judgment in deciding what is an
evasion of law or regulation as opposed to a com-
pany structuring its operations to take full
advantage of the flexibility that holding compa-
nies and their subsidiaries possess. The deciding
factor ultimately revolves around the holding
company’s purpose and intent, as well as the ef-
fect on the thrift.

Multi-State Multiple Holding Companies. Sec-
tion 574.3(e) generally prohibits the formation of
an interstate multiple thrift holding company.
Unless certain criteria are met, this applies to any
acquisition that would result in a holding com-
pany that controls thrifts in more than one state
where the thrifts were not previously affiliated.

Nonaffiliated Ownership. Section 584.4 gener-
aly prohibits the acquisition of voting stock of
nonaffiliated thrifts or thrift holding companies.
Specifically, unless severa exceptions apply, no
thrift holding company may acquire more than
five percent of the voting stock of athrift or thrift
holding company that is not a subsidiary, except
with OTS approval. Nor can any multiple thrift
holding company acquire more than five percent
of the voting stock of any company that isnot a
subsidiary unless that company is engaged in the
bulleted permissible activities noted above.

Other Prohibited Acts. Section 584.9 outlines
other prohibitions regarding control of mutual
thrifts, management interlocks, and convicted per-
sons. These regulatory provisions are discussed
further in Relationship Section 500.

Risk Assessment

The above discussion regarding structure, owner-
ship and control issues, and activities is based on

what a holding company can do by law and regu-
lation. However, the fact that these abjective
criteria are met does not mean that there are no
supervisory concerns. Asin all examination ar-
eas, subjective judgments must be made about
how well the holding company is being operated.
A well designed structure can be undermined
when implemented by management.

As outlined above, control of athrift holding
company can take many forms. Similarly, per-
sons or entities exercising that control have
widely diverseinterests. In most cases, thosein-
terests are to oversee and reasonably benefit from
the success of the entire organization. However,
there may be parties that abuse their control rela-
tionship. Y ou need to be able to identify control
issues and be aert for any evidence of corporate
abuse. You must be particularly watchful for in-
dications that the thrift is the target of abuse for
the benefit of other corporate interests. Similarly,
you should identify situations where the thrift is
not material to the diverse interests of the holding
company or its controlling shareholders, and,
therefore, vulnerable to alack of support or in-
adequate oversight.

The current businesses and transactions of some
holding companies are very diverse. Therisks
created by these activities can range from minor
to significant and from permissible to inappropri-
ate. Increased risk taking in holding company
investments or businesses not only creates a po-
tential detriment to the holding company itsdlf, it
also increases the risk that the subsidiary thrift
will be negatively affected.

Y our examination must review the businesses and
investments of the holding company enterprise
and assess the level of risk that is being taken.

Y ou should review, for example, whether risks
are within the norm for the particular industry.
Additionally, you should note whether company
investments and other assets are within the ordi-
nary course for the business, or whether they are
more speculative. Most importantly, you must de-
termine how these risks affect the insured thrift.

Y our assessment is not only how the thrift is af -
fected currently; but potential risksaswell. The
holding company may currently be experiencing
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success and the thrift may be financially secure.
However, there may be elements within that busi-
ness structure that have the potential for
problems. These need to be identified and con-
sidered in the overall holding company rating.

RATING THE ORGANIZATIONAL
STRUCTURE COMPONENT

To properly assessrisk at the holding company,
you must consider the entire holding company en-
terprise. Specifically, you must consider the
parties that control the thrift, how the thrift fitsin
the overall structure, and the activities conducted
by the nonbank subsidiaries of the holding com-

pany.

Y ou should assign an organizational structure
component rating of “1” when there are no con-
trol issues and activities are conducted prudently
with reasonablerisk. All activities engaged in are
permissible relative to the holding company struc-
ture.

Y ou should assign an organizational structure
component rating of “2” when activities and
lines of business have a neutral effect on the
thrift. Any control or activity concerns are ad-
dressed in atimely matter when advised, but may
not have been independently identified. Activi-
ties may present somerisk, but therisk is
adequately managed, and does not jeopardize the
safety and soundness of the thrift.

Y ou should assign an organizational structure
component rating of “3” when thereis disregard
for control issues or other ownership abuse. A
holding company in this category may knowingly
engage in impermissible activities. It may accept
unreasonable risks or ineffectively manage risks
inits activities and lines of business, whether or
not permissible, that have negative implications
for the holding company or the thrift.

SUMMARY

Thrift holding companies can have various corpo-
rate structures and these forms relate to not only
the operating ability of these entities, but also
how they should be assessed during the examina-
tion. Likewise, control of the entities may come
about in numerous ways. Control may be conclu-
sive or rebuttable. Y ou must be knowledgeable
of, and watchful for, avariety of eventsthat could
result in a change of control.

Once structure and control issues have been de-
termined, the actual operation of these entities
must beinvestigated. All material business
activities must be identified. Y ou must determine
if the activities are permissible for the holding
company structure. Finally, you should identify,
to the extent possible, risks within the holding
company enterprise that may affect the thrift so
that appropriate supervisory measures may be
initiated.
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Office of the Comptroller of the Currency

Board of Governors of the Federal Reserve System
Federal Deposit Insurance Corporation

Office of Thrift Supervision

JOINT AGENCY STATEMENT ON PARALLEL-OWNED BANKING
ORGANIZATIONS

PURPOSE

This statement discusses the characteristics of parallel-owned banking organizations, reviews
potential risks associated with these banking organizations, and sets forth the approach of the
Office of the Comptroller of the Currency, Board of Governors of the Federal Reserve System,
Federal Deposit Insurance Corporation, and Office of Thrift Supervision (collectively, “the
banking agencies’) to supervision of thoserisks. It also providesinformation on the applications
process for proposals involving parallel-owned banking organizations.

The banking agencies supervisory approach seeks to better understand how the overall strategy
and management of a parallel-owned banking organization affects a U.S. depository institution
within such a structure, how the activities of foreign affiliates are supervised, how home-country
supervisors view the condition and operations of foreign affiliates, and how affiliates could affect
the U.S. depository ingtitution. Through this understanding, the banking agencies may be better
able to monitor and address risks affecting a U.S. depository institution that arise in parallel-
owned banking organizations. Enhanced communication and cooperation with foreign bank
supervisorsisimportant to this process.

The supervisory approach outlined in this statement cannot eliminate the risks inherent with a
parallel-owned banking structure. However, this supervisory approach may assist the banking
agencies in determining the extent of inter-organizational transactions, for example, loan
participations or sales, insider loans and contractual obligations for services. The banking
agencies may also be better able to assess the effects that another member of the organization
may have on aU.S. depository institution.

IDENTIFYING PARALLEL-OWNED BANKING ORGANIZATIONS

A parallel-owned banking organization is created when at least one U.S. depository institution
and one foreign bank® are controlled either directly or indirectly by the same person or group of
persons” who are closely associated in their business dealings or otherwise acting in concert. It
does not include structures in which one depository ingtitution is a subsidiary of the other, or the
organization is controlled by a company subject to the Bank Holding Company Act, 12 USC

! References to “foreign bank” or “foreign parallel bank” also include a holding company of the foreign bank and
any U.S. or foreign affiliates of the foreign bank. Referencesto “U.S. depository ingtitution” do not include aU.S.
depository institution that is controlled by a foreign bank.

2 The term person(s) includes both business entities and natural person(s), which may or may not be U.S. citizens.
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Joint Agency Statement
Parallel-Owned Banking Organizations

1841 et seq., or the Savings and Loan Holding Company Act, 12 USC 1467a.® The banking
agencies consider whether a person or group of persons may control a depository institution if
the person or group of persons controls 10 percent or more of any class of voting shares of the
depository institution.*

The characteristics listed below may be indicators that a U.S. depository institution is directly or
indirectly controlled by a person or group of persons that also controls aforeign bank. If one or
more of the following factors exist, depending upon the circumstances, the banking agencies
may conduct additional inquiries:

Anindividual or group of individuals acting in concert that controls aforeign bank also
controls any class of voting shares of aU.S. depository institution; or financing for persons
owning or controlling the sharesis received from, or arranged by, the foreign bank,
especialy if the shares of the U.S. depository institution are collateral for the stock purchase
loan.

The U.S. depository institution has adopted particular or unique policies or strategies similar
to those of the foreign bank, such as common or joint marketing strategies, sharing of
customer information, cross-selling of products, or linked Web sites.

An officer or director of the U.S. depository institution either: 1) serves as an officer or
director® of aforeign bank; or 2) controls aforeign bank or is a member of agroup of
individuals acting in concert or with common ties that controls aforeign bank.

The name of the U.S. depository institution is similar to that of the foreign bank.

Parallel-owned banking organizations are established and maintained for a variety of reasons,
including tax and estate planning, and risks of nationalization. While these reasons may be
legitimate and not prohibited by U.S. or foreign law, the structure of such organizations creates
or increases the risks outlined below and may make it more difficult for supervisors to monitor
and address such risks.

% The approach outlined in this statement applies only to those parallel-owned banking organizations that are not
controlled by a“bank holding company” under the Bank Holding Company Act or a*“savings and loan holding
company” under the Savings and Loan Holding Company Act. Such companies would be subject to the application,
notice, and supervisory reguirements in the Bank Holding Company Act or Savings and Loan Holding Company
Act and not the procedures described in this statement and other related issuances. A bank holding company or
savings and loan holding company, however, may be a component of a parallel-owned banking organization. This
situation may arise when a bank holding company or savings and loan holding company controls the U.S. depository
institution, and the holding company, in turn, is controlled by a person or group of persons who also controls a
foreign bank.

* A variety of presumptions of control and technical rules apply to determinations of control. See 12 CFR 5.50,
225.41, 303.82, 574.4.

® The sharing of adirector, by itself, is unlikely to indicate common control of the U.S. and foreign depository
institutions.
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Joint Agency Statement
Parallel-Owned Banking Organizations

SUPERVISORY RISKS IN PARALLEL-OWNED BANKING ORGANIZATIONS

Parallel-owned banking organizations present supervisory risks similar to those arising from
chain banking organizationsin the United States. The fundamental risk presented by these
organizations is that they may be acting in ade facto organizational structure that, becauseitis
not formalized, is not subject to comprehensive consolidated supervision. Consequently,
relationships between the U.S. depository institution and other affiliates may be harder to
understand and monitor. Thisrisk can be reduced but not eliminated by (1) working with the
appropriate non-U.S. supervisorsto better understand and monitor the activities of the foreign
affiliates and owners; (2) sharing information, as appropriate, with foreign and domestic banking
supervisory agencies with supervisory responsibility for other entities within the organization;
and (3) imposing specia conditions or obtaining special commitments or representations related
to an application or enforcement or other supervisory action, where warranted.

Parallel-owned banking organizations may raise numerous management and supervisory
risks, including:

Officers and directors of the U.S. depository institution may be unable or unwilling to
exercise independent control to ensure that transactions with the foreign parallel bank or
affiliates are legitimate and comply with applicable laws and regulations. As aresult, the
U.S. depository institution may be the conduit or participant in atransaction that violates
U.S. law or the laws of aforeign country, or that is designed to prefer aforeign bank or
nonbank entity in the group, to the detriment of the U.S. depository institution.

Money laundering concerns may be heightened due to the potential lack of arms-length
transactions between the U.S. depository institution and the foreign parallel bank.
Specificaly, the flow of funds through wires, pouch activity, and correspondent accounts
may be subject to lessinternal scrutiny by the U.S. depository institution than usually is
warranted. Thisrisk isgreatly increased when the foreign parallel bank islocated in an
offshore jurisdiction or other jurisdiction that limits exchange of information through bank
secrecy laws, especialy if the jurisdiction has been designated as a “ non-cooperating
country or territory,” or the jurisdiction or the foreign bank has been found to be of primary
money-laundering concern under the International Money Laundering Abatement and
Financial Anti-Terrorism Act of 2001.°

Securities, custodial, and trust transactions may be preferential to the extent that assets,
earnings, and losses are artificially allocated among parallel banks. Similarly, low-quality
assets and problem loans can be shifted among parallel banks to manipulate earnings or
losses and avoid regulatory scrutiny. Also, if the foreign parallel bank were to begin
experiencing financia difficulties, the foreign bank or the common owners might pressure
the U.S. depository institution to provide credit support or liquidity to an affiliate in excess
of the legal limitsof 12 USC 371c, 371c-1.

® Certain requirements also may apply if ajurisdiction or aforeign bank is found to be of primary money
laundering concern under the International Money Laundering Abatement and Financial Anti-Terrorism Act of
2001. Pub. L. No. 107-56, 115 Stat. 272, 296 (2001).
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Joint Agency Statement
Parallel-Owned Banking Organizations

The home country of the foreign parallel bank may have insufficient mechanisms or
authority to monitor changes in ownership or to ensure arms-length intercompany
transactions between the foreign parallel bank and other members of the group, including
the U.S. depository institution, or to monitor concentration of loans or transactions with
third parties that may present safety and soundness concerns to the group.

Capital may be generated artificially through the use of international stock purchase loans.
Such loans can be funded by the U.S. depository institution to the foreign affiliate or to a
nonaffiliate with the purpose of supporting aloan back to the foreign affiliate and used to
leverage the U.S. depository institution or vice versa. This concern is heightened for
parallel-owned banking organizations if the foreign bank is not adequately supervised.

Political, legal, or economic eventsin the foreign country may affect the U.S. depository
ingtitution. Eventsin the foreign country, such as the intervention and assumption of control
of the foreign parallel bank by its supervisor, may trigger arapid inflow or outflow of
deposits at the U.S. depository institution, thereby affecting liquidity. Foreign events may
increase reputational risk to the U.S. depository institution. In addition, these events may
adversely affect the foreign bank owner’s financial resources and decrease the ability of the
foreign bank owner to provide financia support to the U.S. depository institution. Foreign
law may change without the U.S. depository institution or the banking agencies becoming
aware of the effect of legal changes on the parallel-owned banking organization, including
the U.S. depository institution.

Parallel-owned banking organizations may seek to avoid legal lending limits or limitations
imposed by securities or commodities exchanges or clearinghouses on transactions by one
counterparty thereby unduly increasing credit risk and other risks to the banking
organizations and others.

To minimize these risks, the banking agencies will coordinate their supervision of a parallel-
owned banking organization’s U.S. operations. The supervisory approach may include
unannounced coordinated examinations if more than one regulator has examination authority.
Such examinations may be conducted if regulators suspect irregular transactions between
parallel-owned banks, such as the shifting of problem assets between the depository institutions.
Factors to consider in determining whether to conduct coordinated reviews of an organization’s
U.S. operationsinclude: intercompany and related transactions; strategy and management of the
parallel-owned banking organization; political, legal, or economic eventsin the foreign country;
and compliance with commitments or representations made or conditions imposed in the
application process or pursuant to prior supervisory action.

The banking agencies expect the U.S. depository institution’s board of directors and senior
management to be cognizant of the risks associated with being part of a parallel-owned banking
structure, especially with respect to diversion of depository institution resources, conflicts of
interest, and affiliate transactions. The depository institution’ s internal policies and procedures
should provide guidance on how personnel should treat affiliates. The banking agencies expect
to have access to such policies as well as the results of any audits of compliance with the
policies.
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The banking agencies will seek an overview of the entire organization, aswell as a better
understanding of how foreign bank affiliates are supervised. Authorized members of supervisory
staff will work with foreign supervisors to better understand the activities of the foreign affiliates
and owners. As appropriate and feasible, and in accordance with applicable law, authorized staff
members of the banking agencies will share information regarding material developments with
foreign and domestic supervisory agencies that have supervisory responsibility over relevant
parts of the parallel-owned banking organization.

APPLICATION PROCESS FOR PROPOSALS INVOLVING PARALLEL-OWNED
BANKING ORGANIZATIONS

A person or group of persons who are closely associated in their business dealings or otherwise
acting in concert may establish or acquire control of aforeign bank and subsequently establish or
acquire control of aU.S. depository institution, where one depository institution is not a
subsidiary of the other. This establishment or acquisition of a U.S. depository institution would
be subject to the Change in Bank Control Act, the Bank Holding Company Act, the Federal
Deposit Insurance Act, or the Savings and Loan Holding Company Act. The banking agencies
policies and procedures for processing applications, including filings under the Change in Bank
Control Act, the Bank Holding Company Act, the Federal Deposit Insurance Act, or the Savings
and Loan Holding Company Act may be found in regulations and guidance issued by the
banking agencies. Aswith all types of applications, the banking agencies review proposals
involving parallel-owned banking organizations on a case-by-case basis, including areview of
the corporate structure of the proposed transaction. Therefore, information required,
commitments or representations requested, and the imposition of special conditionsin a
regulatory decision may differ for each applicant or notificant. Depending on specific
circumstances, the banking agencies may place additional restrictions on the U.S. depository
institution’ s ability to engage in transactions with foreign affiliates or may impose other
restrictions, as applicable.

U.S. depository institutions that learn of the possibility of becoming part of a parallel-owned
banking organization should promptly advise the appropriate federal banking agency. Experience
shows that obtaining all of the information necessary to gain a complete understanding of the
foreign bank, which may require working with the foreign bank supervisor, and an understanding
of the impact of the proposal on the U.S. depository institution, can be more complicated and
time-consuming in a potential parallel-owned banking organization situation than is ordinarily
the case.

ACKNOWLEDGEMENT TO THE APPROPRIATE FEDERAL BANKING AGENCY
THAT A U.S. DEPOSITORY INSTITUTION HAS BECOME PART OF A PARALLEL-
OWNED BANKING ORGANIZATION

A person or group of persons may first establish or acquire control of the U.S. depository
institution and then the foreign bank, where one depository institution is not a subsidiary of the
other, or the U.S. depository institution and the foreign bank are not subsidiaries of the same
bank holding company or savings and loan holding company. In thisinstance, a parallel-owned
banking organization would be formed without the review of the banking agenciesin the
application process.
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To the extent possible, in order to assure that the U.S. depository institution is properly
supervised and identified as part of a parallel-owned banking organization, a U.S. depository
institution should provide an acknowledgement to the appropriate federal banking agency prior
to becoming part of a parallel-owned banking organization. A U.S. depository ingtitution’s
management should advise the individuals who control the depository institution to inform
management before they obtain control of aforeign bank. If providing this acknowledgement in
advance is not possible, the U.S. depository institution should inform the banking agency
promptly after learning of the acquisition of control, so that the banking agency may adjust its
supervisory strategy expeditiously and assist the U.S. depository institution in identifying and
controlling any risks presented by membership in a parallel-owned banking organizations.
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SECTION: Relationship

Section 500

INTRODUCTION

Increasingly, thrifts are becoming parts of highly
integrated corporate structures. They are more
frequently being acquired as a key component of
an overal strategy to provide comprehensive fi-
nancial services. These affiliations can involve
outsourcing of critical functions of the thrift and
cross marketing of products. Asaresult, these
thrifts may be subject to decisions that are made
with regard to the best interest of the corporate
structure, without considering the potential posi-
tive or negative impact on the thrift standing
alone. This highlights the need for increased su-
pervisory attention to ensure that actions of an
affiliate do not pose a material risk to the safety,
soundness, or stability of the subsidiary thrift.

Companiesin aholding company enterprise are
more likely to abuse the relationship with the
thrift when they have a high risk profile or ex-
perience financia difficulties. A holding
company can negatively affect the thrift by pres-
suring it to:

Provide resources to the holding company or
other affiliates;
Take on additional risk; or

Enter into transactions that it normally would
not enter into.

Therisk profile of a holding company enterprise
can strategically, or inadvertently, be altered by:

Entering into new activities without thor-
oughly evaluating the risks or failing to
implement policies and procedures to manage
such risk;

Making risky investments;

Engaging in potentially abusive transactions
with insiders or other affiliates;

Incurring significant debt;

Issuing trust preferred or other hybrid securi-
ties without awell thought out plan as to how
to deploy the proceeds; or

Growing without adequate capital support.

Even activities or investments that appear to pre-
sent little risk can adversely impact the thrift if
they are mismanaged. Losses or lower than an-
ticipated returns can result in the holding
company exerting undue pressure on the thrift to
help meet the demands of its other obligations.
Such pressures can result in key decision makers
providing inadequate oversight over the thrift re-
lationship or endorsing inappropriate actions with
regard to the best interests of the thrift.

As reiterated throughout this Handbook, the pri-
mary purpose of a holding company examination
isto assess the effect of the holding company
enterprise on the safety and soundness of its
subsidiary thrift. In many respects, your con-
clusions about the relationship between the
thrift and the holding company enter prise will
rely upon findings you madein other compo-
nents of the holding company examination.

While being concerned with the potential adverse
ways in which a holding company may impact the
thrift, you should not overlook the fact that many
holding company relationships have the potential
to offer benefitsto the thrift. A thrift’sintegra-
tion in a holding company enterprise can lead to
significant economies of scale for the corporate
family asawhole. In addition, it is not unusual
for athrift to benefit from the experience and ex-
pertise of key decision makers within the holding
company enterprise. The thrift may also benefit
from the holding company’ s reputation, but you
must realize that thisis a double-edged sword.
The thrift may aso suffer from its holding com-
pany’ s reputation if it becomes poor, either due to
financial reverses or adverse publicity from litiga-
tion. Thisisespecialy the caseif the thrift hasa
similar name or is otherwise linked in the public’s
mind. Therefore, you must objectively evaluate
the relationship component by assessing the:
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Influence that the controlling shareholders
and other companies in the holding company
enterprise have on the thrift and the role the
thrift playsin achieving the overall goals and
objectives of the holding company enterprise;
and

Effectiveness of the primary decision makers
with respect to overseeing the operations of
the thrift.

ASSESSING THE HOLDING COMPANY
ENTERPRISE'S INFLUENCE ON THE
THRIFT

Y ou can draw preliminary conclusions about the
nature of the holding company relationship by
asking yourself the following questions:

Are systems and operations interdependent?
Are accounting records, bank accounts or
transactional records commingled? Would it
be difficult or even impossible for the thrift to
“stand alone” in the event of the financial col-
lapse of the parent holding company?*

Are key thrift functions outsourced to affili-
ates, thereby causing the thrift to heavily rely
upon the holding company? Do corporate
policies facilitate the build-up of franchise
value in the thrift?

Areriskier activities or investments concen-
trated in the thrift?

How material isthe thrift to the holding com-
pany enterprise or its controlling
shareholders? In light of their other interests,
is the thrift immaterial and, therefore, vulner-
ableto alack of support or inadequate
oversight?

! Generally athrift is not directly liable for the debts of a
holding company or its other affiliates, and, thus, should be
insulated from any serious financial difficulties experienced
by such entities. Creditors may, however, attempt to pursue a
thrift for repayment of an affiliate’s (including a holding
company’s) unpaid delinquent debt. In most cases, courts
will not hold one corporate entity responsible for the debts of
the other unless the entities have been intermingled.

Doesthelevel of debt, or earnings volatility,
of the holding company or other affiliates
pose an undue risk to the thrift?

Isthe holding company (or other affiliates)
acquiring investments, other assets, or in-
volved in other activities that could pose risk
to the thrift?

Is the holding company involved in litigation
that could adversely effect the thrift dueto
adverse publicity?

Does the holding company pressure the thrift
to make investments that generate benefits for
the holding company or other affiliates, in-
cluding tax benefits, compensating balances
or “quid pro quo” type arrangements?

Arethere significant transactions (especially
loans, guarantees, asset sal es/purchases, and
service contracts) between the thrift and af-
filiates or between the holding company and
insiders or other affiliates that may indirectly
impact the thrift?

I's the holding company management familiar
with thrift regulations and accounting prac-
tices?

Are there management ties between the thrift
and its holding company? Isthe thrift being
run independently of the holding company, or
are there numerous interlocks within senior
management, raising concerns about man-
agement loyalty to the thrift?

Evaluating these factors will help you understand
the thrift’s position within the consolidated entity.
It will also reveal any stresses placed upon the
thrift by the parent, and disclose weaknessesin
nonthrift subsidiaries. Y ou should review the
Management Representation |etter given to the
external auditors. Such letters, or an accompany-
ing letter from their attorney, should detail any
pending or threatened litigation that could ad-
versely affect the holding company.

In order to better understand the corporate goals
and objectives and holding company relationship,
you should review business plans, budgets and
board minutes.
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Business Plans and Budgets

Y ou should obtain and review a copy of the hold-
ing company’ s business/strategic plan and budget
if these documents are available. These docu-
ments will assist you in determining the holding
company’s plans regarding its thrift subsidiary.
The budget and pro-forma financial statements
will help you reach a conclusion as to whether
planned activities are feasible. Encourage hold-
ing companies to meet with OTS when
considering significant transactions as an effec-
tive way to communicate and avoid potential
problems.

When no business plan exists, you should discuss
the company’ s plans with senior holding company
management. Management should be able to
clearly state goals and objectives even if no for-
mal plan isavailable. There must be evidence of
corporate direction. Also, discuss the company’s
plans with thrift management to determine their
understanding of the influence and level of in-
volvement of the holding company. Does thrift
management consider the holding company a
positive influence that sets appropriate policies,
effectively communicates, and properly oversees
the operations of the thrift? Or does thrift man-
agement view the holding company as subjecting
it to excessive risk? What isthe thrift’sinterpre-
tation of where it fitsin strategically? Does thrift
management feel the two entities achieve syner-
gies, or do they fed the level of interdependence
is such that the parent adversely influences the
thrift and the thrift’s corporate identity is com-
promised?

Whether by review of written plans or interviews
of management, you must determine how the
thrift fits within the corporate structure and if
there are any plans to significantly change the in-
stitution’ s activities or operations. Plans and
budgets should also allow you to identify any an-
ticipated shift in financial policy that affects the
thrift, especialy policies that relate to dividends,
management fees, or the financia condition of the
subsidiary thrift. Overall, you should be ableto
assess whether the plans are prudent or inappro-
priately increase risk to the thrift.

Board Minutes

Board minutes are a valuable source of informa
tion regarding the holding company’ s plans and
activities. You should review the minutesto de-
termine what strategic plans, initiatives and
operations were discussed and approved. The
board minutes will also disclose what operating
policies and procedures were adopted. The board
minutes will begin to give you a sense of the ef-
fectiveness of the directors and management.

EFFECTIVENESS OF DECISION MAKERS

The board of directors and senior management of
the holding company are evaluated on how their
actions affect the holding company and the thrift.
Management and the board’ s competence, integ-
rity, and risk sensitivity are assessed with that in
mind.

Some holding companies acquire thrifts as pas-
sive investments, while others plan to implement
integrated cross marketing strategies. The hold-
ing company’s plans and objectives regarding its
control of the thrift will affect how active holding
company management is with regard to decisions
that affect the thrift.

Other factors, such as the asset size and the pro-
portion of income the thrift contributes within the
holding company, will determine how material
the thrift is on a consolidated basis. Common
sense dictates that the greater the holding com-
pany’sinvestment in the thrift, and the more
material the thrift is to the holding company’s
consolidated operations, the more likely that hold-
ing company management will exercise
significant influence over the thrift. Holding
companies that passively invest in athrift may
simply monitor performance aslong as they are
receiving a reasonable expected rate of return on
their investment. These same holding companies
may also take a more aggressive management pos-
ture when expectations are not met. The
effectiveness of management can often impact the
thrift. Active management of any company by its
directorate and senior management is essential to
manage risk. A weak or ineffective board of di-
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rectors or management team can fail to identify
and address problems within the holding company
enterprise that can adversely affect the thrift.
Therefore, at least a brief review of manage-
ment’s effectivenessis appropriate.

Another point to consider is that the management
of the holding company and the thrift often over-
lap and may be very similar. Whilethere are
regulatory restrictions (and often conditions of
approval that OTS imposes at the time of acquisi-
tion) that apply to the composition of the thrift's
board of directors,? no similar restrictions apply to
the holding company’ s directorate.

Even in situations where the board members or
management personnel are similar, you should
recognize that their roles and responsibilities with
respect to the holding company will differ from
those of the thrift. Y ou should be watchful for
conflicts of interest. Directors, officers, and em-
ployees of athrift owe afiduciary duty to the
thrift and must not advance their own personal or
businessinterests. Individuals that have dual
roles at both the thrift and the holding company or
other affiliate may find themselvesin an awkward
situation if the interests of the two entities com-
pete. Similarly, since the holding company can
exert influence over the activities and transactions
in which the thrift engages, al directors and offi-
cers should avoid using this influence in a manner
that advances their personal interests at the ex-
pense of the thrift.

Board of Directors

Directors should fulfill their legal and fiduciary
responsibilities and bring a certain functional ex-
pertise to the holding company. As
representatives of the holding company in the
business community, directors contribute to the
company’ s public image and reputation. This can
have a direct effect on the integrity and viability
of both the holding company and the subsidiary
thrift.

From alegal perspective, directors must control
and govern the affairs of the holding company.

2 See 12 CFR 563.33.

The holding company directorate should include
independent directors on the board. Theseindi-
viduals can provide a detached perspective and an
analysis for the board of directors.

The OTS“Directors’ Responsibilities Guide” and
“Directors’ Guide to Management Reports’ are
available on the OTS website (ots.treas.gov). Al-
though written with the thrift director in mind,
these resources provide awealth of information,
including references to other publications regard-
ing director responsibilities. I1n addition, Section
310 of the Thrift Activities Handbook provides
information on the oversight role of thrift direc-
tors.

As ageneral matter, directors must:

Select and retain competent management for
the holding company;

Provide oversight of the company’s activities;
and

Review the performance of management.

More specific to holding companies, the directors
must oversee the level of risk assumed by its sub-
sidiaries, including the thrift. The board should:

Approve overall business strategies;

Approve policies that outline management
oversight and risk tolerances; and

Periodically review and reevaluate the busi-
ness plan, strategies, and risk management
policies and procedures of all significant sub-
sidiaries.

Policies and Procedures

Holding companies, particularly diversified hold-
ing companies, may be involved in awide range
of different businesses. These companies should
maintain written policies and procedures that out-
line their approach to managing the various
businesses. Holding company management
should ensure that policies arein place to prevent
practices that put the thrift or the consolidated en-
tity at unacceptable risk.
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Review policies and procedures to ensure that
they are sound, prudent, and commensurate with
the risk profile of the company. Consider how
they affect the holding company, aswell as the
thrift subsidiary. Interview management to ensure
they have considered the relevant risks and ar-
rived at awell-reasoned and informed decision to
enter each line of business. Y ou should assess the
effectiveness of the policiesin managing risk.

Pay particular attention to the degree of influence
the holding company has over the thrift with re-
gard to activities like funding.

M anagement

While the board is responsible for selecting, re-
viewing, and compensating management,
management is responsible for operating the com-
pany under the parameters established by the
board. Holding company management has the po-
tential to negatively affect the long-term viability
of the holding company, aswell asthe subsidiary
thrift. Because of this, you should perform afo-
cused review of management. 'Y ou should expand
the scope of your review of management when:

Unusual turnover of senior management oc-
curs,

Management willingly accepts unusually high
risks,

A major portion of management’ s compensa
tion is derived from bonuses or stock options
that encourage excessive risk taking, espe-
cialy if such incentives are based on short-
term performance;

There is a concern about the reputation, com-
petence, or credibility of management; or

A contest for control of the company appears
likely.

Key management functions include:

Providing the board with information for stra-
tegic planning;

Directing the company’ s activities and moni-
toring operations;

Establishing effective internal controls that
set appropriate limits on risk-taking; and

Evauating performance.

Y ou can identify key managers and their areas of
responsibility by reviewing the PERK package,
the H-(b)11, or an organizational chart. Y ou can
al so ascertain management responsibilities
through informal interviews with management.
Once key officials have been identified, and re-
sponsibilities defined, you can consider their
gualifications and assess management’ s overall
effectiveness. To do so, you should consider
whether management:

Effectively develops and implements long-
range plans to meet goals set by the director-
ate;

Adheres to and enforces policies and operat-
ing procedures; and

Ensures adequate internal controls, books, re-
cords and systems.

Internal Controls, Books, Records, and Systems

Effective and efficient operations, reliable finan-
cial reporting and compliance with relevant laws,
regulations and internal policies are products of a
good system of internal controls. Such systems
are afunction of the size, type, organizational
structure and complexity of the company. We
have seen occasions where holding companies
have grown rapidly and have not properly inte-
grated their systems. Asacompany growsin size
and complexity, the systems and depth of the staff
should grow in tandem. In addition, complex
holding companies, or those with ahigh risk pro-
file, should have an ongoing dialogue with OTS
to get our assessment about the adequacy of their
systems and internal controls.

Internal controls and accounting systems should
include a mechanism to ensure regulatory compli-
ance and to ensure the thrift maintains corporate
separateness. Procedures should exist to both
avoid violations and correct noted violations.

Y ou should identify any areas of weaknessin in-
terna controls, accounting systems and records.
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Y ou should then determine the possible effect of
such weakness on both the holding company and
the insured thrift. An additional source of infor-
mation is the Management Representation letter
to the holding company’ s external auditors detail-
ing pending or threatened litigation. A pattern of
similar legal actions against a holding company
may reflect aweaknessin internal controlsthat is
resulting in unnecessary litigation. Such litigation
not only has monetary costs, but often resultsin
reputational costs aswell.

A holding company should be subject to regular
internal audits to confirm that it complies with its
policies and procedures, and is operating in a safe
and sound manner. Materia findings should be
reported to the board or an appropriately elected
audit committee.

Holding companies whose subsidiary thrift(s)
have consolidated aggregate assets of $500 mil-
lion or greater must obtain an independent audit.®
Such audits must be performed by independent
public accountants that satisfy the qualifications
outlined in 12 CFR 562.4(d), including the inde-
pendence requirements and interpretations of the
Securities and Exchange Commission. Thrift Ac-
tivities Handbook Section 350, External Audits,
outlines the specific guidelines for OTS-required
audits.

EVALUATING INTERCOMPANY
TRANSACTIONS AND TAX SHARING
ARRANGEMENTS

In many cases, it is appropriate and beneficial for
acompany to engage in business transactions with
its ffiliates and insiders. When such transactions
directly involve athrift, however, they may be
prohibited by regulation or otherwise objection-
able when contrary to the thrift’s best interests.
Even when transactions do not directly involve
the thrift, they may have an indirect impact on the
thrift. For example, by making an unsound loan
or risky investment, the holding company could
jeopardize the financial resourcesit has available
to support its subsidiary thrift. Furthermore, to

3 See 12 CFR 562.4(h)(2).

compensate for a poor investment, the holding

company may place additional pressure on the

thrift to pay dividends, engage in other transac-
tions, or pursue higher yielding investments.

Transactions Directly With the Thrift

Two areas where, historically, we have observed
abuses in the holding company relationship are in-
tercompany transactions and tax sharing
arrangements. Both of these can serve as ameans
to divert funds from the thrift to its holding com-
pany. While thrift payments are reviewed in the
course of the thrift examination, you can assist in
this review by cross-checking the holding com-
pany’s books and records and its valuation of
transactions with those of the thrift. Thiswill al-
low you to ensure that intercompany transactions,
including tax payments, are properly recorded and
identified.

In addition to ensuring regulatory compliance and
avoiding abuses, evaluating intercompany trans-
actions will:

Help you understand the thrift’ s position
within the consolidated entity;

Reveal any stresses placed upon the thrift by
the parent; and

Disclose the rel ative weaknesses of affiliates.

It isimportant to distinguish appropriate transac-
tions from those that are, or could become,
abusive or are otherwise inconsistent with safe
and sound operations. Permissible affiliate trans-
actions should:

Not be abusive or detrimental to the thrift;
Be based on safe and sound practices; and

Comply with applicable statutory and regula-
tory standards.

500.6 Holding Companies Handbook

December 2002

Office of Thrift Supervision



SECTION: Relationship

Section 500

OTS regulations regarding transactions with af-
filiates are found in 12 CFR 563.41 and 563.42.*
Beyond identifying specific transactions to de-
termine regulatory compliance, you must also
strive to understand the motives for such transac-
tions. For additional information on the
restrictions and limitations that apply to affiliate
transactions, you should refer to Thrift Activities
Handbook Section 380, Transactions with Affili-
ates and Insiders. As noted above, you should
coordinate your review of intercompany transac-
tions with the examiner performing the review of
affiliate transactions on the thrift examination.

Transactionswith Insidersand Other
Affiliatesthat May Indirectly Impact the
Thrift

Y ou must not limit your review to transactions
that directly involve the thrift. You must also
consider transactions that the holding company
engages in with itsinsiders and other affiliates.
While the transaction with affiliate regulations at
12 CFR 563.41 and 563.42, and insider lending
restrictions at 12 CFR 563.43, do not technically
apply to such transactions, you cannot ignore
transactions that the holding company enters into
with such parties and the potential effect of those
transactions on the thrift subsidiary. Despite the
fact that you will not apply the specific standards
and thresholds outlined in the affiliate and insider
regulations that apply to the thrift, you should re-
view these transactions and consider the
following elements:

The principal business of the holding com-
pany. If thetransaction isaloan, and the
principal business of the holding company is
to lend money, there may be less of a concern
— depending on some of the other factors be-
low. If the holding company isa
nonfinancial company, any type of loan
would be ared flag.

4 |n addition to the transaction with affiliate rules, addi-
tional regulatory standards set forth in 12 CFR 563.43 limit
how much and on what terms a thrift may lend to its own
insiders (directors, officers, principal shareholders and re-
lated interests) and insiders of an affiliate.

The purpose of the transaction. A mortgage
on aprincipal residence would be less of a
concern than aloan to support the purchase of
the company’s stock. Loans to support stock
purchases can have the effect of acompany’s
equity being financed by its own debt.

Whether the company has an ethics or con-
flicts of interest policy. If so, doesthe
transaction conform with the policy? If not,
what type of waiver was given, and who au-
thorized it?

The terms of the transaction. Was the trans-
action entered into on favorable terms or at

market rates? The more favorable the terms,
the greater the possibility of corporate abuse.

If aloan, the performance of the loan. Isthe
loan performing? If not, why not and what
actions has the holding company taken to ad-
dress the situation?

Whether the board of directors or committee
of the board approved the transaction. Y ou
should use your judgment to determine
whether the transaction is material enough to
warrant the board' s attention. If there was
approval, you should determine whether in-
dependent directors participated in the
decision, and interested directors abstained.

The size of the transaction in relation to the
holding company’s capital and other invest-
ments, and its potential impact on the holding
company’s capital, cash flow, and earnings.

It isimportant that you identify signs of corporate
abuse at the holding company. Not only isthere
reputational risk to the thrift, but if insiders have
found away to abuse the resources of the holding
company, you must consider the possibility they
will try to find away to abuse their relationship
with the thrift. If you identify a material loan or
other transaction that appears problematic, you
should:

Bring the loan or transaction to the attention
of senior regional management.

Discuss the loan with holding company man-
agement.
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Factor the effect of the loan or transaction
into your assessment of each component rat-
ing, aswell as the holding company’s overall
rating.

Consider what, if any, supervisory measures
are appropriate to safeguard the thrift (for ex-
ample, limiting dividends from the thrift,
requiring prior notice of intercompany trans-
actions, or instructing the holding company to
develop and implement policies and proce-
dures to govern transactions with affiliated
entities or insiders).

Tax Sharing Agreements

If the timing of tax payments upstreamed to a
holding company istoo far in advance of when
the holding company must submit its taxes, or if a
tax refund due to the thrift is not downstreamed
promptly by the holding company, it may be con-
sidered an unsecured loan and, therefore, a
violation of the affiliate regulations.

Asagenera rule, intercorporate tax settlements
between the subsidiary thrift and the consolidated
group should result in no less favorable treatment
to the institution than if the institution had filed
its own separate return. A holding company and
its subsidiaries are encouraged to enter into a
written, comprehensive tax allocation agreement
tailored to their specific circumstances. There-
spective boards of directors should approve the
agreement. The agreement should:

Limit asubsidiary thrift'stax paymentsto
what the thrift would pay if computing itsin-
come taxes on its own;

Discuss the amount and timing of the thrift's
payments for current tax expense, including
estimated tax payments;

Discuss reimbursements to a thrift when it has
alossfor tax purposes; and

Prohibit the payment or other transfer of de-
ferred taxes by the thrift to another member of
the consolidated group.

For additional guidance, refer to the “Interagency
Policy Statement on Income Tax Allocationin a
Holding Company Structure,” dated 11/23/98, or
contact your regional accountant (see Appendix
A).

MANAGEMENT INTERLOCKS

Another aspect of your review of management is
its compliance with management interlocks regu-
lations. The Depository Institution Management
Interlock Act® and the OTS's management inter-
locks regulation®, promote competition by
generally prohibiting a management official from
serving simultaneously with two unaffiliated de-
pository institutions or their holding companiesin
situations where the management interlock may
have an anticompetitive effect. The scope of the
prohibition depends on the size and the location
of the organizations. For example, management
interlocks are generally prohibited if both unaf-
filiated depository organizations, or any
depository institution affiliate, have officesin the
same community. Management officials cannot
serve two unaffiliated depository organizations
that have offices or any depository institution af-
filiate in the same Relevant Metropolitan
Statistical Area (RMSA) if both institutions have
assets of $20 million or more. A management of -
ficial of adepository organization (or any
depository institution affiliate) with assets of
greater than $2.5 billion may not serve as a man-
agement official at an unaffiliated depository
organization (or any depository institution affili-
ate) with assets of greater than $1.5 billion.

If management interlocks exist, you need to de-
termine if the interlock falls within the permitted
interlocking relationships noted in 12 CFR Sec-
tion 563f.4. If not, the institution or its holding
company may apply to OTS for ageneral exemp-
tion or determine its eligibility for a small market
exemption. OTS may grant an exemption if we
determine that the official’s dual service would
not result in amonopoly, a substantial lessening
of competition, or otherwise threaten safety and

5 See 12 USC Sections 3201-3208.
6 See 12 CFR 363f.
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soundness. The small market share exemption al-
lows interlocks for depository organizations (and
affiliates) that hold, in the aggregate, no more
than 20 percent of the depositsin each RMSA or
the community in which both depository
organizations (or affiliates), provided that the
interlock does not violate the major asset
prohibition noted above (12 CFR 563f.5). The
depository organization does not need to apply to
OTSfor the small market exemption, but the
institution must maintain records supporting its
eigibility for the small market exemption and
reconfirm such determination on an annual basis.

Management must institute corrective action if the
required prior approval was not obtained. You
can detect the existence of management interlocks
through:

Interviews
Review of minutes

Review of CIIS, LEXIS/NEXIS,
Westlaw/V utext services

Contact with other agencies.

RATING THE RELATIONSHIP
COMPONENT

The Relationship rating is an assessment of the
effectiveness of the holding company’ s board and
senior management, as well as issues associated
with the interdependence of the subsidiary thrift.
Consider the degree of influence the holding
company has over the thrift and how thisinflu-
ence affects thrift operations. Factorsin the
assessment will include:

Technical competence, leadership, appoint-
ment of officers, management depth, salary
administration, budget and tax planning;

Knowledge of relevant laws and regulations;

Ability to plan and respond to changing cir-
cumstances,

Ability of holding company management to
monitor and direct subsidiary operations to
ensure both sound business operation and
compliance with holding company policies
and procedures,

Adequacy of system of internal controls, in-
cluding the internal audit function;

Dividend Policy; and

Dependency, indicated by the ability of the
holding company and the nonbank subsidiar-
ies to operate independently and not depend
on the subsidiary thrift to support them.

Y ou should assign arelationship component rat-
ing of “1” if the holding company servesas a
resource to the thrift. The board of directors and
executive management of such companies ensure
that control is exercised in the best interests of the
thrift. They act with integrity, communicate ef-
fectively with the thrift and the OTS, and oversee
the operations of each entity. The thrift retains
independence as afinancial institution without
adverse influence from the parent. Integrated sys-
tems create efficiencies that do not interfere with
the thrift’sindependence. In other words, the
thrift could stand alone in the event of afinancial
collapse by the holding company. Intercompany
accounts and relationships reveal no stress placed
upon the thrift.

Y ou should assign arelationship component rat-
ing of “2" if the holding company’s influence
does not adversely impact the thrift. Such com-
panies may show a significant level of influence,
possibly insensitive to the fact that the thriftisa
separate regulated entity. Nonetheless, the thrift
continues to perform acceptably, and the holding
company has not caused the thrift to increase its
risk profile. Intercompany accounts and relation-
ships show no significant stress placed upon the
thrift.

Y ou should assign arelationship component rat-
ing of “3" to holding companies that show a clear
disregard for the independent needs of the thrift
or the poor financia condition of the holding
company enterprise poses an imminent threat to
the health and stability of the subsidiary thrift.
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Thereislittle effort to insulate the thrift from the
risks of other activities conducted in the holding
company enterprise. Indeed, thereisadistinct
lack of appreciation for the importance of sepa
rate corporate identities, as indicated by
inadequate recordkeeping or controls that distin-
guish among separate legal entities or by a
disturbing pattern of affiliate transactions. Fur-
ther, the directorate and management of the
holding company have demonstrated an inclina-
tion to subject the thrift to excessiverisk asa
result of the activities of the parent and/or the
nonbank subsidiaries. Systems are so integrated
that there is an excessive reliance by the thrift on
the holding company or other affiliates that it
would have difficulty standing alone. The thrift's
separate corporate identity is severely compro-
mised. The directorate and senior management
do not communicate with the OTS regarding ma-
jor changes in the direction of the company.

SUMMARY

The ability of aholding company to create value
for its shareholders and to be aresource for the
subsidiary thrift depends to alarge extent on the
guality of management and the commitment of its
directorate.

The relationship between the holding company
and its subsidiary thrift is an important factor in
the regulation of holding companies. Consider
the independence, influence and integration of the
thrift, and ultimately whether the board and man-
agement act in the best interests of the thrift. To
do this, consider:

Business plans and budgets;
Intercompany accounts and relationships;
Tax sharing agreements;

Quality of management;

Quality of the board of directors, including
their compliance with regulatory and statutory
guidelines;

Effectiveness of management, including
whether they properly plan, control and over-
see the operations of the institution; and

The existence of conflicts of interests and
management interlocks.

It isimportant that the activities of the holding
company enterprise do not pose undue risk to the
thrift and that the operations of either entity are
not so integrated that either entity cannot stand
alone.
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See Attached I nteragency Policy Statement on
Income Tax Allocation in a
Holding Company Structure
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DEPARTMENT OF THE TREASURY

Office of the Comptroller of the
Currency

[Docket No. 98-17]

FEDERAL RESERVE SYSTEM
[Docket No. R-1022]

FEDERAL DEPOSIT INSURANCE
CORPORATION

DEPARTMENT OF THE TREASURY

Office of Thrift Supervision
[Docket No. 98-93]

Interagency Policy Statement on
Income Tax Allocation in a Holding
Company Structure

AGENCIES: Office of the Comptroller of
the Currency, Treasury; Board of
Governors of the Federal Reserve
System; Federal Deposit Insurance
Corporation; and Office of Thrift
Supervision, Treasury.

ACTION: Notice of interagency policy
statement.

SUMMARY: The Office of the Comptroller
of the Currency (OCC), the Board of
Governors of the Federal Reserve
System (Board), the Federal Deposit
Insurance Corporation (FDIC), and the
Office of Thrift Supervision (OTS)
(collectively, the Agencies) are adopting
a uniform interagency policy statement
regarding intercompany tax allocation
agreements for banking organizations
and savings associations (institutions)
that file an income tax return as
members of a consolidated group. The
intent of this interagency policy
statement is to provide guidance to
institutions regarding the allocation and
payment of taxes among a holding
company and its depository institution
subsidiaries. In general, intercorporate
tax settlements between an institution
and its parent company should be
conducted in a manner that is no less
favorable to the institution than if it
were a separate taxpayer. This policy
statement is the result of the Agencies’
ongoing effort to implement section 303
of the Riegle Community Development
and Regulatory Improvement Act of
1994 (CDRI Act), which requires the
Agencies to work jointly to make
uniform their regulations and guidelines
implementing common statutory or
supervisory policies.

DATES: This interagency policy
statement is effective November 23,
1998.

FOR FURTHER INFORMATION CONTACT:
OCC: Gene Green, Deputy Chief

Accountant, (202/874—-4933), or Tom
Rees, Senior Accountant, (202/874—
5411), Office of the Chief Accountant,
Core Policy Division, Office of the
Comptroller of the Currency, 250 E
Street, SW, Washington, DC 20219.

Board: Charles Holm, Manager, (202/
452-3502), or Arthur Lindo,
Supervisory Financial Analyst, (202/
452-2695), Division of Banking
Supervision and Regulation, Board of
Governors of the Federal Reserve
System, 20th and C Streets, NW,
Washington, DC 20551. For the hearing
impaired only, Telecommunication
Device for the Deaf (TDD), Diane Jenkins
(202/452-3544).

FDIC: For supervisory issues, Robert
F. Storch, Chief, (202/898-8906), or
Carol L. Liquori, Examination
Specialist, (202/898-7289), Accounting
Section, Division of Supervision; for
legal issues, Jamey Basham, Counsel,
(202/898-7265), Legal Division, FDIC,
550 17th Street, NW, Washington, DC
20429.

OTS: Timothy J. Stier, Chief
Accountant, (202/906-5699), or
Christine Smith, Capital and
Accounting Policy Analyst, (202/906—
5740), Accounting Policy Division,
Office of Thrift Supervision, 1700 G
Street, NW, Washington, DC 20552.
SUPPLEMENTARY INFORMATION:

I. Background

Section 303(a)(3) of the of the CDRI
Act directs the Agencies, consistent
with the principles of safety and
soundness, statutory law and policy,
and the public interest, to work jointly
to make uniform regulations and
guidelines implementing common
statutory or supervisory policies.
Section 303(a)(1) of the CDRI Act also
requires the Agencies to review their
regulations and written policies and to
streamline those regulations where
possible.

In 1978, the FDIC, the OCC, and the
Board each published a separate policy
statement regarding the allocation and
payment of income taxes by depository
institutions which are members of a
group filing a consolidated income tax
return. The OTS provides supervisory
guidance on this subject in its Holding
Company Handbook. As part of the
ongoing effort to fulfill the section 303
mandate, the Agencies have reviewed,
both internally and on an interagency
basis, the present policy statements and
the supervisory guidance that has
developed over the years. As a result of
this review, the Agencies identified
minor inconsistencies in the policy
statements and supervisory guidance.
Although largely limited to differences
in language and not to the substance of

the policies and guidelines themselves,
the Agencies determined that it would
be beneficial to adopt a uniform
interagency policy statement regarding
intercorporate tax allocation in a
holding company structure.

I1. Policy Statement

This interagency policy statement
reiterates and clarifies the position the
Agencies will take as they carry out
their supervisory responsibilities for
institutions regarding the allocation and
payment of income taxes by institutions
that are members of a group filing a
consolidated return. The interagency
policy statement reaffirms that
intercorporate tax settlements between
an institution and the consolidated
group should result in no less favorable
treatment to the institution than if it had
filed its income tax return as a separate
entity. Accordingly, tax remittances
from a subsidiary institution to its
parent for its current tax expense should
not exceed the amount the institution
would have paid had it filed separately.
The payments by the subsidiary to the
parent generally should not be made
before the subsidiary would have been
obligated to pay the taxing authority had
it filed as a separate entity. Similarly, an
institution incurring a tax loss should
receive a refund from its parent. The
refund should be in an amount no less
than the amount the institution would
have received as a separate entity,
regardless of whether the consolidated
group is receiving a refund. However,
adjustments for statutory tax
considerations which may arise in a
consolidated return are permitted as
long as the adjustments are made on a
basis that is equitable and consistently
applied among the holding company
affiliates. Regardless of the method used
to settle intercorporate income tax
obligations, when depository institution
members prepare regulatory reports,
they must provide for current and
deferred income taxes in amounts that
would be reflected as if the institution
had filed on a separate entity basis.

An institution should not pay its
deferred tax liabilities or the deferred
portion of its applicable income taxes to
its parent since these are not liabilities
required to be paid in the current
reporting period. Similarly, transactions
in which a parent ‘““forgives” any
portion of a subsidiary institution’s
deferred tax liability should not be
reflected in the institution’s regulatory
reports. This is because a parent cannot
relieve its subsidiary of this potential
future obligation to the taxing
authorities, since these authorities can
collect some or all of a group liability
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from any of the group members if tax
payments are not made when due.

Finally, the Agencies recommend that
financial institution members of a
consolidated group have a written,
comprehensive tax allocation agreement
to address intercorporate tax policies
and procedures.

This interagency policy statement
revises and replaces the Board’s ““Policy
Statement on Intercorporate Income Tax
Accounting Transactions of Bank
Holding Companies and State Member
Banks,” (43 FR 22782, May 26, 1978);
the OCC'’s “‘Statement of Policy on
Income Tax Remittance to Holding
Company Affiliates,” (Banking Circular
No. 105, May 22, 1978); the FDIC’s
Statement of Policy on ““‘Income Tax
Remittance by Banks to Holding
Company Affiliates” (43 FR 22241, May
24,1978); and the OTS’s “OTS Tax-
Sharing Policy,” (Section 500, “‘Funds
Distribution,” OTS Holding Companies
Handbook). This interagency policy
statement does not materially change
any of the guidance previously issued
by any of the Agencies.

The text of the interagency policy
statement follows:

Interagency Policy Statement on
Income Tax Allocation in a Holding
Company Structure

The Federal Deposit Insurance
Corporation, the Board of Governors of
the Federal Reserve System, the Office
of the Comptroller of the Currency, and
the Office of Thrift Supervision (‘“‘the
Agencies”) are issuing this policy
statement to provide guidance to
banking organizations and savings
associations regarding the allocation
and payment of taxes among a holding
company and its subsidiaries. A holding
company and its depository institution
subsidiaries will often file a
consolidated group income tax return.
However, each depository institution is
viewed as, and reports as, a separate
legal and accounting entity for
regulatory purposes. Accordingly, each
depository institution’s applicable
income taxes, reflecting either an
expense or benefit, should be recorded
as if the institution had filed on a
separate entity basis.1 Furthermore, the
amount and timing of payments or
refunds should be no less favorable to
the subsidiary than if it were a separate
taxpayer. Any practice that is not

1Throughout this policy statement, the terms
‘‘separate entity”” and ‘‘separate taxpayer’’ are used
synonymously. When a depository institution has
subsidiaries of its own, the institution’s applicable
income taxes on a separate entity basis include the
taxes of the subsidiaries of the institution that are
included with the institution in the consolidated
group return.

consistent with this policy statement
may be viewed as an unsafe and
unsound practice prompting either
informal or formal corrective action.

Tax Sharing Agreements

A holding company and its subsidiary
institutions are encouraged to enter into
a written, comprehensive tax allocation
agreement tailored to their specific
circumstances. The agreement should be
approved by the respective boards of
directors. Although each agreement will
be different, tax allocation agreements
usually address certain issues common
to consolidated groups. Therefore, such
an agreement should:

* Require a subsidiary depository
institution to compute its income taxes
(both current and deferred) on a
separate entity basis;

« Discuss the amount and timing of
the institution’s payments for current
tax expense, including estimated tax
payments;

 Discuss reimbursements to an
institution when it has a loss for tax
purposes; and

« Prohibit the payment or other
transfer of deferred taxes by the
institution to another member of the
consolidated group.

Measurement of Current and Deferred
Income Taxes

Generally accepted accounting
principles, instructions for the
preparation of both the Thrift Financial
Report and the Reports of Condition and
Income, and other guidance issued by
the Agencies require depository
institutions to provide for their current
tax liability or benefit. Institutions also
must provide for deferred income taxes
resulting from any temporary
differences and tax carryforwards.

When the depository institution
members of a consolidated group
prepare separate regulatory reports, each
subsidiary institution should record
current and deferred taxes as if it files
its tax returns on a separate entity basis,
regardless of the consolidated group’s
tax paying or refund status. Certain
adjustments for statutory tax
considerations that arise in a
consolidated return, e.g., application of
graduated tax rates, may be made to the
separate entity calculation as long as
they are made on a consistent and
equitable basis among the holding
company affiliates.

In addition, when an organization’s
consolidated income tax obligation
arising from the alternative minimum
tax (AMT) exceeds its regular tax on a
consolidated basis, the excess should be
consistently and equitably allocated
among the members of the consolidated

group. The allocation method should be
based upon the portion of tax
preferences, adjustments, and other
items generated by each group member
which causes the AMT to be applicable
at the consolidated level.

Tax Payments to the Parent Company

Tax payments from a subsidiary
institution to the parent company
should not exceed the amount the
institution has properly recorded as its
current tax expense on a separate entity
basis. Furthermore, such payments,
including estimated tax payments,
generally should not be made before the
institution would have been obligated to
pay the taxing authority had it filed as
a separate entity. Payments made in
advance may be considered extensions
of credit from the subsidiary to the
parent and may be subject to affiliate
transaction rules, i.e., Sections 23A and
23B of the Federal Reserve Act.

A subsidiary institution should not
pay its deferred tax liabilities or the
deferred portion of its applicable
income taxes to the parent. The deferred
tax account is not a tax liability required
to be paid in the current reporting
period. As a result, the payment of
deferred income taxes by an institution
to its holding company is considered a
dividend subject to dividend
restrictions,2 not the extinguishment of
a liability. Furthermore, such payments
may constitute an unsafe and unsound
banking practice.

Tax Refunds From the Parent Company

An institution incurring a loss for tax
purposes should record a current
income tax benefit and receive a refund
from its parent in an amount no less
than the amount the institution would
have been entitled to receive as a
separate entity. The refund should be
made to the institution within a
reasonable period following the date the
institution would have filed its own
return, regardless of whether the
consolidated group is receiving a
refund. If a refund is not made to the
institution within this period, the
institution’s primary federal regulator
may consider the receivable as either an
extension of credit or a dividend from
the subsidiary to the parent. A parent
company may reimburse an institution
more than the refund amount it is due
on a separate entity basis. Provided the

2These restrictions include the Prompt Corrective
Action provisions of section 38(d)(1) of the Federal
Deposit Insurance Act (12 U.S.C. 18310(d)(1)) and
its implementing regulations: for insured state
nonmember banks, 12 CFR part 325, subpart B; for
national banks, 12 CFR 6.6; for savings associations,
12 CFR part 565; and for state member banks, 12
CFR 208.45.
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institution will not later be required to
repay this excess amount to the parent,
the additional funds received should be
reported as a capital contribution.

If the institution, as a separate entity,
would not be entitled to a current
refund because it has no carryback
benefits available on a separate entity
basis, its holding company may still be
able to utilize the institution’s tax loss
to reduce the consolidated group’s
current tax liability. In this situation,
the holding company may reimburse the
institution for the use of the tax loss. If
the reimbursement will be made on a
timely basis, the institution should
reflect the tax benefit of the loss in the
current portion of its applicable income
taxes in the period the loss is incurred.
Otherwise, the institution should not
recognize the tax benefit in the current
portion of its applicable income taxes in
the loss year. Rather, the tax loss
represents a loss carryforward, the
benefit of which is recognized as a
deferred tax asset, net of any valuation
allowance.

Regardless of the treatment of an
institution’s tax loss for regulatory
reporting and supervisory purposes, a
parent company that receives a tax
refund from a taxing authority obtains
these funds as agent for the consolidated
group on behalf of the group members.3
Accordingly, an organization’s tax
allocation agreement or other corporate
policies should not purport to
characterize refunds attributable to a
subsidiary depository institution that
the parent receives from a taxing
authority as the property of the parent.

Income Tax Forgiveness Transactions

A parent company may require a
subsidiary institution to pay it less than
the full amount of the current income
tax liability that the institution
calculated on a separate entity basis.
Provided the parent will not later
require the institution to pay the
remainder of the current tax liability,
the amount of this unremitted liability
should be accounted for as having been
paid with a simultaneous capital
contribution by the parent to the
subsidiary.

In contrast, a parent cannot make a
capital contribution to a subsidiary
institution by “forgiving’” some or all of
the subsidiary’s deferred tax liability.
Transactions in which a parent
“forgives’ any portion of a subsidiary
institution’s deferred tax liability should
not be reflected in the institution’s
regulatory reports. These transactions
lack economic substance because the
parent cannot legally relieve the

3See 26 CFR 1.1502-77(a).

subsidiary of a potential future
obligation to the taxing authorities.
Although the subsidiaries have no direct
obligation to remit tax payments to the
taxing authorities, these authorities can
collect some or all of a group liability
from any of the group members if tax
payments are not made when due.
Dated: October 14, 1998.
Julie L. Williams,
Acting Comptroller of the Currency.

By order of the Board of Governors of the
Federal Reserve System, October 29, 1998.

Jennifer J. Johnson,
Secretary of the Board.
By order of the Board of Directors.

Dated at Washington, DC, this 5th day of
November, 1998.

Federal Deposit Insurance Corporation.
Robert E. Feldman,
Executive Secretary.
Dated: October 14, 1998.
By the Office of Thrift Supervision.
Ellen Seidman,
Director.
[FR Doc. 98-31179 Filed 11-20-98; 8:45 am]

BILLING CODE 4810-13-P, 6210-01-P, 6714-01-P,
6720-01-P

DEPARTMENT OF THE TREASURY
Customs Service

Proposed Collection; Comment
Request; Lay Order Period—General
Order Merchandise

ACTION: Notice and request for
comments.

SUMMARY: As part of its continuing effort
to reduce paperwork and respondent
burden, Customs invites the general
public and other Federal agencies to
comment on an information collection
requirement concerning Lay Order
Period—General Order Merchandise.
This request for comment is being made
pursuant to the Paperwork Reduction
Act of 1995 (Pub. L. 104-13; 44 U.S.C.
3505(c)(2)).

DATES: Written comments should be
received on or before January 22, 1999,
to be assured of consideration.

ADDRESS: Direct all written comments to
U.S. Customs Service, Information
Services Group, Attn.: J. Edgar Nichols,
1300 Pennsylvania Avenue, NW, Room
3.2C, Washington, DC 20229.

FOR FURTHER INFORMATION CONTACT:
Requests for additional information
should be directed to U.S. Customs
Service, Attn.: J. Edgar Nichols, 1300
Pennsylvania Avenue NW, Room 3.2C,
Washington, DC 20229, Tel. (202) 927—-
1426.

SUPPLEMENTARY INFORMATION: Customs
invites the general public and other
Federal agencies to comment on
proposed and/or continuing information
collections pursuant to the Paperwork
Reduction Act of 1995 (Pub. L. 104-13;
44 U.S.C. 3505(c)(2)). The comments
should address: (1) Whether the
collection of information is necessary
for the proper performance of the
functions of the agency, including
whether the information shall have
practical utility; (b) the accuracy of the
agency’s estimates of the burden of the
collection of information; (c) ways to
enhance the quality, utility, and clarity
of the information to be collected; (d)
ways to minimize the burden including
the use of automated collection
techniques or the use of other forms of
information technology; and (e)
estimates of capital or start-up costs and
costs of operations, maintenance, and
purchase of services to provide
information. The comments that are
submitted will be summarized and
included in the Customs request for
Office of Management and Budget
(OMB) approval. All comments will
become a matter of public record. In this
document Customs is soliciting
comments concerning the following
information collection:

Title: Lay Order Period—General
Order Merchandise Cost Submissions.

OMB Number: 1515-0220.

Form Number: N/A.

Abstract: This collection is required
to ensure that the operator of an arriving
carrier, or transfer agent shall notify a
bonded warehouse proprietor of the
presence of merchandise that has
remained at the place of arrival or
unlading without entry beyond the time
period provided for by regulation.

Current Actions: There are no changes
to the information collection. This
submission is being submitted to extend
the expiration date.

Type of Review: Extension (without
change).

Affected Public: Businesses,
Individuals, Institutions.

Estimated Number of Respondents:
300.

Estimated Time Per Respondent: 15
hours.

Estimated Total Annual Burden
Hours: 7,500.

Estimated Total Annualized Cost to
the Public: N/A.

Dated: November 16, 1998.
J. Edgar Nichols,
Team Leader, Information Services Group.
[FR Doc. 98-31237 Filed 11-20-98; 8:45 am]
BILLING CODE 4820-02—P
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INTRODUCTION

The financial stability and health of the compa
nies in a holding company enterprise can have a
direct impact on the financia condition of the
subsidiary thrift. Holding companies are fre-
guently managed on a consolidated basis with
their subsidiaries. The benefits of such integra-
tion are key incentives for establishing a holding
company. However, integrated operations may
mean that one entity’ s problems become problems
for other affiliated entities, including the thrift.
Therefore, the purpose of this Section isto assist
you in evaluating the financial performance and
stability of the holding company enterprise, and
evaluating the potential effect on the subsidiary
thrift.

Y ou will also need to determine whether the hold-
ing company has sufficient sources of funds other
than from the thrift. A holding company does not
have the access to insured deposits, or Federal
Home Loan Bank advances, that a thrift has.
Whereas liquidity driven failures are rare among
insured depository institutions, cash flow difficul-
ties can be a primary cause for a holding company
financial collapse. Assuch, liquidity and cash
flow ratio analysis are important factors to review
for holding companies.

RISK PROFILE

As reiterated throughout this Handbook, the risk
profile of aholding company enterpriseis amajor
factor in the overall evaluation of a holding com-
pany. Thefinancial condition and earnings
performance of the companiesin a holding com-
pany enterprise are key factorsin ng the
risk profile. If, for example, you find that the
holding company is entirely dependent on the
subsidiary thrift for cash flow, the activities con-
ducted within the enterprise, and corresponding
funding needs, have a greater likelihood of being
potentially detrimental to the thrift. Asaholding
company, or other affiliate is confronted with de-
clining financial performance, it may do anything
in its power to prevent failure. Therefore, you
must be especialy attentive in situations where
the risk profile of the holding company enterprise

creates an incentive for the thrift to engagein
riskier activities or enter into transactions that are
not in its best interest.

The actual, or pending, failure of an affiliate may
also result in significant financial or operational
distress for the thrift. For example, if aholding
company pledges the common stock of the thrift
ascollateral for its debts, adefault may resultin a
change of ownership control. Or, athrift that is
highly or completely reliant on an affiliate’ s cus-
tomer base, or upon an affiliate for operational
support, may not be able to operate on a stand-
alone basis. Furthermore, athrift could suffer re-
putational risk that tarnishesits good hame as a
result of actions taken by, or the financial condi-
tion of, its affiliates.

For all of these reasons, you should perform a de-
tailed cash flow and financial analysesto identify
emerging weaknesses and other situations where
abuses might occur. Early detection will allow
OTSto take preventive measures to insulate the
thrift.

RATIO ANALYSIS — EARLY DETECTION

Certain financial ratios can help you identify a
bankrupt or financially troubled company prior to
the obvious presence of severe financial and legal
problems. Ratio analysis provides a benchmark
against which you can measure the relative profit-
ability of the company compared to its peers and,
tracked over time, it will identify trends and ab-
normalities that merit further analysis.

Calculate the following ratios to give you a snap-
shot of financial performance.

Cash Position: Asthe proportion of cash and
marketable securities to total assets increases, the
likelihood of failure declines —thereis more cash
available to pay immediate bills when they are
due.
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Current Ratio: Asthe proportion of current as-
sets' to current liabilities? increases, the
probability of failure declines— more assets can
be converted to cash quickly relative to the liabil-
ity repayments required within one year.

Operating Cash Flow: Asthe cash flow from op-
erations (net income plus depreciation) increases,
the likelihood of failure declines — there is more
internal operating cash flow to meet long-term
debt.

Debt Ratio: Asthe proportion of total liabilities
to total assets increases, the probability of failure
increases — larger portions of assets are financed
by contractual sources of funds that necessitate
fixed charges against income.

Double Leverage Ratio: Debt proceeds obtained
from the holding company are invested in the
thrift as equity. Thisincreased capital base al-
lows the thrift to increase its borrowings as well.
Generally, as the double leverage ratio increases,
so does the pressure on the thrift to maintain earn-
ings to service both levels of debt, as often the
parent relies on dividends from the thrift for its
debt service requirements. Double leverage and
how to measure it is further presented in the debt
discussion of Section 300.

Return on Equity: Asthe net income to investors
equity increases, the likelihood of failure de-
clines. Profitability is generally evaluated on a
consolidated basis and will typically be expressed
in terms of the return on equity (ROE). ROE®
identifies the percentage of earnings management

! Current Assets = Cash or assets that have the ability to gen-
erate cash within one year.

2 Current Liabilities = Liabilities that require payment within
one yesr.

3 Aswith any income measure, ROE must be looked at
closely. Thetype of assets generating the profits, aswell as
the range of accounting assumptions should be considered.
External factors often come into play, including pressure
from Wall Street. Finaly, be aware that the ROE can seem
better than it really isif the company recently completed a
stock buy-back (and reduced the amount of stock out-
standing).

has generated on the capital invested into the
business.

As mentioned above, ratio analysis involves two
types of comparisons, trend and peer analysis.
Trend analysis compares a present ratio with past
and projected future ratios for the same company.
The longer the period analyzed, the more mean-
ingful thetrend. Peer analysis compares the
ratios of one company with another in the same
industry at the same point in time. Y ou must ap-
ply peer analysisjudicioudly, since holding
companies are not a homogeneous group; it may
be difficult to place a company into arelevant
peer group. Also, peer data may not be prepared
on aconsistent basis due to individua reporting
and accounting practices.

When using peer or trend analysis, you must care-
fully interpret the data. For example, a company
may show an improving trend but still be very
weak. Alternatively, acompany may show better
results than its peersin itsindustry, but still be
weak because the industry overall isin very poor
financial condition.

EARNINGS ADEQUACY

While ratio analysis can help you determine posi-
tive or negative financial trends, you must also
analyze earnings adequacy and profitability. You
must consider the following questions:

What are the quality and level of earnings?

Are nonrecurring sources of earningsrelied
upon?

How does the volatility of earnings affect pro
forma business plan projections?

Are projections stress tested?

Asyou review the financial condition of aholding
company enterprise, you must remain flexible.

As noted throughout this Handbook, the specifics
of each organizational structure will dictate your
scope. The mgjority of thrift holding companies
are shells. However, there are many OTS-
regulated holding companies that are large busi-
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nesses. These holding companies may have a
number of noninsured subsidiaries. These indus-
tries include securities broker/dealers, insurance
underwriters and agents, manufacturing, and re-
tail.

In the case of shell companies, thrift and holding
company earnings will be almost identical, and
parent only financial statements are appropriate.
These holding companies do not engage in sig-
nificant activities, and, in most cases, you will
need to do little more than review the reasonable-
ness of operating expenses and the dividend
practices between the thrift and the parent.

For larger diversified operations, thrift earnings
typically constitute only a small portion of the to-
tal and your analysis can concentrate on
consolidated statements. However, to properly
analyze consolidated profitability levels and
trends, you should obtain a consolidating work-
sheet that both discloses, and explains, the
intercompany accounts that have been eliminated.
Thiswill show each entity’s contribution to total
earnings.

For most nondiversified companies, fully consoli-
dated data can be very misleading as the asset
base and earnings of the thrift subsidiary will be
large in relation to the consolidated total. There-
fore, you will need to do amore in-depth analysis
of other companiesin the structure. Y our analy-
sis should focus on earnings trends and stability.
Y ou should identify extraordinary gains and
losses that may mask weaknesses in the com-
pany’s ability to maintain consistent profitability.

The best method to reasonably assess the risks to
the thrift posed by its holding company and affili-
atesisto strip away the impact of the thrift from
the financial statements. Y ou can do this by ob-
taining or preparing statements that are fully
consolidated as to the parent and all nonthrift af-
filiates. Such statements are necessary in order to
properly understand the relative health of the
nonthrift components within a holding company
structure. On such statements the investment in
the thrift will be but one line item on the balance
sheet, and for earnings, one line item on the in-
come statement. Looking at the financial

statements in this manner will alow you to con-
centrate your analysis on results and trends not
related to the thrift itself. If available, obtain the
“parent company only” basisfinancial statements
(required for SEC filers). These statements are
also very useful when evaluating cash flow.

In addition to evaluating the level, source and
volatility of earnings, you should analyze:

Financial statements

Credit ratings

Stock price

Business plans and budgets *
Intercompany transactions’

Cash flow.

Financial Statement Analysis

Y ou can useinternally and externally prepared fi-
nancia statements and reports to evaluate the
operations of companiesin a holding company
enterprise. The holding company’s financial
statements will provide insight into the financial
demands placed on the thrift subsidiary, and the
organization’s overall strengths and weaknesses.

Y ou should also review the minutes maintained
for the audit committee to help identify any finan-
cial recordkeeping deficiencies disclosed to the
directors by either the independent or internal
auditors. You may also find information in the
management letter prepared by the auditor, audit
reports compiled by the internal auditor, or corre-
spondence with the independent auditor.

Financia statements and supporting schedules
should be complete, consistent, and accurate. In-
dependent accountants are typically retained to
provide assurance of the accuracy of financia
statements prepared by management. Y ou should
carefully scrutinize unaudited financial statements

* Refer to Relationship Section 500 for more details.
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or financial statements that have been assigned a
qualified opinion. Similarly, you should investi-
gate significant changes in financial statements or
accounting systems.

Audited statements are typically only prepared
annually, and are usually presented on afully con-
solidated basis. This meansthat you will have to
rely on internally prepared statements or general
ledgers for interim periods. Y ou should also be
aware that in some cases, financial statements
may be based on the regulatory accounting prin-
ciples of another industry. Beginning in March
2001, thriftsin a holding company structure be-
gan reporting basic holding company financial
information on the quarterly Thrift Financial Re-
port. Y ou should check the accuracy of the
information reported on Schedule HC.

The following discussion highlights certain areas
you should place particular emphasis on during
your review of each financial statement.

Statement of Financial Condition

Y ou should be particularly aert for affiliates en-
gaged in high risk, cyclical, or off-balance sheet
activities, that could adversely impact the com-
pany, causing additional pressuresto be placed on
the thrift. Such activities may include, for exam-
ple, subprime lending, real estate investments or
development, asset securitizations, venture capital
funding, and volatile investment activities includ-
ing derivatives, futures and options.

Distinguish between assets that provide liquidity
and those that do not. For example, goodwill, and
deferred tax assets are not liquid assets that can
be relied upon to generate cash flow. A calcula
tion of capital where these assets are deducted
will give atruer sense of the real capital position
of aholding company.

In addition, determine an investment’s effect on
liquidity. For example, leveraged instruments
such as futures and options can be volatile and re-
guire cash. Commitments to other investments
with material cash needs, include major construc-
tion projects and other capital-intensive
businesses.

Finally, compare intercompany accounts (includ-
ing investmentsin subsidiaries and due to or from
subsidiaries) with corresponding accounts on the
thrift or affiliate financial statements. This step
is equally important for both stock and mutual
holding companies.

Income Statement

Determine whether the business of companies
within the holding company enterpriseis cyclical.
Focus on core earnings or income before extraor-
dinary gains, as obviously extraordinary gains are
not recurring. Pay particular attention to securiti-
zation revenue; the accounting rules are
complicated and involve some subjectivity, as the
calculations are assumption-driven. Unreasonable
assumptions have led a number of financial insti-
tutions to misstate securitization gains.

Credit Ratings

Analysis of aholding company’sfinancial state-
ments may be supplemented by the market price
(yield) and the credit rating of its debt. Bondsis-
sued by holding companies with high yields,
relative to U.S. Treasury Bonds, or low grades,
may pose additional risks.

The principal rating services include Moody’s In-
vestors Services, Standard & Poors, Fitch Investor
Service, Inc., and Duff and Phelps. A rating is
not a recommendation to purchase, sell, or hold a
security. The rating provides an unbiased as-
sessment of the perceived creditworthiness of a
debtor for a specific security. Generally, the rat-
ings have been accurate; that is, low-grade bonds
default more frequently than high-grade securi-
ties. However, these ratings are not infalible, as
sudden changes in market conditions have led to
even investment grade issues filing for bank-
ruptcy. Also, issuerswith agood rating may find
that their ratings decline. Y ou should identify
whether a holding company’ s bonds have been
rated, and if so, are subject to a downgrade.
Typicaly, the first indication to the public that
weaknesses are emerging is a rating downgrade,
but ratings changes tend to lag actual credit dete-
rioration. Often, the market price of the bond is
adjusted before the rating agencies have a chance
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toreact. Therefore, market prices should also be
considered.

Closely evaluate the financial condition of any
holding company whose securities are rated be-
low investment grade. The following Summary
of Rating Categories identifies the range of letter
grades used by the two mgjor rating agencies. An
investment grade bond includes the top four cate-
gories (for example, AAA to BBB).

Summary of Rating Categories

Credit MOODY’'S
Rating
Aaa Strongest Creditworthiness
Aa Very Strong Creditworthiness
A Above-average Creditworthiness
Baa Average Creditworthiness
Ba Below-average Creditworthiness
B Weak Creditworthiness
Caa Speculative, Very Weak Creditwor-

thiness, May be in Default

Ca Highly Speculative,
Extremely Weak Creditworthiness,
Often in Default

C Extremely Speculative, Weakest
Creditworthiness,
Usually in Default

Credit Standard & Poors
Rating
AAA Extremely Strong
AA Very Strong
A Strong
BBB Adequate
BB Speculative Characteristics -
Less Vulnerable
B Speculative Characteristics -
More Vulnerable
CCC Speculative Characteristics -
Currently Vulnerable
CcC Speculative Characteristics -
Currently Highly Vulnerable
C Currently Highly Vulnerable to
Nonpayment
DDD-D In Default, Rating Indicates Likely
Salvage

A low-grade or a declining rating should serve as
an alert to consider expanding your scope to bet-
ter determine the holding company’s financial ca
pacity and capital position.

Stock Prices

Y ou may also obtain early warning of a holding
company’ s weakening financial condition by
evaluating the trend of its stock prices. Stock
prices reflect the perceptions of investors as they
evaluate the risk and return profile of a company.
However, during periods of high market volatility,
changesin stock prices may be more reflective of
concerns within a particular industry or the over-
all market, rather than a specific company. Key
ratios for publicly traded companies include:

Market Value/Book Value: Theratio of the com-
bined market price of outstanding stock to the
accounting book value. Y ou can compare the
company’s ratio to those of its peers, with higher
ratios indicative of greater investor confidencein
the company’ s prospects’. A favorable market
perception generally allows a company to raise
capital at an attractive price.

Price/Earnings: The ratio of the price of stock to
the prior 12-month earnings. Ratios above market
averages reflect expectations of future growth
while ratios below market averages reflect uncer-
tainty or less growth.

A holding company should command a higher
Market/Book or P/E ratio, if its ROE exceeds its
peers. In addition, a holding company should
command a higher Market/Book or P/E ratio if
the ROE exceeds the investors' required return,
which isbased on risk. Thisreturn isan opportu-
nity cost and is sometimes called cost of equity
(COE). Further, the market/book ratio should in-
crease as the ROE/COE spread increases above
one.

5 See Monitoring section for more details.
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CASH FLOW

Profitability isan important measure of financial
strength and managerial efficiency. However, ul-
timately a company’s ability to generate cash flow
will determine whether or not it will be able to
meet its fixed obligations, such as debt service
and preferred stock dividends, as well asfund
dividends to common stockholders from internal
operations. Y ou should consider the following
guestions:

To what extent does the holding company rely
on dividends from the thrift to service holding
company debt or fulfill other obligations?

What sources of liquidity, other than the
thrift, does the holding company have?

What are the quality and quantity of such
sources?

The purpose of the cash flow statement isto
summarize financing and investing activities and
to identify whether funds are being generated
from internal or external sources. Generaly, au-
dited financia statements provide “ parent
company only” financial information, which in-
cludes a Statement of Cash Flows. The cash flow
statement can be used for more than just deter-
mining whether or not the company maintains
positive cash flow. It can also identify how the
company obtains and alocates its funds. Most
importantly, this statement can be used to identify
and quantify the funds that are provided directly
by the thrift, and to what degree the parent relies
upon those funds to maintain its operations.

Funds provided by athrift subsidiary typically
take the form of dividends, management fees, ex-
pense reimbursements, and tax sharing payments.
Ascertain the extent of reliance the holding com-
pany places on the thrift by considering the:

Portion of cash flow from operating and in-
vesting activities that is supplied from the
thrift subsidiary; and

Amount of interest expense on parent com-
pany borrowings that is paid from thrift
subsidiary dividends.

Concentrate on ng or identifying any op-
erational weaknesses, which could result in the
holding company requiring funding from the
thrift. In situations where the parent isfinancially
distressed, determine whether the financial condi-
tion islinked with the thrift reorienting its
business practices towards higher risk activities,
or even liquidating assets, to generate support re-
quired by the parent.

From time-to-time, all businesses will be con-
fronted with cash flow or funding shortfallsas a
normal result of doing business. Y our concern
should be in determining whether such shortfalls
are temporary, or indicative of an overall decline
in financia health, and what sources are available
to the parent to make up for the deficit. A com-
pany can raise cash by:

Liquidating/selling assets,
I'ssuing stock,
Increasing borrowings,

Requiring repayment of advancesto its sub-
sidiaries, and

Requiring additional payments of dividends
or other cash payments from subsidiaries.

Such sources can only temporarily aleviate the
effects of ashortfall, and you must ook beyond
such events to assess future cash flow needs.
Selling income-generating assets will reduce fu-
ture earnings, and issuing additional debt or
equity will increase future funding requirements
in the form of debt service or dividend payments.
While companies commonly use short-term debt
to fund deficit cash flow, this practice may jeop-
ardize its long-term liquidity and earnings by
increasing liabilities and related interest costs
without a corresponding increase in earning as-
sets. To the extent that systemic funding
imbalances are expected to persist, you should
comment in the examination report.

To assess the holding company’ s ability to meet
its contractual obligations from current earnings,
you should compute the Fixed Charge Coverage
Ratio which is defined as the parent only after tax
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cash income plusinterest, lease and rental ex-
penses, divided by fixed contractual obligations,
asfollows:

Fixed Charge Coverage Ratio:

After tax cash income +
interest, lease, and rental expense
Interest, lease, and rental expense +
contractual long-term debt retired +
preferred stock dividend payments

In generdl, if thisratio is below 1:1, the company
is not generating sufficient internal fundsto cover
its contractual obligations, much less any divi-
dends to common stockholders, and is cause for
concern. Even aratio that is only dightly greater
than 1:1 may be barely adequate and may be a
concern if the current level results from a deterio-
rating trend. Also, keep in mind that in many
nondiversified holding company structures, the
primary source of cash income will be dividends
paid by the thrift to the parent. Any dividend re-
strictions placed on the thrift will substantially
impact the results of thisanalysis. Furthermore,
as noted numerous times above, directed changes
to thrift operating practices designed to increase
thrift earnings can adversely affect the overall
safe and sound condition of the thrift.

Liquidity

Cash flow is generally defined as the ability to ob-
tain and allocate cash. Liquidity isdefined asa
company’s ability to meet its short-term obliga-
tions either through cash on-hand, converting
existing assets to cash, or rolling over maturing
debt. Generally, short term is viewed as periods
of uptoayear. Liquidity problemswill typically
fall within abroad range of severity. On one
hand, temporary liquidity problems may mean
that a company is unable to take advantage of an
immediate desirable business opportunity. Con-
versely, severe liquidity shortfalls may mean that
acompany is unable to meet short-term obliga-
tions and may be in a position of having to default
on its debt obligations. Asaworst case, this
could result in bankruptcy.

In your financial analysis, you should review the
contractual maturity structure of the holding com-
pany’s assets and liabilities. In cases where
liquidity concerns are evident, or emerging, you
should devel op a maturity matching schedule
comparing contractual maturities of assetsand li-
abilities over the near term (up to 90 days), short
term (91 daysto one year), and long term (over
oneyear). You must also take into account the
degree to which funding is reliant upon the recov-
ery of advancesto subsidiaries, which themselves
may beilliquid. Also, you need to consider
whether assets can be sold and converted to cash
without incurring substantial loss on the sale.

To the extent that your analysis shows a material
imbalance of maturing debt instruments compared
to reasonably available resources, you should dis-
cuss this with management to determine how they
intend to handle the shortfall. This should also be
incorporated into the cash flow analysisand dis-
cussed in the examination report.

RATING THE EARNINGS COMPOMENT

Y ou will assess the holding company enterprise’s
risk profile and evaluate the adequacy of earnings
on a case-by-case basis. To do so, consider,
among other things, profitability, business plans
and budgets, peer comparisons, credit ratings,
stock price, and cash flow.

Y ou should assign an earnings component rating
of “1” when operating performance and profit-
ability are above average. Cash flow isroutine
and sufficient, especially relative to the busi-
nesses conducted. Financial indicators equal or
exceed forecasted performance.

Y ou should assign an earnings component rating
of “2" when earning results are comparable to
peers with cash flow sufficient to meet debt ser-
vice.

Y ou should assign an earnings component rating
of “3” when operating performance is poor or be-
low average, with no expectation of improvement.
These companies may be experiencing losses or
erratic performance, have insufficient cash flow

Office of Thrift Supervision

December 2002

Holding Companies Handbook  600.7



SECTION: Earnings

Section 600

to meet debt service, and are largely dependent on
the thrift subsidiary.

SUMMARY

Profitability is but one of a number of critical fac-
tors considered in the regulation of athrift
holding company enterprise. However, profitabil-
ity must be evaluated in conjunction with a
number of other factors.

Financial strengths and weaknesses can be meas-
ured by avariety of ratios and market indicators.
The holding company and its subsidiaries, includ-
ing the thrift are often managed on a consolidated
basis. While such integration provides advan-
tages to both the thrift and the holding company,
there are also potential pitfalls.

600.8 Holding Companies Handbook

December 2002

Office of Thrift Supervision



SECTION: Holding Company Administrative Program

Section 710

Program Guidance: Examiners should complete only those sections of the program that the EIC deems
necessary to evaluate this area and to support the overall examination conclusions.

Examination Objective

To ensure that the scope of the examination of the holding company structure is appropriate to adequately
assess the risks presented.

Preexamination Procedures

1

700 — Holding Company Programs

Determine if any entity in the holding company structure is functionally regulated by the
SEC, CFTC or various state insurance agencies. If so, you must consider the additional
“Functionally Regulated” procedures which areitalicized in the program. Also, note the
functionally regulated entity and its primary regulator in the Regulatory Profile System,
as well as the address and phone number of a contact person responsible for its supervi-
sion.

[Click&type]

Forward the PERK to the top-tier holding company approximately one month prior to
the joint examination of the “lead” association and the holding company. (In certain
situations it may be appropriate to forward the PERK to another tier in the complex;
however, in most cases, the top tier will be the starting point for a holding company ex-
amination.)

Functionally Regulated-Review the PERK to determine if any of the information request
can be supplied by reports submitted to other regulators. After ensuring that the PERK
does not request duplicative or publicly available information, direct any information
requests that apply to a functionally regulated entity to that entity’ s other regulator ap-
proximately six weeks prior to the examination of the lead association. Request the
other regulatory body to gather the information and return it to the regional office.

[Click&type]

Exam Date:

WKkp. Ref.

[Click&type]

[Click&type]

Prepared By:

Reviewed By:

Docket #:
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SECTION: Holding Company Administrative Program

Section 710

WKkp. Ref.

3. Review theinstitution overview in the regulatory profile system. (Theinstitution over-
view can be found in the electronic continuing examination file (ECEF) on the OTS
intranet). Verify the accuracy of the structure datain the holding company enterprise
summary. Make any noted corrections to the structural data prior to creating an examina-
tion shell. (If you need to correct structure data after the shell is created, you must de-
lete the shell, create the new shell, and inform the TARS administrator to bill hours to

the new exam.)

[Click&type]

4, Perform preexamination/scoping analysis. (Suggested scoping materials below.)
Reports submitted to the OTS (H-(b)11 Annual/Current Report, H-(b)10

Registration Statement).

Reports filed with the Securities and Exchange Commission (submitted as

attachments to the H-(b)11).
Statements of financial condition and operations.

Most recent audit reports (including the Management Representation letter to
the external auditor detailing pending and threatened litigation that may have a

material effect on the holding company).

Previous OTS examination report and supporting workpapers.
Supervisory correspondence.

Recent applications, including conditions of approval.

Examination reports from other regulatory agencies, including self-regulatory

bodies such asNASD.
Other correspondence and data supplied by other regulators.

Public sources: credit ratings by major rating agencies, newspaper or magazine

articles, Reuters/AP internet reports.
Holding company and affiliate web sites.
Holding company board minutes.

PERK.

Subsidiary thrift’s regulatory profile.

[Click&type]

Exam Date;
Prepared By:
Reviewed By:
Docket #:

700 — Holding Company Programs

[Click&type]

[Click&type]
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SECTION: Holding Company Administrative Program Section 710

WKkp. Ref.
5. Re-evaluate the holding company categorization by considering the questionsin the Risk
Classification Checklist to identify higher risk factors.
[Click&type] [Click&type]
Examination Procedures-Overall Guidance
(For detailed procedures on component areas, see Sections 720 or 730)
6.  Verify compliance with supervisory directives and enforcements actions.
Verify compliance with:
¥, Conditions of approval
¥, Outstanding enforcement actions
¥, Supervisory agreements and directives.
Verify correction of violations or exceptions from previous
examination.
Functionally Regulated-Coordinate findings and recommended actions with any regula-
tor that has an interest.
[Click&type] [Click&type]
Postexamination Procedures
7. Prepare examination report.
[Click&type] [Click&type]
8. Assign overall rating to the holding company complex.
[Click&type] [Click&type]
9. Conduct meeting with board of directors or senior management to review examination
findings.
Functionally Regulated - Coordinate with the other regulators on all such meetings.
Invite other functional regulators of the holding company to participate.
[Click&type] [Click&type]

Exam Date;
Prepared By:
Reviewed By:
Docket #:
700 — Holding Company Programs Page 3 of 10




SECTION: Holding Company Administrative Program Section 710

WKkp. Ref.

10. Complete all Holding Company Examination Data System entries.
[Click&type] [Click&type]

11. Update and make corrections as appropriate to Regulatory Profile System and other OTS
databases.

[Click&type] [Click&type]
12.  Transmit examination report to the holding company.

Functionally Regulated - You should follow the information sharing procedures outlined
in the agreements OTS has executed with the primary regulators of functionally regu-
lated affiliates. Asa general rule, copies of the examination report and any other confi-
dential information will be provided to the functionally regulated entity’s primary
regulator upon receipt of a written request that demonstrates a justifiable need for the
information. You should coordinate with your region’s functional regulation contact.

[Click&type] [Click&type]

Exam Date;
Prepared By:
Reviewed By:
Docket #:
700 — Holding Company Programs Page 4 of 10




SECTION: Holding Company Administrative Program

Section 710

Risk Classification Checklist

In answering these questions, you should interpret the term “holding company” broadly, so asto include all

affiliates within a holding company family.

DETERMINING LOW RI SK/NONCOMPLEX SHELL HOLDING COMPANIES

a) Isthe holding company ashell?
If Yes, go to Question b.
If no, skip to Question e in the next section.

b) Isthe shell only engaged in investing cash from dividends or pro-
ceeds from stock sales?

If Yes, goto Question c.
If no, skip to Question e in the next section.

¢) Doesthe shell have only minimal debt that can easily be serviced by
its own resources?

If Yes, go to Question d.
If no, skip to Question e in the next section.

d) Initscash management, doesthe shell invest solely in US govern-
ment securities or other liquid nonleveraged cash instruments such
as bankers acceptances or high grade commercial debt, or doesit in-
vest in high risk, highly leveraged instruments like options or futures
that could lead to significant cash flow needs?

% Liquid interest bearing instruments

% Highly leveraged instruments

If you answered “Yes’ to questions a, b, and ¢, and the answer to
guestion disliquid interest bearing instruments GO NO FURTHER.
The holding company you are reviewing is alow risk, noncomplex shell.
Y ou do not need to complete the remainder of this checklist. Refer to
the Abbreviated Holding Company Examination Program, Section 720.

Yes

[Click&type]

[Click&type]

[Click&type]

[Click&type]

[Click&type]

Exam Date:
Prepared By:
Reviewed By:
Docket #:

700 — Holding Company Programs

[Click&type]

[Click&type]

[Click&type]

[Click&type]

[Click&type]
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SECTION: Holding Company Administrative Program

Section 710

If the answer is highly leveraged interest bearing instruments, please
continue. These holding companies and all other nonshell holding
companies present at least amoderate risk. The remaining questions
will help you determine the nature of thoserisks. A YES answer to any
of the following questions could indicate that the holding company is
complex and may present a higher than normal degree of risk. You
should weigh the importance of each question based on the holding
company’ s specific circumstances.

FINANCIAL CONDITION

e) Doesthe holding company lack a consistent source of reliable cash
flow and stable earnings from operations other than proceeds from
the thrift?

If Yes, review Earnings section of Program 730

f) Istheholding company significantly leveraged, either with high debt
levels, other hybrid instruments with debt-like features, or highly
volatile investments, such as futures, options, 10s, or residuals?

If Yes, review Capital and Earnings sections of Program 730

g) Doesthe holding company have major investments that can rapidly
require significant cash expenditures, such as futures, short options
or financing construction?

If Yes, review Capital and Earnings sections of Program 730

h) Even if the holding company currently has low levels of debt and
conservative investments, isit in acyclical industry that is distressed
or clearly experiencing adverse trends?

If Yes, review Capital section of Program 730

i) Doesthe holding company have a history of volatile operating earn-
ings?

If Yes, review Earnings section of Program 730

[Click&type]

[Click&type]

[Click&type]

[Click&type]

[Click&type]

Exam Date:
Prepared By:
Reviewed By:
Docket #:

700 — Holding Company Programs
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[Click&type]

[Click&type]
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SECTION: Holding Company Administrative Program

Section 710

j) Hasthe holding company or any of its affiliates recently had a
downgrade in debt ratings by a major debt rating agency, such as
Moody’s or Standard and Poor’ s?

If yes, review Capital section of Program 730

FINANCIAL INDEPENDENCE

k) Isthethrift dependent on the holding company for access to the
capital markets?

If Yes, review Capital section of Program 730

I) Isthethrift unlikely to survive the financial collapse of the holding
company or amajor affiliate?

If Yes, review Relationship section of Program 730

OPERATIONAL INDEPENDENCE

m) Do the thrift’s management and BOD consistently act in a manner
beholden to the holding company?

If Yes, review Relationship section of Program 730

n) Arethethrift’'s operationa systems dependent upon the holding
company or any of its affiliates?

If Yes, review Relationship section of Program 730

0) Isthethrift basically a*“shell” with no or few full time employees
dedicated only to the thrift’s well-being, as opposed to having adis-
tinct management team devoted to the thrift?

If Yes, review Relationship section of Program 730

p) Arethethrift’'saudit functions consolidated within the holding com-
pany, as opposed to having a separate, distinct audit department?

If Yes, review Relationship section of Program 730

[Click&type]

[Click&type]

[Click&type]

[Click&type]

[Click&type]

[Click&type]

[Click&type]

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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[Click&type]
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[Click&type]
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[Click&type]
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SECTION: Holding Company Administrative Program

Section 710

Q)

S)

Aremost, if not all, key functions of the thrift, such as risk manage-
ment, underwriting, investment advice, trading, and other banking or
lending functions, being performed by the holding company or any
of its affiliates?

If Yes, review Relationship section of Program 730

Is the compensation of thrift employees, either directly or indirectly
through stock options, tied to the performance of the holding com-
pany?

If Yes, review Relationship section of Program 730, and review
Thrift Activities Handbook Section 330.

Arethere significant or abusive intercompany or insider transactions
such as loans, guarantees, asset purchases/sales, or service con-
tracts?

If Yes, review Relationship section of Program 730, and review
Thrift Activities Handbook Section 380.

REPUTATION RISK

Y

Isthe thrift’s public identity linked with the holding company, such
asasimilar name and marketing strategies?

If Yes, review Relationship section of Program 730

Isthere significant cross-selling of proprietary products, like trusts,
insurance policies, mutua funds and the like?

If Yes, review Relationship section of Program 730

Isthe thrift limited purpose in that it serves only to facilitate the sale
of services and products of the holding company, for example trusts
or mutual funds, as opposed to being a full service community asso-
ciation?

If Yes, review Organizational Structure section of Program 730

[Click&type]

[Click&type]

[Click&type]

[Click&type]

[Click&type]

[Click&type]

Exam Date:
Prepared By:
Reviewed By:
Docket #:
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[Click&type]
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SECTION: Holding Company Administrative Program

Section 710

w)

Do virtually all the thrift’ s assets or liabilities come, directly or indi-
rectly, from the holding company or any of its affiliates, as opposed
to awidely diverse community deposit base with independent fran-
chise value?

If Yes, review Relationship section of Program 730

MANAGEMENT EXPERIENCE

X)

y)

Is the holding company inexperienced in running a federally insured
entity, as opposed to a history of managing banks and thrifts?

If Yes, review Relationship section of Program 730

Isthe thrift a de novo, as opposed to athrift with existing manage-
ment that has a proven track record?

If Yes, review Relationship section of Program 730

Is the holding company itself relatively new, as opposed to awell
established business with many years of successful operations?

If Yes, review Relationship section of Program 730
Isthe holding company in asignificantly different business than fi-
nancial services, such as manufacturing, with different auditing and

accounting practices?

If Yes, review Capital and Earnings sections of Program 730

HOLDING COMPANY CLASSIFICATION

[Click&type]

[Click&type]

[Click&type]

[Click&type]

[Click&type]

[Click&type]

[Click&type]

[Click&type]

[Click&type]

[Click&type]

After completing the checklist, check the appropriate holding company categorization below. Thereisno
hard and fast rule that indicates how many Y es answers are needed to deem a holding company as Category
I1. For instance, even if the thrift hasits own distinct existence, staff and systems, a'Y es answer to questions
“€” through “j” could lead to determining that the holding company is complex, since the holding company’s
financial condition means thereis a greater incentive to try to boost earnings or cash flow viathe thrift.

Exam Date:
Prepared By:
Reviewed By:
Docket #:

700 — Holding Company Programs
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SECTION: Holding Company Administrative Program Section 710

Y ou must make considered judgments as to the current and prospective risks that a holding company poses
toitsinsured subsidiary. In genera, if the thrift does have substantial insured deposits from outside the
holding company, but is predominately beholden to the holding company for operational support, you should
consider it Category Il and focus heavily on the relevant procedures cross-referenced in the checklist. In
such a case, afailure of the holding company would lead to the failure of the thrift.

Y ou also need to consider consumer issues aswell. Even if the thrift has virtually no insured deposits,
making the prospect of alossto the insurance fund unlikely, you still need to ensure the thrift is operating in
amanner that it can survive the collapse of its parent. Even if no insured deposits are at risk, consumer
assets, such astrusts, will be at risk if the thrift fails due to financial distress at its parent. Although nothing
can be done to protect customers from market losses due to declines in the stock, bond or real estate markets,
the thrift should still be able to ensure that the actual trust accounts are managed in an appropriate manner
should the holding company fail.

Thus, even in those cases where the thrift has independent management, systems and identity, you should
till consider it Category 1l if itisfinancially troubled. Similarly, any holding company with an
unsatisfactory “U” rating should be classified as Category Il. Although we have successfully insulated
insured institutions from the bankruptcy of its parent, it is adifficult and time consuming process. Regional
staff must be on alert whenever a holding company suffers crippling financial reverses.

(Please Check One)
The Holding Company is Noncomplex and not High Risk - Category | [Click&type]
The Holding Company is Complex or somewhat Higher Risk - Category |1 [Click&type]

Summarize the basis for your conclusion in your workpapers.

Examiner’'s Summary, Recommendations, and Comments

[Click & type]

Exam Date;
Prepared By:
Reviewed By:
Docket #:
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SECTION: Abbreviated Holding Company Section 720
Examination Program

Program Guidance: This Abbreviated Holding Company Examination Program should be used to examine
low risk or noncomplex holding company enterprises. Also, be sure to consider the unique characteristics of
the specialized holding company structures discussed in Section 900. Y ou should complete only those
sections of the program that the EIC deems necessary to evaluate each CORE examination area and to
support the overall examination conclusions. Y ou may consult the full CORE Holding Company
Examination Program (Section 730) for more detailed steps for each procedure.

C — Capital

Examination Objectives

Determine the holding company’ s financial resources and assess its current and prospective
effect on the subsidiary thrift.

Evauate the holding company’ s level of debt and capital structure.

Examination Procedures

WKkp. Ref.

1. Assessthe holding company’s ability to service its outstanding debt and the degree the

thrift isrelied upon to upstream funds to service the debt. Determine whether double

leveraging is occurring, and to what extent.

[Click&type] [Click&type]
2. Assessthe holding company’ s consolidated capital structure. Consider the quantity and

composition of capital. Does the holding company have enough capital to protect the

subsidiary thrift from risky activities or adverse events within the holding company en-

terprise?

[Click&type] [Click&type]
3. Consider the effect of the company’s dividend practices on its capital condition.

[Click&type] [Click&type]

Exam Date;
Prepared By:
Reviewed By:
Docket #:
700 — Holding Company Programs Page 1 of 5




SECTION: Abbreviated Holding Company Section 720
Examination Program
Wkp. Ref.

For affiliates that are regulated by another state or federal agency, determineif there are
any agreements or conditions imposed that would require the holding company to devote
financial resources (such as capital contributions) to that entity. If such an agreement
exists, determine the extent to which it could ultimately have an adverse impact on the
subsidiary thrift.

[Click&type]

O — Organization Structure

Examination Objectives

Analyze ownership and control.

Determine if there is evidence that the holding company structure is designed to circumvent
OTS policies.

Identify activities of the holding company and its noninsured subsidiaries to determine
permissibility.

Assess what risks the activities of the holding company and its other affiliates pose to the

thrift.

5.

700 — Holding Company Programs

Analyze changes in the holding company’ s organizational structure since acquisition or
the previous examination. Obtain or prepare an organizational chart that identifies all
holding company tiers and other affiliates of the thrift.

[Click&type]

Determine whether any individual or entity —directly, indirectly, or by acting in concert
— has acquired control.

[Click&type]

Evaluate the risk that the activities of the holding company or other affiliates pose to the
subsidiary thrift.

[Click&type]

Exam Date:

[Click&type]

[Click&type]

[Click&type]

[Click&type]

Prepared By:
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SECTION: Abbreviated Holding Company Section 720
Examination Program

WKp. Ref.

R — Relationship
Examination Objectives
Assess the influence of the board of directors and management on the thrift.
Consider how integrated the thrift isin the holding company enterprise.
Consider the independence of the boards of directors of the thrift, holding company and other
affiliates.
Determine if intercompany transactions are appropriate.
Examination Procedures
8.  Assesstheinfluence of the board of directors and management on the thrift. Consider

the independence of the boards of directors of the thrift, holding company and other af-

filiates. Do any relationships appear to create a conflict of interest or usurpation of cor-

porate opportunity?

[Click&type] [Click&type]
9. Review management’ s written strategic goals and objectives. Evaluate whether the or-

ganization’ s goals have changed, and, if so, assess how they affect the risk-profile and

financia condition of the company.

[Click&type] [Click&type]
10. Assessthe adequacy of internal controls, books, records and systems to ensure that the

thrift maintains separate corporate identity.

[Click&type] [Click&type]

Exam Date;
Prepared By:
Reviewed By:
Docket #:
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SECTION: Abbreviated Holding Company Section 720
Examination Program
Wkp. Ref.

11.

12.

13.

14.

700 — Holding Company Programs

Determine the extent to which the operations of the thrift are integrated with the holding
company and other affiliates. Assess the risks posed by integrated systems, common
risk management practices, central decision making, joint marketing and delivery sys-
tems, linked market reputation, and the significance of the thrift within the structure.
Evaluate whether the thrift can be insulated from adverse events within the holding
company structure and carved out as a stand-alone operating entity.

[Click&type]

Analyze the tax-sharing agreement and policies, tax payments paid by the subsidiary
association to the holding company, and the income tax accounting and settlement prac-
tices where the thrift does not file a separate tax return.

[Click&type]

Identify and assess the direct and indirect impact on the thrift of any significant inter-
company or insider transactions such as asset purchases/sales, contracts for services,
loans, or guarantees. If the transactions were conducted with the thrift, ensure that they
were properly identified in the thrift’s books and records and reviewed for compliance
with the affiliate transaction regulations (12 CFR 563.41 and 563.42).

[Click&type]

Verify compliance with statutory and regulatory requirements.

[Click&type]

Exam Date:

[Click&type]

[Click&type]

[Click&type]

[Click&type]

Prepared By:
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SECTION: Abbreviated Holding Company Section 720
Examination Program

WKp. Ref.

E — Earnings and Liquidity
Examination Objectives
Assess the trends of the holding company’ s earnings and cash flows.
Determine if the holding company’ s earnings and cash flow trends may lead it to require the
thrift to provide funds through dividends or other means.
Examination Procedures
15. Review the holding company’s financial statements, consolidated audit, management

representation letter, and SEC filings. Identify financial trends, discussions of signifi-

cant accounting practices and any material weaknesses identified in the most recent in-

dependent audit report, prior examination reports of OTS or any other regulator.

Determine the relative strength of subsidiariesto holding company profitability and bal-

ance sheet strength.

[Click&type] [Click&type]
16. Identify any changes to the bond ratings of the holding company or significant affiliates.

Assess the causes for any changes.

[Click&type] [Click&type]

Examiner’'s Summary, Recommendations, and Comments

[Click&type]

Exam Date;
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SECTION: CORE Holding Company Examination Program Section 730

Program Guidance: This CORE Holding Company Program should be used to examine high risk or
complex holding company enterprises. Also, be sure to consider the unique characteristics of the specialized
holding company structures discussed in Section 900. This Program may also be used to supplement the
Abbreviated Holding Company Examination Program (Section 720). Y ou should complete only those
sections of the program that the EIC deems necessary to evaluate each CORE examination area and to

support the overall examination conclusions.
C — Capital

Examination Objectives

Determine the holding company’ s financial resources and assess its current and prospective
effect on the subsidiary thrift.

Evaluate the holding company’ s level of debt and capital structure.

Examination Procedures

1. Assessthe holding company’s ability to service its outstanding debt and the degree the
thrift isrelied upon to upstream funds to service the debt. Determine whether double
leveraging is occurring, and to what extent.

Determine if the level of consolidated debt isincreasing and if interest expenseis
asignificant portion of recurring income.

Calculate the ratio of consolidated holding company debt to consolidated
tangible capital. (For holding companies with significant nonthrift operations,
particularly in industries with large investmentsin fixed assets, calculate the
debt-to-total asset ratio.)

Calculate the holding company’ s leverage ratio.

Compute the debt-to-equity ratio on a market value and book value basis to assess
the market perception of the company.

Consider if the holding company isinvesting in leveraged instruments such as
futures and options that can require volatile cash needs.

Determine to what degree the holding company has retained recourse (explicit or
implicit) related to off-balance sheet funding activities such as asset
securitizations.

Exam Date:

WKkp. Ref.

Prepared By:

Reviewed By:
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SECTION: CORE Holding Company Examination Program Section 730

Wkp. Ref.

Consider whether the holding company is committed to investments with material
cash needs, such as major construction projects and other capital intensive
business activities.

[Click&type] [Click&type]

2. Assessthe holding company’s consolidated capital structure. Consider the quantity and
composition of capital. Does the holding company have enough capital to adequately
protect the subsidiary thrift from risky activities or adverse events within the holding
company enterprise? Consider the overall risk profile and all risk factors, including
credit, market, operational, and legal risks.

Determine if the holding company’ s capital position has deteriorated since the last
examination. If so, cite the reasons.

Analyze whether the holding company has significantly restructured its as-
set/liability portfolio or made significant acquisitions or divestitures.

Review the composition of consolidated capital. How would capital be affected if
thrift capital conventions, bank holding company capital conventions, or the
capital conventions of other functional regulators are applied?

Consider the extent to which the holding company uses debt-like instruments such
astrust preferred stock for financing. Determine if management developed a
sound plan for investing the proceeds of any such financing activities. Determine
how interest or dividend obligations are financed, specifically, if the thrift isrelied
upon, in whole or in part, to service such aobligations?

Review the holding company’s capital plans. Consider the effect of future
transactions and major acquisitions on capital. Assessthe holding company’s
access to capital markets.

In cases where capital is considered inadequate, discuss with management any
plans to access the capital markets or otherwise augment capital.

[Click&type] [Click&type]

3. Consider the effect of the company’ s dividend practices on its capital condition.

Identify situations where the company or thrift must borrow funds or sell assetsto
maintain dividend payments.

Calculate the holding company’ s dividend payout to earnings ratio and determine
if it is consistent with the business plan.

Exam Date;
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SECTION: CORE Holding Company Examination Program Section 730

WKkp. Ref.
Compare the dividend payout ratios, net income, and asset size of significant af-
filiates to assess rel ative contributions.
[Click&type] [Click&type]
4, For affiliates that are regulated by another state or federal agency, determineif there are
any agreements or conditions imposed that would require the holding company to devote
financial resources (such as capital contributions) to that entity. If such an agreement
exists, determine the extent to which it could ultimately have an adverse impact on the
subsidiary thrift.
[Click&type] [Click&type]

O — Organizational Structure

Examination Objectives
Analyze ownership and control.

Determine if there is evidence that the holding company structure is designed to circumvent
OTSpolicies.

Identify activities of the holding company and its noninsured subsidiaries to determine
permissibility.

Assess what risks the activities of the holding company and its other affiliates pose to the
thrift.

Examination Procedures

5. Analyze changesin the holding company enterprise since acquisition or the previous
examination.

Compare the current organization chart with one at the time of acquisition or the previ-
ous examination.

Review organizational data provided by any other regulatory agency.

Identify all tiers of the holding company. Ensure that the OTS holding company
database accurately reflects the current structure.

Exam Date;
Prepared By:
Reviewed By:
Docket #:
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SECTION: CORE Holding Company Examination Program Section 730

WKkp. Ref.
Determine if the holding company has acquired, formed, divested, or transferred
any subsidiaries or significant portion of its consolidated assets.
[Click&type] [Click&type]
6. Determine whether any individual or entity - directly, indirectly, or by acting in concert -
has acquired control.
Review alist of al significant shareholders to determine the number of shares
owned and percentage of outstanding stock held. (Significant stockholdersinclude
any person or entity that owns ten percent or more of stock either individually or
acting in concert.)
Determine whether any changes in ownership have occurred since acquisition or
previous examination.
Determine whether the holding company repurchased a significant amount of its
stock or if any new issuances of capital stock, capital notes, or subordinated
debentures occurred.
Consider exemptions contained in Section 10(a) of the Home Owners' Loan Act
and 12 CFR Section 574.3.
[Click&type] [Click&type]
7. Review the activities of the holding company and other affiliates.
Evaluate the risk that the activities of the holding company or other affiliates pose
to the thrift.
Ensure that the holding company is hot engaged in any acts or acquisitions
prohibited by 12 CFR 584.4 or 584.9 regarding ownership interestsin
nonaffiliated companies or control of mutual thrifts, respectively.
[Click&type] [Click&type]

R — Relationship

Examination Objectives
Assess the influence of the board of directors and management on the thrift.

Consider how integrated the thrift isin the holding company enterprise.

Exam Date;
Prepared By:
Reviewed By:
Docket #:
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SECTION: CORE Holding Company Examination Program Section 730

Consider the independence of the boards of directors of the thrift, holding company and other
affiliates.

Determineif intercompany and insider transactions are appropriate.

Examination Procedures

8.  Assesstheinfluence of the board of directors and management on the thrift. Consider
the independence of the boards of directors of the thrift, holding company, and other
affiliates. Determine whether any of the relationships appear to create a conflict of in-
terest or usurpation of corporate opportunity.

Identify the principal decision makers of the holding company, including major
shareholders. Does the holding company share common officers with the thrift?
If s0, expand your review in the thrift examination to ensure they are fulfilling
their fiduciary roleto the thrift.

Does the holding company have policies and procedures regarding conflicts of
interest and intercompany and insider transactions. Evaluate whether such
policies are adequate to protect the interests of the thrift and are being followed.

Determine the thrift’ s line of reporting to the holding company.
[Click&type]

9. Review management’ s written strategic goals and objectives. Evaluate whether the or-
ganization's goals have changed, and, if so, assess how they affect the risk-profile and
financia condition of the company.

[Click&type]

10. Assessthe adequacy of internal controls, books, records and systems to ensure that
the thrift maintains separate corporate identity.

Determine whether the financial statements are complete, consistent, and accurate.
Consider the materiality of the thrift to the overall corporate structure and the
scope of the independent audit. Resolve any discrepancies.

Functionally Regulated-Determine if any discrepancies are due to different forms
of regulatory accounting practices.

Identify who performs the audit of the holding company and the thrift and whether
there has been a change in auditing firms and the reason for such change.

Identify who performs the internal audit work for the holding company and
determine whether independence reguirements have been met.

Exam Date:

Wkp. Ref.

[Click&type]

[Click&type]

Prepared By:

Reviewed By:
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SECTION: CORE Holding Company Examination Program Section 730

Wkp. Ref.

Determine the effect of accounting changes to the financial recordkeeping and
reporting processes.

Review the audit committee minutes and any correspondence between the holding
company and the independent auditor to identify financial recordkeeping
deficiencies disclosed to the directors.

Identify any recommendations, criticisms, or comments related to financial
recordkeeping and reporting in the most recent independent audit report and prior
examination reports of OTS and any other regulatory agency.

[Click&type] [Click&type]

11. Determine the extent to which the operations of the thrift are integrated with the holding
company and other affiliates.

Assess the risk posed by integrated systems, common risk management practices,
central decision making, joint marketing and delivery systems, linked market
reputation, size of the thrift in relation to the holding company, and common
controls.

Assess the risk posed by the thrift’s public identity being linked with the holding
company. In particular, review the Management Representation letter, or an
attached attorney’ s letter, to the external auditor detailing pending or threatened
litigation that could harm the holding company, and pose reputational risks for the
thrift.

Evaluate whether the thrift can be insulated from adverse events within the
holding company structure and carved out as a stand-al one operating entity, if
necessary. Ensure that separate corporate identity is maintained.

Review policies and procedures concerning the operation of the association.

Review any plansfor the thrift.
[Click&type] [Click&type]

12.  Identify and assess the direct and indirect impact on the thrift of any significant inter-
company or insider transactions such as loans, guarantees, asset purchases/sales or ser-
vice contracts. If the transaction iswith the thrift, ensure that it is properly reflected in
the thrift’s books and records and reviewed for compliance with the affiliate transaction
regulations (12 CFR 563.41 and 563.42).

[Click&type] [Click&type]

Exam Date;
Prepared By:
Reviewed By:
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SECTION: CORE Holding Company Examination Program Section 730

13. Analyze the tax-sharing agreement and policies, tax payments paid by the thrift to the
holding company, and the income tax accounting and settlement practices where the
thrift does not file a separate tax return.

Determine whether the agreement conforms to the OTS poalicy, particularly with
regard to timing, amount, refunds, and treatment of deferred taxes.

Determine whether the agreement is governing the current practices of the
consolidated group.

Determine that taxes collected by the parent holding company from the thrift are
not in excess of the amount that the thrift would have paid if it had filed a separate
return.

Determine that tax payments made by the thrift do not significantly precede the
time that a consolidated estimated tax liability would be due and payable by the
holding company to the taxing authorities.

Determine that the amount and timing of payment of taxes and receipt of refunds
by the thrift is no less favorable to the thrift than if it had filed separate returns or
made separate estimated payments to the taxing authority.

Determine that the deferred tax accounts of the thrift are maintained on its own
books and are not transferred to the books of the holding company.

Determine if the Internal Revenue Service (IRS) or other taxing authorities have
assessed any additional tax payments on the consolidated group.

Determine that the holding company has allocated any such additional
assessments in accordance with the tax-sharing agreement.

If there is a conflict between the tax sharing policies of OTS and the policies of
another regulatory agency, contact regional management.

Analyze the income tax accounting and settlement practices where the thrift does
not file a separate tax return.

Review consolidating schedules supporting financial reporting and determine the
reasonabl eness of income tax expense (benefit) to the thrift compared with other
members of the group. Timing differences between book income and taxable
income may affect the analysis.

Determine if any IRS examinations are ongoing and whether any material
additional tax obligations are anticipated as a result.

Determine if there are outstanding refunds from amended or net operating loss
carrybacks that should be alocated to the thrift, or filings of questionable

Exam Date:

Prepared By:

Reviewed By:
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SECTION: CORE Holding Company Examination Program Section 730

WKp. Ref.
recoverability (from the holding company) that could result in chargebacks to the
thrift.
[Click&type] [Click&type]
14. Verify compliance with statutory and regulatory requirements.
[Click&type] [Click&type]
E — Earnings
Examination Objectives
Assess the trends of the holding company’ s earnings and cash flows.
Determine if the holding company’ s earnings and cash flow trends may lead it to require the
thrift to provide funds through dividends or other means.
Examination Procedures
15. Review the holding company’s financial statements, consolidated audit, management
representation letter, and SEC filings. Identify financial trends, discussions of significant
accounting practices and any material weaknesses identified in the most recent inde-
pendent audit report, prior examination reports of OTS or any other regulator.
[Click&type] [Click&type]
16. Determinethe relative strength of subsidiaries to holding company profitability and bal-
ance sheet strength.
Calculate the following ratios to identify financial trends: cash position, current
ratio, operating cash flow, debt ratio and return on equity.
Using trend and peer analysis, evaluate the earnings of the company’ s nonthrift
operations/subsidiaries over the prior three years and determine the causes for
weak or deteriorating performance.
Evaluate the quality of earnings. Determine whether the sources of earnings of
pre-tax income are recurring.
Assess whether the holding company isin ahighly cyclical business.
[Click&type] [Click&type]
Exam Date:
Prepared By:
Reviewed By:
Docket #:
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SECTION: CORE Holding Company Examination Program Section 730

Wkp. Ref.

17. Useexternal information to evaluate holding company’ s financia condition.

Identify any changes to the bond ratings of the holding company or significant
affiliates. Assess the causes for any changes.

Determine stock price. Compute the market value to book value ratio and
price/earningsratio. Compare results to the company’s peers.

[Click&type] [Click&type]

18. Analyze the holding company’s cash flow.

Compare the holding company’ s parent only cash flow from operating and
investing activities to the amount provided by the thrift through dividends.

Determine whether financial flexibility exists from nonthrift sources that would
enable the holding company to service its short-term obligations.

Quantify the amount of cash flow provided to the holding company by the thrift
and determine what the company’ s cash flow position would be without funds
from the thrift.

Compare the amount of interest expense on the parent only borrowingsto the
amount of dividends received from the thrift.

Compute the fixed charge coverage ratio to determine whether the holding
company can meets its contractual obligations from current earnings.

For those companies unable to fully meet cash flow needs from internal resources,
identify the cause and level of the deficit and assess the three year trend.

In cases of worsening or deficit cash flow positions, obtain or prepare a maturity
schedule comparing the levels of resources available to funding requirements over
the short term (up to 90 days), intermediate term (91 days to 1 year), and long term
(over 1 year).

[Click&type] [Click&type]

Exam Date;
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SECTION: Monitoring

Section 800

INTRODUCTION

OTS conducts routine off-site monitoring of hold-
ing companies. The primary purpose of off-site
holding company monitoring is the early identifi-
cation of material concerns or risks that may
adversely impact the thrift. The monitoring proc-
esswill al'so help you:

Identify holding companies that need to be
examined ahead of schedule.

Identify specific areas to review at the next
examination.

Assess compliance with supervisory direc-
tives to correct problems uncovered in prior
examinations.

Evaluate whether the holding company ad-
heres to conditions of approval and business
plans.

Determine whether it is necessary to modify a
holding company’ s rating or risk classifica-
tion category.

Assemble data, information, and analysis to
support examinations.

Monitoring provides you an effective means to
identify and address potential problems, without
being overly intrusive in the day-to-day opera-
tions of the holding company. Nevertheless, you
are encouraged to communicate with the holding
company between examinations.

Ongoing communication enhances our supervi-
sory efforts and keeps usinformed of any changes
in strategic direction or significant transactions
that may adversely impact the thrift. Y ou must
not underestimate the need for ongoing dialogue
with the management of the holding company.
Such communication becomes particularly impor-
tant when it comes to holding companiesinvolved
in industries that are either highly cyclical or rap-
idly evolving.

Periodic face-to-face meetings are appropriate for
holding companies categorized as high risk or
complex (Category Il). Such meetings enable you

to have the benefit of more up-to-date information
about major businessinitiatives.

PRIORITIZING AND SCOPING
MONITORING REVIEWS

Y ou have broad discretion in determining the pri-
ority and scope of each monitoring review.
Regional monitoring reviews should be risk-
focused. ldeally, you should complete holding
company monitoring in conjunction with thrift
monitoring to ensure a complete under standing of
the relationships and inter dependence between
the parent and its thrift subsidiary.

Prioritizing Monitoring Reviews

In prioritizing the monitoring of the holding com-
panies in your caseload, you should consider:

The holding company’ s relationship with the
thrift and any potential burden that it places
on the thrift (for example dividends, tax or
expense payments).

Any significant deterioration in the financial
condition or performance of the holding com-
pany that may adversely impact the thrift.

The significance of the thrift in the consoli-
dated holding company organization.

The holding company risk classification cate-
gory.

The holding company enterprise’s composite
rating and CORE component ratings, when
available.

Examination ratings assigned or concerns
noted with regard to the subsidiary thrift.

The asset size of both the holding company
and the subsidiary thrift.

Any significant events such as a proposed
merger or acquisition.
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SECTION: Monitoring

Section 800

For shell holding companies that have no debt,
your monitoring activities should focus on the
thrift condition/performance and any intercom-
pany transactions or payments. For complex and
diversified holding companies and shell holding
company with outstanding debt, your review must
address any significant deterioration in the finan-
cial condition or performance of the holding
company that may result in an adverse impact on
the thrift. By giving you an indication of the
level of diversification and leverage, the follow-
ing ratios may assist you in prioritizing your
monitoring reviews.

L evel of Diversification:

Holding Company Assets
Thrift Assets

Thisratio will be higher for holding companies
that have more holdings in nonthrift operations or
investments. A ratio of 100% indicates that the
holding company has no other assets besides the
thrift (for example, a shell holding company),
whereas aratio of 200% would indicate that the
thrift’s assets represent one half of the holding
company’s consolidated assets. Higher ratiosin-
dicate a greater diversification from thrift assets
and, perhaps, a more complex holding company
structure.

Holding Company Net Income
Thrift Net Income

A ratio of 100% indicates that the holding com-
pany may have no other source of income besides
the thrift. A ratio of greater than 100% indicates
that the holding company has income from
nonthrift sources (the higher the ratio, the more
income from nonthrift sources). Conversely, ara
tio of less than 100% indicates that the holding
company’s nonthrift operations are experiencing
net losses (the lower the ratio, the greater the
level of nonthrift losses).

Capital Evaluation:

Total Capital Ratio

Holding Company Total Capital
Holding Company Total Assets

Thisratio will provide you with an indication of
the overall leverage within the consolidated or-
ganization. A negative or low total capital ratio
would generally indicate that the holding com-
pany has limited capital resources. Y ou should
consider the composition of total capital when
evaluating the adequacy of holding company capi-
tal. Holding companiesthat have significant
balances of intangible assets or other volatile as-
sets relative to capital may not have the same
capital stability as one with a comparable total
capital ratio and little or no intangible assets. In-
tangible assets can include goodwill, core deposit
intangibles, mortgage servicing rights and other
intangible assets. Y ou should consider the char-
acteristics of these assets, particularly where the
assets generate predicable cash flows that can be
relied upon to fund operations.

Tangible Capital Ratio

Holding Company Total Capital —Holding
Company Intangible Assets
Holding Company Total Assets— Holding
Company Intangible Assets

This ratio provides you with another measure of
the leverage in the consolidated organization. A
low or negative tangible capital ratio may indicate
that the holding company has limited capital re-
sources, however, some intangible assets generate
cash flows that could support operational funding.
For example, GAAP characterizes mortgage-
servicing assets as intangible assets, therefore,
you should consider the impact of this component
in entities with significant mortgage banking
operations.

The tangible capital ratio should not be confused
with the regulatory capital requirementsimposed
by the Federal Reserve Board on bank holding
companies. OTS evaluates the adequacy of a
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holding company’ s capital on a case-by-case ba-
sis, and tangible capital is one consideration (see
Section 300).

Y ou should also consider that deferred policy ac-
quisition costs (DPAC) are currently reported on
TFR line HC510 with intangible assets. You
should closely evaluate the composition of
HC510 to understand the strength of the holding
company capital structure.

Intangible Assets DPAC Ratio:

Intangible Assets and DPAC
Total Capital

Thisratio will assist you in evaluating the compo-
sition of total capital. When the amount of
intangible assets or DPAC represent alarge per-
centage of total capital, you should evaluate the
attributes of these assets to determine whether the
assets provide financial benefits to support opera
tions.

Double Leverage Ratio

Thrift $ Equity
Holding Company $ Equity

This ratio can provide you with an indication of
double leverage in the consolidated organization,
however, theratio is generally ineffective in iden-
tifying double leverage in holding company
organizations that have other nonthrift subsidiar-
ies. A higher double leverage ratio could indicate
more significant holding company reliance on
debt to fund its equity investmentsin the thrift.
Generally, the more double leverage in the con-
solidated organization, the larger the holding
company’s cash flow demands will be to service
interest payments and debt retirements. In a shell
holding company, high double leverage may
cause the holding company to seek significant
capital distributions or other cash payments from
the thrift.

Dividend Payout Ratio

Thrift Cash Dividends to Holding Company
Thrift Net Income

Dividends paid to the holding company may di-
minish the thrift’ s ability to augment capital and
support the thrift’ srisk profile. Thriftsthat have
higher dividend payout ratios may be less capable
of supporting their own risk profile from inter-
nally generated funds. Y ou should closely
evaluate the organization’s capital management
practices in situations where the thrift distributes
asignificant share of its net income to the holding
company, particularly when the thrift net income
represents the major source of the holding com-
pany’s consolidated net income.

Scope of Monitoring Reviews

The scope of your review should be broad enough
to obtain an understanding of the following three
broad areas:

An overview of the holding company, includ-
ing its organizational structure, primary
activities and business plans.

The holding company’s relationship with the
thrift, especialy its dependence on the thrift
or the thrift’' s dependence on the holding
company.

The holding company’ s financial condition
and performance.

There are avariety of information sources that
can help you monitor these three areas. Thesein-
formational sources include:

Thrift Financial Report (TFR) Holding Com-
pany Schedule (Schedule HC), other TFR
schedules, and relevant peer or trend ratios;

Company or competitor press rel eases;

Filings with the Securities and Exchange
Commission (SEC);

Equity and debt market or company analysis;
Stock price/market data;

Shareholder reports;

H (b)—11 Annual/Current Report;
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Annual audit reports;
Holding company examination reports;
Subsidiary thrift examination report(s);

Input from both the thrift and holding com-
pany EICs,

Application approval orders and conditions;
Pending application materials;
Consumer complaints;

Data supplied by other regulators, including
examination reports;

Thrift, holding company and other affiliate
websites; and

Industry websites.

Asyou conduct your routine monitoring, you
should, at a minimum:

Analyze the quarterly Schedule HC and ratio
reports available on OTS national systems.

Review periodic reports such asthe An-
nual/Current H-(b)11 Reports, annual audit
reports, SEC filings, as well as other informa-
tion provided by a holding company’s
functional regulator.

Review industry or publicly available infor-
mation, including equity and credit analysis.

Monitor compliance with major application
approval conditions.

Analyzing Schedule HC and Internally Gener -
ated Reports. Schedule HC isfiled quarterly by
the subsidiary thrift. For most holding company
enterprises, there is one holding company desig-
nated to provide thisfinancial information. In
some cases, where more than one distinct owner-
ship path exists, there may be more than one
designated filer. Asyou analyze thisinformation,
you should test the accuracy of the financial data
reported. 1n addition, you must realize that even
though the information is provided on a consoli-
dated basis for the designated filer, there may be

upper tier holding companies that are not re-
flected inthe data. Therefore, you may want to
coordinate your review of Schedule HC with your
review of the holding company’s comprehensive
audited financial statements. These statements
are usually filed as an attachment to the An-
nual/Current H-(b)11 Report.

The collection of the limited data on Schedule HC
can provide an indication of the holding com-
pany’sfinancial condition and useful trend
information. As noted above, the holding com-
pany data and ratios generated from Schedule HC
are most effective for holding companies with
limited activities beyond the thrift investment.
The ratios produced from Schedule HC for more
diversified holding company structures are often
less effective at providing clear indications of
risk. For more diversified holding companies,
your monitoring efforts should focus on analyzing
SEC filings or other comprehensive financials
provided in the H-(b)11 filing, and other publicly
available financia information or analysis.

Asyou analyze Schedule HC, you should review
the Evaluating Capital on a Case-By-Case Basis
discussion in Section 300, Capital and the Ratio
Analysis discussion in Section 600, Earnings. In
these discussions, we describe ratios that can be
used to analyze and spot trends regarding the
holding company or consolidated group’s capital
adequacy, leveraging, earnings, liquidity, cash
flow and reliance on subsidiary dividends. They
can also be used to evaluate various financia as-
pects of the holding company enterprise’s
relationship with the thrift.

Please note, however, the ratios outlined in Sec-
tions 300 and 600 are only indicators that closer
scrutiny is warranted; they should not automati-
cally be assumed asindicative of a problem.

Periodic Reports. Holding companies must file
periodic reports as defined by OTS. Current OTS
regquirements for periodic reports are outlined in
the instructions to form H-(b)11 Annual/Current
Report. This report must be filed by holding
companies within 90 days of their fiscal year end.
In addition, quarterly updates must be filed within
45 days of the end of each quarter during which
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there has been a material change in any of the in-
formation reported. If no changes have occurred,
the holding company must file a statement certify-
ing such.

The H-(b)11 providesimportant data on:

The corporate structure

The relationship with the thrift
Dividends from the thrift
Intercompany tax sharing

Debt/securities

The holding company also files audited financial
statements and copies of its SEC filings under
cover of the H-(b)11.

Industry/Publicly-Available I nformation. As
companies get larger and more complex, we can-
not rely exclusively upon our own systems.
Therefore, your offsite monitoring must also
make effective use of market information, includ-
ing analyst and rating agency reports, press
reports and stock price and volume movements.
These types of public information will help you
identify issues to discuss with management. For
holding companies with:

Banking astheir primary business, see
www.fitchratings.com (FITCH IBCA, DUFF
& PHELPS).

Insurance as their primary business, see
www.ambest.com (AM BEST).

Diversified activities, see
www.standardpoor.com (STANDARD &
POORS). The Forum section includes “ Rat-
ings Commentary” on industries including
Financial Institutions and Insurance. In addi-
tion, the “Ratings Actions’ section includes
ratings news.

In enterprises that have another primary regulator,
you should leverage off of the other regulator’s
information and resources. In particular, you
should review any examination reports, and any

financial reports that the enterprise submitted.
For further information on reviewing enterprises
with functionally regulated entities, see the func-
tional regulation discussion in Section 200,
Administration.

Monitoring of Major Application Approval
Conditions. OTS approves applications subject
to the applicant thrifts and/or holding companies
agreeing to maintain compliance with application
approval conditions. Major applications will gen-
erally include those applications that are likely to
substantially increase the risk profile of the thrift
or holding company; involve novel or complex
transactions; or that propose a significant shift in
business strategy. All complex holding company
and de novo applications are considered major
applications.

Each OTS Region is responsible for monitoring
and documenting athrift or holding company’s
compliance with:

All written application approval conditions.

Any other written representations made to
OTS either in the application or during the
application process which were important
considerations in the approval of the applica
tion, but which were not memoriaizedin a
condition. These include issues requiring fol-
low-up that may be found in departmental
clearance memos or the supervision digest.

Business plan projections. Thisincludes per-
forming a quarterly review of the thrift or
holding company’ s adherence to the financial
projections furnished by the applicant and ac-
cepted by theregion. Thisreview should
assess both the volume and type of business
activitiesin order to evaluate the riskiness of
actual versus proposed operations.

If the thrift or holding company is not in material
compliance with asignificant approval condition
or application issue, or if there are material vari-
ances from its business plan projections, areas of
noncompliance must be identified and routed
through the supervisory chain to the attention of
the Regional Director. Supervisory corrective ac-
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tion will be implemented based upon regional
evaluation of the severity of the noncompliance.

The monitoring regquirements for major applica
tions sunsets three years from the later of: (i) the
date of approval of the application; (ii) the date of
commencement of operations for de novos; or,
(iii) the date of the Regional Director's approval
of any major revision of the business plan.

MONITORING DOCUMENTATION

Y ou should document your quarterly HC monitor-
ing findings for any areas where you identify
significant financial deterioration or supervisory
concerns. Y our review comments should be pre-
sented in asimple bullet point, exception-based,
format. For each area of significant deterioration
or concern, you should:

Explain the cause and impact of the deteriora-
tion or concern; and

Detail any planned corrective actions or nec-
essary supervisory follow-up.

If your analysis does not reveal any significant de-
terioration in the financial condition or
performance of the holding company, and does
not reveal any new information that would be a
cause for supervisory concern or supervisory ac-
tion, asingle sentence indicating such findings
will suffice.
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INTRODUCTION

Section 10(I) of the Home Owners’ Loan Act
(HOLA), permits a state savings bank (or a coop-
erative bank) to elect to be treated as a savings
association for purposes of regulating its holding
company. The only requirement that a state sav-
ings bank or cooperative bank must satisfy in
order to make this election isthat it must be a
qualified thrift lender.* By making such an elec-
tion, the holding company isregulated by OTS as
asavings and loan holding company for purposes
of Section 10 of HOLA, rather than as a bank
holding company.

Insured subsidiary state savings banks are primar-
ily regulated by the FDIC and the state. However,
being deemed a “ savings association” for pur-
poses of Section 10 of HOLA resultsin not only
OTS regulation of the holding company, but also
OTS regulation of certain requirements that apply
directly to the insured subsidiary institution. For
example, Section 10(d) subjects the insured sub-
sidiary institution to transactions with affiliate
restrictions (as implemented by OTS at 12 CFR
Sections 563.41 and 563.42). In addition, Section
10(f) (asimplemented by 12 CFR 563.140, Sub-
part E) requires the subsidiary insured institution
to file advance notices of dividend declarations
with the OTS.

OTS will need to coordinate with both the char-
tering authority(state) and insurer(FDIC).

OTS PHILOSPHY IN REGULATING 10(L)
HOLDING COMPANIES

Although it is clear that OTS has the authority to
examine 10(1) holding companies, this can present
achallenge because OTS does not directly super-

1 A company that controls a state savings bank or cooperative
bank seeking to take the 10(1) election that is not already a
registered savings and loan holding company must also file
an H-(e) Acquisition Application and receive OTS approval
to become a savings and loan holding company. As part of
that application process, the OTS reviews the financial and
managerial resources, as well as the future prospects, of the
proposed holding company and the insured subsidiary institu-
tion.

vise the insured subsidiary institution. Our hold-
ing company examination approach is designed to
assess the holding company enterprise’ s effect on
the insured institution. This examination process
may initially seem awkward, but has proven ef-
fective when closely coordinated with the FDIC
and State examination of the subsidiary savings
bank. By comparison, the Federal Reserve Banks
also examine bank holding companies that own
national banks, state nonmember banks, or sav-
ings associations that they do not regulate
directly.

In order to accomplish the examination objec-
tives, you will have to work closely with the
depository institution regulators to assess the ef-
fect of the holding company’ s operations on the
insured subsidiary ingtitution. It is generally best
to conduct the holding company examination in
conjunction with the examination of the insured
subsidiary institution. Whether you conduct the
examination concurrently or not, you must estab-
lish and maintain open communication channels
with the other regulators. The importance of such
communication, from scheduling to examination
findings, will be made clear in this Section.

SCHEDULING AND SCOPING THE 10(L)
EXAMINATION

Because our databases do not contain information
on the insured subsidiary institution, the default
holding company examination due date is based
on an annual cycle. This due date should serve as
only agenera guide and reminder to coordinate
the scheduling and scope of the holding company
examination with the examination of the insured
subsidiary institution.

In setting the scope, you should contact thein-
sured subsidiary ingtitution’s regulators and
inquire whether they have any special concerns
with the holding company relationship. You
should address any such concernsin the course of
your examination of the holding company. Asa
means to familiarize yourself with the subsidiary
insured institution, you should also:
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Obtain and review the latest examination re-
ports of the subsidiary.

Review financial information available on the
FDIC website.

Obtain financial statements and monitoring
reports used by holding company manage-
ment to oversee their investment in the
insured subsidiary institution.

Asyou review the books and records of the hold-
ing company, you should not only review the
areas of concern specifically noted by the regula-
tors, but also watch for red flags that would raise
concerns if the subsidiary were directly regulated
by OTS. Thisincludes high risk activities en-
gaged in by the holding company or other
affiliates that could adversely affect the insured
institution. Y ou should bring all concerns that
may affect the insured subsidiary institution to the
attention of the state and federal regulators.

Aswith any other holding company examination,
you should start with the Administrative Program
Section 710 to identify the holding company’s
risk classification. Y ou then use the Abbreviated
Holding Company Examination Program Section
720 for low risk holding company enterprises
(Category 1), recognizing that you may need to
consult the CORE Holding Company Examina-
tion Program Section 730 to address specific
areas of risk. Y ou should use the CORE Holding
Company Examination Program Section 730 for
al higher risk or complex holding companies

(Category I1).

Y ou should review al four of the CORE technical
areas of aholding company examination: Capital,
Organizational Structure, Relationship and Earn-
ings.

Capital

Asdiscussed in Section 300, OTS does not uni-
formly impose either consolidated or
unconsolidated numerical regulatory capital re-
guirements on holding companies. An institution
may view this as a benefit of OTS regulation, and,
therefore, may elect 10(1) statusto avoid standard-

ized application of anumerical capital
reguirement on its holding company.

OTS expects dl thrift holding companies to have
aprudent level of capital based on their risk pro-
file. Thisholdstrue for 10(1) holding companies.
Y ou should evaluate the 10(1) holding company's
capital position to determine its effect on the in-
sured subsidiary ingtitution. As part of that
analysis, you should determine whether or not the
10(1) holding company's capital position has dete-
riorated since the last examination, and whether
or not significant asset/liability restructuring, ac-
quisitions, or divestitures have occurred that may
negatively affect the financial or managerial rela
tionship between the ingtitution and the holding
company.

As aso noted in Section 300, capital provides a
secondary source of financial protection for the
holding company if earnings and cash flow prove
insufficient. During the examination, you should
fully evaluate the capita of the holding company;
especially for companies that are experiencing
cash flow problems, or weak earnings capacity, or
rely on the ingtitution for working capital since
this may result in the institution being pressured
to upstream funds. A 10(I) holding company that
has capital does not necessarily have sufficient
cash flow to meet contractual obligations when
they are due.

In the report of examination, you should discuss
dividends and stock repurchases that occurred
during the review period, as well as those that are
planned. Further, you need to state to what ex-
tent, if at all, the holding company isreliant on
insured institution funds to support the parent’ s
dividend payments or stock repurchases.

Y ou aso need to closely analyze the level of debt
at the holding company. Y ou should investigate
how the holding company has historically ser-
viced its debt, and what factors caused the
holding company to increase its debt level. Does
it assume additional debt to provide for the pay-
ment of dividends? Doesit rely on the insured
subsidiary institution to upstream funds? Y ou
should contact the depository institution’s regula-
tors concerning significant levels or increasesin
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debt at the holding company level that may nega-
tively affect the insured subsidiary institution.

Y ou must also evaluate whether double leverag-
ing is occurring and what risks it may pose.
Double leverage exists when funds obtained by
the holding company from debt proceeds arein-
vested into the institution subsidiary as equity.
Increasing the capital base of the ingtitution al-
lows it to increase its borrowings/leverage as
well, thereby compounding the original holding
company debt and resulting in higher consoli-
dated debt/ leverage. In thissituation, the
institution’s earnings must be sufficient to service
both levels of debt and typically the parent will
rely upon dividends from the insured subsidiary
institution to provide the funding for its debt ser-
vice requirements. If the ingtitution is unable to
maintain earnings to support future dividend
payments, the holding company will be unableto
pay its debt obligations aswell. Inthisregard, it
isimportant to assess the financial strength of the
insured subsidiary ingtitution, as well as the hold-
ing company, to ensure that debt requirements can
be met.

Organizational Structure

In this Section, you will focus on the structure and
activities of the holding company. Y ou will aso
look at the issue of control of the holding com-
pany in order to determineif there have been
changes in the ownership structure and what regu-
latory processes apply. Then you need to analyze
the various activities in which a holding company
may beinvolved. As discussed thoroughly in
Section 400, there is a correlation between how a
holding company is structured and the kind of ac-
tivitiesin which it may engage.

Many of the 10(I) holding companies that we
regulate are holding companies of federal savings
associations that converted to state savings banks.
These entities were familiar with OTS holding
company regulation, or otherwise perceive advan-
tages to being treated as a savings and loan
holding company, and, thus, elected 10(]) status.

Some holding companies may elect 10(1) status
after such a conversion as a means to be able to

engage in broader activities. Such holding com-
panies may qualify as exempt if they continueto
control a savings association that they controlled
on May 4, 1999, and that institution is aqualified
thrift lender (QTL). Further, aninsured institu-
tion must be a qualified thrift lender to elect and
maintain 10(I) status. Accordingly, you must ver-
ify theinstitution’s QTL status at each
examination.

Once the holding company structure and activities
are determined, the review will then focus on
what risks, if any, exist that may affect thein-
sured subsidiary ingtitution. However, consistent
with the current regulatory approach, this assess-
ment should not be limited to current risks that
may be evident, but also to prospective risks. You
need to determine whether there are elementsre-
garding the structure or business interests that
hold potential risks for the institution.

Relationship

This Section addresses the effectiveness of the
holding company’ s board and executive manage-
ment, as well asissues associated with the
interdependence of the insured subsidiary institu-
tion. Y ou should analyze the degree of influence
the holding company has over the institution and
how thisinfluence affects the institution’ s opera
tions.

Specificaly, identify the principal decision mak-
ers of the holding company. Aretheseindividuals
also directly involved in managing the affairs of
the insured institution? Does the holding com-
pany have policies and proceduresin placeto
ensure that the insured ingtitution has a separate
corporate identity, and conflicts of interest are
avoided? Doesthe board of directors provide
adequate oversight of the affairs of the holding
company and its subsidiaries? How actively in-
volved is the holding company in the management
of the institution? Does the organizational struc-
ture of the holding company foster
interdependency risk that could hurt the institu-
tion if the holding company becomes financially
distressed? Y ou should communicate any signifi-
cant concerns about the management of the
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holding company, especially potential conflicts of
interest, to the insured subsidiary’ s regulators.

Assess the risks posed by integrated systems,
common risk management practices, central deci-
sion making, joint marketing and delivery
systems, linked market reputation, size of the in-
gtitution in relation to the holding company, and
common controls.

Moreover, it isimportant that the principles of an
arm'’s length transaction be applied to all transac-
tions between the insured institution and its
affiliates. This approach provides protection for
al theinterestsinvolved. In addition, payments
should be made within a reasonable time of the
rendering of the services. During the examina
tion, you must determine that present practices are
consistent with internal policy. Once you estab-
lish that the fee structure is reasonable and
consistently followed, then determine if thein-
sured subsidiary ingtitution is actually receiving
the services for which it is charged. Thiscan
usually be ascertained by discussing the services
with the EIC of the insured subsidiary institution.

The affiliate transaction regulations apply to the
insured subsidiary ingtitution. Therefore, thein-
sured subsidiary’ s regulators will in al likelihood
review thisarea. > Nevertheless, while you are
conducting your examination of the holding com-
pany, possible transaction with affiliate issues
may arise. Keep in mind that all covered transac-
tions of the insured subsidiary institution must
comply with the affiliate regulations contained in
Federal Reserve Act Sections 23A and 23B and
the additional prohibitions contained in section
11(a)(1) of the HOLA 2

Covered transactions with a single affiliate, may
not exceed 10 percent of abank’s capital and sur-
plus, and transactions with al affiliates may not

2 In addition, OTS may also review these transactions under
statutory authority set forth at Section 10(d) of HOLA (as
implemented by 12 CFR 563.41 and 563.42).

3 Section 11(a)(1) of the HOLA prohibits loans to affiliates
engaged in nonbank holding company activities. It also pro-
hibits purchases and investments in securities issued by
affiliates.

exceed 20 percent of the bank’s capital and sur-
plus. Inaddition, all transactions must be
conducted on market terms. To ensure that the in-
sured institution appropriately reports all
transactions, you should advise the other regula
tors of any transactions that you identify in your
review of the books and records of the holding
company and other affiliates. Thiswould also in-
clude loans or other extensions of credit to
insiders of the holding company subject to Regu-
lation O.

In general, you should help facilitate the other
regulators' review of this area and verify aspects
of affiliate transaction as they are recorded on the
holding company’ s books and records. Further-
more, you should review transactions between
affiliates that are outside the scope of the affiliate
regulations but, nonethel ess, may indirectly im-
pact the subsidiary institution. For example, an
unsecured loan made by the holding company to
another affiliate or insider. While these transac-
tions are not covered by the affiliate regulations,
they do have the potentia to deplete the holding
company’ s financial resources and indirectly af-
fect the subsidiary institution.

Asyou review the relationship of a 10(1) holding
company with itsinsured subsidiary institution,
you must remind yourself that although OTSis
only the primary regulator for the holding com-
pany, you cannot ignore the insured subsidiary
institution. Asreiterated throughout this Hand-
book, the OTS approach to regulating holding
companies considers both the financial condition
and operations of the holding company and the
impact of the holding company on the insured in-
stitution.

Y ou may encounter transactions or restructurings
within the enterprise that do not appear, inde-
pendently, to be in the best interest of the holding
company. Keepin mind that situations do occur
where it is appropriate for risky assets or risky
lines of businessto be transferred from thein-
sured institution or a subsidiary of the insured
institution to the holding company. While ulti-
mately we may prefer, from a supervisory
perspective, that the assets be sold to athird party
or the risky activity discontinued altogether,
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sometimes there may be sound business reasons
for these transactions.

Therefore, just because atransaction is not in the
best interests of the holding company, or does not
improve its consolidated financial condition, does
not automatically mean you should criticize it.
Some transactions may, in fact, be structured to
safeguard the insured institution. Just because
OTS s not the primary regulator for the insured
institution does not mean that we do not consider
its best interests as we would if OTS regulated all
entities within the structure.

Earnings

The key areas to review in the Earnings compo-
nent of the examination are the holding
company’s cash flow, profitability, and exposure
to highly leveraged investments such as futures
contracts. Once again, you should advise the in-
sured subsidiary’ s regul ators of any excessive
debt or liquidity concerns that may affect the in-
sured subsidiary institution.

Additionally you should review the funds the
holding company receives from the institution.
Thisincludes dividend payments, fees for ser-
vices rendered, and payments made under tax
sharing arrangements. Y ou should advise the
ElICs of the other regulators of the funds that the
holding company reports that it receives from the
insured subsidiary ingtitution. In addition, you
should ensure that the insured institution filed the
appropriate dividend notifications with the OTS.*

COMMUNICATING WITH THE PRIMARY
REGULATOR OF THE INSTITUTION

As reiterated throughout this Section, it isimpor-
tant that you coordinate examinations and
communicate with the other regulators of the
10(1)' sinsured subsidiary institution. Open com-
munication sets the stage for information ex-
change and serves two vital purposes:

4 Asa“savings association” controlled by a“savings and
loan holding company,” the insured institution is subject to
Section 10(f) of HOLA (asimplemented by 12 CFR
563.140).

1) It ensuresthat we have the opportunity to ob-
tain the primary regulator’ s perspective and
supervisory concerns with respect to thein-
sured ingtitution or its relationship with the
holding company.

2) It promotes sharing of our supervisory con-
cerns and examination findings and
conclusions.

While the examination report is the appropriate
vehicle to communicate conclusions to the hold-
ing company, it may not necessarily cover
everything that you should communicate with the
other regulators. 'Y our communication with the
insured subsidiary’ s regulators will usualy be
done during concurrent holding company and in-
sured subsidiary institution examinations.
Communication efforts should begin, however,
with the scheduling of the examinations and con-
tinue through finalizing your conclusions with
regard to the 10(I)’ simpact on the insured sub-
sidiary institution.

For ease of reference, the following list summa-
rizes some of the key points you should
communicate:

The timing, scheduling and preliminary scope
of the holding company examination. The
examination should be scheduled, to the ex-
tent possible, concurrently with the
examinations of the lead subsidiary institution
by the other regulators.

The adequacy of the holding company’s con-
solidated capital, and any trends or
deterioration since the last examination.

Significant cash flow or liquidity concerns.

Any significant restructurings, acquisitions,
or divestitures that may affect the institution.

Any dividends or stock repurchases that the
holding company depends on institution funds
to support or are otherwise significant.

Significant levels or increases in consolidated
debt or double leverage, considering how re-
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liant the holding company is on the insured
subsidiary institution to service such debt.

How the insured subsidiary institution fits
within the corporate structure, and how the
holding company’ s goals and objectives or
strategic plans may affect the insured subsidi-
ary institution.

Any activities conducted within the holding
company structure that are high risk or could
otherwise adversely affect the insured sub-
sidiary institution.

Any concerns about the management of the
holding company, especially potential con-
flicts of interest.

Transactions between the holding company or
other affiliates and the insured subsidiary in-
stitution, as well as transactions between
affiliates that may indirectly impact the sub-
sidiary ingtitution. Include funds the holding
company receives from the institution (for ex-
ample, dividends, fees for services rendered,
or payments made under tax sharing arrange-
ments).

Upon completion of your review, you will need to
consult with the other regulators to enable you to
rate the holding company based on its effect on
the insured subsidiary institution. 'Y ou should
complete the holding company examination report
and outline any areas of concern that you and the
other regulators conclude are significant. If cor-
rective action is necessary, you should work
closely with the other regulatorsto formulate a
joint strategy. It may be appropriate to address
concerns at either the insured subsidiary institu-
tion or the holding company, or both
simultaneously. Coordinated enforcement actions
generally ensure that the full attention of both the
holding company and the insured subsidiary insti-
tution are devoted to taking the necessary
corrective action.

Y ou need to be aware that while OTS examina-
tion authority is clear, our ability to conduct
formal investigationsis limited to violations of
Section 10 of HOLA. The other regulators of the
insured subsidiary institution should take the lead
on enforcement or other corrective action required
of the insured subsidiary ingtitution itself or with
regard to its relationship with the holding com-
pany. OTS should take the lead on enforcement
or corrective actions relating to violations of Sec-
tion 10 of HOLA and concerns at the holding
company.
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INTRODUCTION

This Section will help you recognize the unique
issues presented by a mutual holding company
(MHC) structure. An MHC structure is funda-
mentally different from atraditional savings and
loan holding company structure. An MHC struc-
ture combines the elements of a mutual thrift,
which is owned and controlled by its depositors
and, in some cases by its borrowers, with ele-
ments of a stock thrift and holding company.

An MHC isthe result of a conversion of a mutual
institution to become a stock institution. The
MHC becomes the corporate repository of the
mutual members economic and legal interests. It
must own a controlling interest in the newly cre-
ated stock institution, but it may sell up to 49.9%
of the ingtitution’ s voting stock, aswell as any
nonvoting stock, as ameans to raise capital. Even
when there is no issuance of stock to the public,
there is still stock that has been issued to form the
structure.

Not all MHC structures will look the same. In all
cases, the thrift becomes a stock institution.
Some structures will include a mid-tier stock
holdi n(% company between the stock thrift and the
MHC. = Other structures will include only the
stock thrift that is directly owned by the MHC.

By creating the MHC structure in 1987, Congress
provided an alternative to afull conversion from a
mutual to stock form.? It provides a means for the
members to continue to influence and control the
operations of the institution, while also providing
ameansto raise capital. Mutual institutions that
traditionally had little choice but to accumulate
capital through retained earnings can use the

L A mid-tier stock holding company exists between the parent
MHC and the thrift. The majority of sharesin the mid-tier
stock holding company must be issued to the MHC, and the
mid-tier stock holding company must own 100 percent of the
shares of the subsidiary thrift.

2 AnMHC may subsequently decide it wants to pursue afull
conversion. Thislater action also requires OTS approval,
and isreferred to as a second step conversion.

MHC structure to sell minority stock interests. 3
The MHC structure can aso be used as avehicle
to engage in activities under the holding company
umbrella.

The guidance in this Section will help you assess
the risks that the MHC structure poses. Y ou must
consider the combined risk profile, financial
health and stability of the consolidated enterprise,
the influence of minority shareholders and the de-
gree of interdependence between the thrift, amid-
tier stock holding company (if one exists), and the
MHC. Y ou should base your examination con-
clusions on the current and prospective effect the
structure has on the subsidiary thrift.

EXAMINATION COMPONENTS

The MHC form of organization may affect your
examination steps. In addition to the standard ex-
amination procedures used for a stock holding
company, you should evaluate the following
unique areas of concern presented by an MHC.

Capital

As noted in Section 300, OTS does not have a
standardized capital requirement that applies to
al holding companies. Instead, capital is evalu-
ated on a case-by-case basis determining the
amount of capital hecessary to support the risks
within the structure.

Dividend Waivers

To allow more capital to remain at the thrift,
thereby increasing the capital position of the
thrift, an MHC may waiveitsright to receive a
dividend. Needlessto say, this has an impact not
only on the thrift, but also on the level of capital
at the MHC available to support its other activi-
ties. Prior notice must be provided to OTS.

3 While mutual institutions may receive pledged deposits and
issue mutual capital certificates and subordinated debentures,
they rarely use these options.
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Dividend waivers must not be detrimental to the
safety and soundness of the subsidiary thrift.
Dividend waivers also require a board resolution
that the waiver by the MHC is consistent with the
directors fiduciary duty to the mutual members.

The waiver of dividends by the MHC allows for
any dividend declared by the thrift to be distrib-
uted only to the minority shareholders. The
potential for a conflict of interest exists when di-
rectors and officers are deciding whether or not to
waive dividends. If the directors and officers also
hold stock, the financial decisions they make may
personally benefit them. Y ou should determine if
the waiver has unduly enriched the minority
shareholders at the expense of the MHC mem-
bers.

The waiver of dividends may also result in atypi-
cal per shareresults. Earnings per share
calculations are made using all outstanding
shares, both those held by the MHC and the mi-
nority shareholders. On the other hand, dividends
per share calculations are typically made using
only the number of shares that will receive divi-
dend payments. If the MHC waivesitsright to a
dividend, thiswill result in a calculation using
only the number of outstanding minority shares.
For example, assume net income of $20 million,
dividends of $9 million on the 4 million shares
owned by the minority shareholders, and divi-
dends waived on the 6 million shares owned by
the MHC. Earnings per share are $2.00 ($20 mil-
lion /10 million shares). Dividends per share are
$2.25 ($9 million /4 million shares). From these
ratios, it might appear that dividends exceeded net
income ($2.25 per share vs. $2.00 per share),
when in fact dividends were only 45% of net in-
come ($9 million/$20 million).

Organizational Structure

As discussed in Section 400, many thrift holding
companies operate without activity restrictions.
However, all MHCs and their subsidiaries are
subject to activity restrictions.* An MHC may
engage in the same activities as a stock holding

* 12 CFR § 1467a(0)(5).

company subject to activity restrictions’. The
permissible activities for holding companies sub-
ject to activity restrictions are outlined in Section
400.

Relationship

A unique aspect of the MHC structure is the own-
ership of the MHC by the members. This group
may exhibit little interest in the activities that oc-
cur and may not realize their potential for
involvement in the organization. The structure
may operate with asmall group of individuals ex-
ercising exclusive control over the entities within
the structure.

Board Responsibilities

The existence of an MHC, and possibly a mid-tier
stock holding company, adds complexity to the
structure.

The boards of directors of the thrift, mid-tier
holding company (if one exists) and MHC may be
comprised of the same, or mostly the same mem-
bers. However, you should ensure that the boards
of directors of each entity in the structure operate
independently. The boards of each organization
have distinct responsibilities. Each entity must
maintain a separate corporate identity and interre-
|ationships among the companies should not be
detrimental to the institution. MHCs and mid-tier
boards may meet less frequently than thrift boards
because they are typically shell entities. You
should evaluate how effectively each Board oper-
ates in executing its duties and responsibilities.
The interests of one entity in the structure should
not be sacrificed for the benefit of another entity
in the structure.

Y ou should review board minutes to determine if
adequate discussion and analysis of issues occurs
at each level in the structure.

®12 CFR §575.11.
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Minority Shareholders

The addition of minority shareholdersinto atradi-
tional mutual environment may result in change
for the thrift. Minority shareholders, particularly
those elected to the board of directors, may bring
afresh perspective from experiences in other or-
ganizations or industries. This additional
perspective may help the organization to identify
new ideas and enhance the thrift's potential for
long-term growth. Minority shareholders may
also create friction within the organization. A fo-
cus on dividends may result in unreasonable
demands for increased earnings or dividends that
may weaken the capital position of the subsidiary
thrift.

Minority shareholders may call for activities that
increase shareholder value through the sale or
merger of the thrift with another institution. This
may result in the board and management focusing
on trying to appease shareholders rather than fo-
cusing on activitiesin the long-term best interest
of the structure.

An option availableto MHC' s is a second step
conversion. This enables the entity to convert to a
stock structure. OTS requires amajority vote of
minority shareholders to approve any second step
conversion.

Earnings

The Earnings section of this handbook provides a
number of useful ratios for analyzing the financial
statements of each entity in the MHC structure.

Pure mutual organizations may have the goals of
customer service as apriority over profit maximi-
zation. The shift to an MHC structure, with the
resulting influence of shareholders, may create
pressure for increased earnings.

Financial Statement Analysis

Financia statement analysisin an MHC structure
will include evaluations of statements of each en-
tity in the structure. Intercompany transactions
should be evaluated closely. Your examination
should determine that transactions that occur are

properly authorized, recorded and reported, and
assess the direct or indirect impact on the thrift.
Transactions that may appear appropriate when
only one entity is reviewed, may appear question-
able when both sides of the transaction are
reviewed together.

There should be atax allocation agreement be-
tween the MHC, mid-tier and thrift. The
allocation should ensure that the thrift does not
assume alarger tax burden than it would if it filed
independently.

The allocation of revenues and expenses between
the savings association, affiliates, and holding
companies should be based on a documented
method that is systematic, rational, and consistent
with sound principles of corporate governance. In
the absence of an appropriate allocation, reported
earnings could be significantly different from that
which would have been the case had there not
been the intercompany relationships. Y ou should
guestion the alocation if it does not track with the
earnings activities of, or the economic benefits
derived by, the separate entities. For example, the
alocation of all legal costsincurred by, and for
the benefit of, the savings association to an MHC,
which has no significant operations of itsown, is
generally not appropriate. Asaresult, earnings of
the MHC would be understated, while earnings of
the savings association would be overstated.
Where minority shareholders are present in the
structure, they would benefit, to the detriment of
the MHC. Thisis because the MHC would effec-
tively bear more than its pro rata share (based on
ownership) of the savings association’s legal
costs.

SUMMARY

The MHC structure expands the options available
to mutual savings associations. The structure al-
lows the organization to maintain many of the
features of amutual while providing accessto
capital markets.

Consistent with the general holding company phi-
losophy and supervisory approach, the

examination of an MHC structure should consider
the direct and indirect impact on the thrift institu-
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tion. Furthermore, since the MHC is the reposi- REFERENCES

tory of the mutual members' economic and legal

interests, you should insure that the directors and United States Code (12 USC)
officers of the MHC are properly fulfilling their

fiduciary responsibilities. §1467a(0) Mutual Holding Companies

Code of Federal Regulations (12 CFR)

Part 575 Mutual Holding Companies
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INTRODUCTION

Although commonly thought of as oneindustry,
the insurance industry actually consists of several
distinct industries. Each distinct industry is based
on the type of insurance written, for exampl e
property/casualty, life/health, health mai ntenance
orgamzatlons title, and d|$1b|||ty Each func-
tionsin its own way, has distinct financial
attributes and operates differently. OTS
chartered thrifts are owned by avariety of these
different types of insurance entities.

The insurance industry is comprised of several
different types of businesses:

Insurance companies, also called insurance
underwriters — those that take on insurance
risk by underwriting and issuing policiesto
customers.

Reinsurers — insurance companies that insure
portions of the business underwritten by other
insurance companies.

Agents — sales staff, either employees or in-
dependent contractors that sell on behalf of
the companies they represent.

Brokers — sales staff that isindependent of in-
surance companies, they bring together
insurance buyers and sellers. They work on
behalf of the buyer.

State insurance departments regulate each type of
insurance business Ilsted abovein adifferent way
and to a different extent®.

Aswith any holding company, you need to start
with the administrative program and then move
onto the CORE program (or abbreviated program
if applicable).

! Information about insurance industries is presented in Ap-
pendix A.

2 Regulation by state insurance departmentsiis discussed in
Appendix B.

PROGRAM GUIDANCE
Capital

Information presented in Capital Section 300 is
just as relevant to insurance entities as to other
types of organizations. However, you should
consider the information presented below before
drawing firm conclusions about a holding com-
pany enterprise that is engaged in insurance
activities within the structure.

Capital Sufficiency

Capital levelsfor insurance companies are typi-
cally relatively high. Thisis due to strong
investment performance during the 1990’s and
significant investment regulatlon In addition,
due to therisk of catastrophes and the long-term
nature of life insurance policies, higher capital
levelsaretypically held. Recent events may re-
sult in areduction of capital for certain
companies. However, theindustry overall is ex-
pected to remain strong.

Risk-based capital (RBC) isthe major tool used
by insurance regulators to evaluate the adequacy
of an insurance company’s capital level on a
statutory accounting basis.

Insurance companies are part of a highly regu-
lated industry. Thislevel of regulation may result
in restrictions against providing capital to the
thrift. Evaluate the existence and/or adequacy of
holding company capital in support of the thrift.
This evaluation of consolidated capital should ex-
clude the capital related to regulated insurance
companies and any other regulated entities such
as state banks. The remaining amount of capital
should then be evaluated for its adequacy in sup-
port of the subsidiary thrift.

An evaluation of capital would also include ade-
termination of any existing capital restrictions by

3 Capital regulation of the insurance industry is discussed fur-
ther in Appendix A.
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another regulator. For affiliates that are regulated
by another state or federal agency, determine if
there are any agreements or conditions imposed
that would require the holding company to devote
financial resources (including capital contribu-
tions) to that entity. If such agreements or
conditions exist, determine the extent to which
they could ultimately have an adverse effect on
the subsidiary thrift.

RBC is calculated at the individua insurance
company, rather than enterprise level. Distinct
RBC formulas are available for property/casualty,
life and health maintenance organization compa-
nies.

The calculation involves applying risk factorsto
various asset, premium and reserveitems. The
factors are higher for items with greater underly-
ing risk and lower for items with lower
underlying risk.

As noted above, state insurance regulators meas-
ure an insurance company’s capital by its risk-
based capital ratio. Theratio istotal adjusted
capital divided by authorized control level risk-
based capital. Results of 200 percent or above
typically indicate little concern. Results below
200 percent may result in insurance department
actions.

OTS' approach to holding company supervision
provides for the evaluation of capital on a case-
by-case basis. Holding companies that underwrite
insurance will prepare Statutory Accounting
Statements either in addition to, or instead of
GAAP statements. In those instances, SAP capi-
tal can be used as a measure of capital similar to
tangible capital.

Risks

Capital Section 300 of the Handbook discusses
various types of risk that organizations must ad-
dress. Theinsurance industry also must deal with
Underwriting Risk.

Insurance is a unique product in that the ultimate
cost is sometimes not known until long after the
product is sold. Underwriting risk isthe risk that

premiums will be inadequate to cover the cost of
claims that occur during the policy periods. In-
surance prices are established based on estimates
of expected claim costs as well as estimates of the
costs to issue and administer the policy. The es-
timates and assumptions used to develop policy
pricing may prove to ultimately be inaccurate.
This inaccuracy may result from poor assump-
tions, changing legal environments, increased
longevity, higher than expected weather catastro-
phes and research breakthroughs as to the causes
of disease”. Thetotal cost of the policy may not
be known until many years after the coverage has
been provided. Factorsthat were unknown at the
time the policy wasissued may result in increased
claims and claims costs.

Liquidity risk istypically lesslikely to be of con-
cern in an insurance organization due to the
extensive structure of investment regulation. Of-
ten 75 percent or more of an insurance company’s
assets are concentrated in the investment portfo-
lio. Insurance investments are heavily weighted
in bonds rather than stock.

I nsurance company investments are typically
structured to focus on providing for adequate di-
versification, liquidity and quality. The primary
objective of an insurer’ sinvestment strategy isto
preserve capital. Insurersinvest largely in long-
term bonds with fixed interest rates and predict-
able cash flows.

Life insurance companies present a unique aspect
in evaluating capital. Variable lifeinsurance and
variable annuities are accounted for through the
use of separate accounts. Policies accounted for
in this way require no supporting capital. Capital
calculations for companies with separate accounts

4 Medical research may find the cause of adisease relatesto a
product thereby creating insurance claims outside of health
insurance. For instance, several serious lung conditions have
been traced to ashestos exposure resulting in large volumes

of claims to manufacturers of asbestos. Lead paint has been
linked to mental and physical impairment in children result-
ing in claims against paint manufacturers and landlords.
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should be made excluding the amount recorded in
that categorys.

Debt

Due to the strong capital levels and large invest-
ment portfolios most insurance organizations
carry little debt. Procedures presented in Capital
Section 300 related to debt may not be needed
when evaluating many insurance holding compa:
nies.

Most insurance companies have negotiated terms
for substantial |etters of credit. These agreements
arein place, available to activate in the event of a
catastrophe. Thistype of agreement is not drawn
on for operating funds or to finance growth, rather
only for those infrequent, mgjor eventsthat re-
guire large amounts of immediate cash. The
existence of these prenegotiated agreements pro-
vides the company the ability to obtain cash
guickly without liquidating portions of the in-
vestment portfolio. The agreements help to
minimize the impact that the sale of investments
in a poor investment market would have on a
company’ s operating results.

Dividend Policies

State insurance regulation typically includes re-
strictions on dividends from the underwriting
company to the parent holding company. Divi-
dends that do not require prior insurance
department approval are limited to the current
years earnings and ten percent of surplus as of the
beginning of the year. Dividendsin excess of that
must receive prior insurance department approval.

As part of evaluating the financial condition of
the holding company, the examiner should deter-
mine the impact reduced earnings (limiting
dividends) would have on the cash flow needs of
the holding company.

5 Information about Separate Accountsis included in Appen-
dix A.

Accounting Methods

Y ou may find that companies that underwrite in-
surance may not have their financial statements
prepared in accordance with Generally Accepted
Accounting Principles (GAAP). Instead, compa
nies that underwrite insurance must file their
financial statements with state insurance
departments using what is referred to as statutory
accounting principles (SAP). Publicly traded in-
surance underwriting companies must file GAAP
statements with the Securities and Exchange
Commission in addition to the SAP statements
filed with the state insurance departments. Mu-
tual or closely held companiestypically only
prepare SAP statements.

When reviewing financia statements, you should
determine if the company prepares both SAP and
GAAP statements or if only SAP statements are
prepared.

If the holding company itself is not engaged in in-
surance underwriting activities and only controls
or has investments in insurance companies, finan-
cial statements would be prepared using GAAP,
SAP would not be used.

Ratio results calculated using SAP numbers
would appear |ess favorable than those prepared
using GAAP numbers. Y ou should not automati-
cally evaluate this more conservative result
harsher than a GAAP result.

Companies that underwrite insurance often have
diverse affiliates and subsidiaries within the struc-
ture; therefore, the statements at the ultimate
parent may be complex. Because of this complex-
ity it is not practical to simply benchmark resuilts.
Rather, a thorough understanding of the company
and its various components will provide a comfort
level that examination procedures are adequate.

Organizational Structure and Relationship

As noted above, OTS has approved applications
for thrift charters for several different types of in-
surance companies. The thrift has been used by
these organizations as ameans to fill product line
gaps and cross sell related products to existing in-
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surance clients. The types of products and ser-
vices they offer reflect the overall organizations
broader marketing strategy.

Several life insurance companies were granted
thrift chartersto provide trust servicesto consum-
ers. The companies, whose insurance operations
focus on life insurance and retirement and estate
planning, use the thrift to provide trust services
that complement these activities. Lifeinsurance
policies can be used to fund trusts. Retirement
funds may be direct deposited into checking ac-
counts. Certificates of deposit may be
incorporated into asset diversification plans for
retirement or estate planning purposes.

Several property/casualty insurance companies
have applied for, and received full service retail
charters. The products they offer, including home
mortgages and auto loans, complement the auto
and homeowners lines of insurance offered.

As the companies gain experience with the thrift
and gain proficiency with the ability to cross sell
thrift services to existing insurance clients, some
have requested expanded authority. Severa have
acquired other thrifts or received approval to ex-
pand their authority to full service from trust only.

Approval of business plans for insurance industry
thrifts often include restrictions or requirements.
In many instances the insurance company plans
for insurance agents to market thrift products.
Agents' roles are largely marketing and informa-
tion only; they are restricted from accepting
deposits. In order to assure that this messageis
communicated effectively, agent training materi-
als often require prior review by OTS before
release.

Opportunities arise to cross sell thrift productsto
insurance clients. Likewise, opportunities exist to
cross sell insurance products to thrift customers.
Severa existing thrifts have chosen to enter the
insurance arena either through the creation or
purchase of insurance agencies, marketing agree-
ments with agents, or the creation of reinsurance
companies.

Gramm-Leach-Bliley addressed concerns related
to the sales of insurance productsin abanking
environment. The requirements of thislaw have
been incorporated into OTS regulation through 12
CFR Chapter V Part 536 — Consumer Protection
in Sales of Insurance.

The rule addresses anti-tying and disclosures to
reduce customer confusion. A main focus of the
ruleisto make clear that the Federal Deposit In-
surance Corporation does not insure insurance
products sold on behalf of abank or thrift. Com-
pliance examiners review thrift activities for
adherenceto therule.

Earnings

As recommended in the Earnings Section, you
will consider ratings given by Moody’s or Stan-
dards and Poor’s. Y ou should also review the
ratings of A. M, Best for companies that under-
write insurance”.

Although it is commonly thought that insurance
companies make a profit only due to the differ-
ence between premium revenue and claim
expenses, that if often not the case.

Insurance companies make a profit through their
success at managing the funds available for in-
vestment. Insurance companies receive money
from customers for premiums and management
fees. The company has the funds available for in-
vestment, sometimes for many years, before
claims are paid to policyholders and beneficiaries.

Ratio Analysis

Some of the ratios suggested in the Earnings Sec-
tion use information from the cash flow
statement. Typicaly, the cash flow statement is
less informative for insurance companies than for
other types of industries. The investment portfo-
lio dominates assets and the management of it
resultsin a significant volume of activity reported
in the financing section of the cash flow state-
ment. Thisleadsto results that although typical
for insurance may appear odd.

8 Information about A. M. Best isincluded in Appendix C.
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The current ratio cannot be used for most insur-
ance organizations. The balance sheets for these
entities are not usually segregated into current and
long-term assets.

Operating cash flow is also of lessimportance for
insurance companies again because of the signifi-
cant impact of investing activities reflected in the
financing section of the cash flow statement.

As mentioned previously many insurance entities
have little to no debt resulting in either highly fa-
vorable or no result for the debt ratio.

Because of the high capital levels of many insur-
ance companies, return on equity results are often
lower for thisindustry than for other industries.
Often investment analysts, due to their lack of un-
derstanding of the industry and their focus on
maximizing return on equity for investors, shy
away from these companies. Instead you should
view the high capital level as a strength rather
than aweakness.

Deferred Acquisition Costs

Deferred policy acquisition costs (DPAC) arere-
ferred to in the Earnings Section as an asset that
does not generate cash. DPAC is comprised of
the costs necessary to sell and issue a policy such
as agent commissions and underwriters salaries
and benefits. These expenses are paid early in the
policy term. Under the GAAP matching concept
items are expensed in the same period that the
corresponding revenueis earned. DPAC isapre-
paid expense (asset) that is amortized over the
estimated life of the policy.

Property/casualty companies typically issue 6
month or 12 month policies. DPAC is expensed
over the policy life. Given the short-term nature
of property/casualty policies, DPAC does not
typically represent alarge portion of assets on the
balance sheet.

Life insurance companies issue policies that are
expected to remain in force for many years.
DPAC is expensed over this estimated longer life
of the policy and therefore istypicaly alarger
percentage of assets.

SUMMARY

The insurance industry is comprised of avariety
of different types of organizations. An under-
standing of these businesses and how they differ
from thrifts will help you in determining the
scope and methodology for conducting a holding
company examination.
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LIFE INSURANCE

The major distinguishing feature of the life insur-
ance industry isits inherent long-term nature.
The perspective of the long-term, collecting pre-
mium for many years and then paying a death
benefit, impacts the approach to investing, reve-
nue and expense recognition and regulation. The
long-term nature of coverage combined with the
increased risk of death as people age is distinct
from the risks of other types of insurance.

Traditionally the life insurance industry focused
on fixed life insurance products and fixed annui-
ties. Productslike term life and whole life are
typical fixed products.

Over the past two decades, life insurance compa-
nies have focused on diversifying their revenue
base by developing and selling retirement plan-
ning and asset management focused products.
The inherent long-term nature of retirement plan-
ning and funding is a natural match for the
industry.

The increase in stock market prices during the
1990's led to a significant shift in product sales
from fixed life insurance and fixed annuities to
variable life insurance and variable annuities.
This shift has a material financial impact for the
insurer. (Instability in the stock market that began
during 2000 has resulted in a significant slow-
down in sales of variable products and a renewed
demand for fixed products.)

The insurer retains investment and interest rate
risk for fixed products. Most variable products
shift the substantial portion of investment and in-
terest rate risk to the policyholder. Most variable
products include rate guarantees set at very low
levels.

In many ways, transferring risk benefits the com-
pany. However, during periods of high
investment returns, the company’ sinvestment re-
turns are less than for fixed products, where
excess earnings are retained by the company.

Variable products also generate income differ-
ently than fixed products. Fixed products
generate revenue through both insurance premi-
ums and the portion of investment return that is
above the fixed rate credited to the product.
Variable products generate revenue through fees
for insurance coverage and asset management fees
for the portfolio of investments underlying the
product. The shift to variable products can create
amore stable revenue flow based on fee income
rather than investment returns.

Typical Balance Sheet

The shift to variable products from fixed products
has ramifications for financial statement presenta-
tion.

The largest asset category on the balance sheet for
the typical life insurance company is cash and in-
vestments. Funds collected by insurers through
the sales of fixed products fund the investment
portfolio.

The mgjority of the general investment portfolio
(about 70 percent) isinvested in high quality
bonds. About ten percent of the portfolio is typi-
cally invested in mortgage loans. The balanceis
split among common stock, real estate, cash and
policy loans. States have strict investment laws
limiting the percentages, and risk exposures of
company investments.

Deferred policy acquisition costs consist of the
expenses necessary to sell and issue a policy such
as agent commissions and underwriters’ salaries
and benefits. These expenses are paid early in the
policy term. Under the GAAP matching concept
items are expensed in the same period the corre-
sponding revenueis earned. Since these costs are
paid early in the policy term a prepaid asset isre-
corded. The asset is expensed over the expected
length of time the policy will bein force. Most
types of life insurance policiesremain in force for
many years. Therefore, the prepaid expense (as-
set) is amortized over the actuarially estimated
life, which may be many years. Asaresult DPAC
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is often a material item on the balance sheet of
life insurance companies.

Variable products, indexed products and some
modified guaranteed products are accounted for
through the use of ‘ separate accounts’. Separate
accounts are separate line itemsin both the assets
and liabilities sections of the balance sheet. The
amounts should be comparable.

Separate accounts represent segregated portfolios
of assets owned by alife insurance company. The
accounts are segregated because investment ex-
perienceis credited directly to the participating
policies covered.

The corresponding liability recorded on the bal-
ance sheet represents the ownership interest in
these funds by policyholders and beneficiaries.

Separate accounts are segregated from the balance
of the investment portfolio because the assets and
related investment gains and losses are insulated
from the company’ s creditors and liquidation
claims.

Due to customer interest in various sectors of the
stock market, separate account investments are
diverse. They are often of a higher level of risk
than those in the general investment portfalio.
State law allows separate account assets to be in-
vested without the strict limitations imposed on
the genera investment account. Customers
choose the types of investments that will be held
based on their risk appetite. Separate account of-
ferings can look similar to those of mutual funds.
For example, separate accounts investments may
be focused towards common stock or bonds,
‘high-tech’, small cap, international, growth or in-
come focused investments.

Typicaly, cash, invested assets, separate accounts
and deferred policy acquisition costs will account
for the mgjority of total assets. The remaining
amounts are spread among a variety of accounts
depending on the types of businessin which the
company isinvolved.

The majority of liabilities are spread among ava
riety of accounts that represent reserves for

current or expected future claims. These reserves
are actuarially determined based upon estimates
of mortality, morbidity and longevity. Reserves
for life insurance policies begin to be accumu-
lated once the policy is sold, and increase each
year. Asmentioned previously, separate accounts
have both an asset and a corresponding liability.

A life insurance company’ s counterpart to re-
tained earningsis called surplus. At the time of
publication the industry is strongly capitalized
with surplus supporting about seven percent of to-
tal assets.

Risk-Based Capital (RBC) Requirements

As noted in Section 930, state insurance regula-

tors measure an insurance company’ s capital by

its risk-based capital ratio. Theratioistotal ad-

justed capital divided by authorized control level
risk-based capital.

Thelife and health insurance risk-based capital
formula considers the four major risk categories
of:

Asset risk —therisk that an insurer’ s assets
will default or declinein value.

Insurance risk — the risk related to improper
underwriting assumptions

Interest rate risk —the risk of changing inter-
est rates on assets and liabilities

Business risk — other risks not included in the
other three categories.

Risk-based capital resultsfor life and health in-
surers are evaluated at various levels;

250% and above — adequate, no further action
required.

200-249% — trend test level, atrend test is
conducted to determine if an adverse trend
exists. An adverse result requires the insurer
to file an RBC corrective plan with the state.
A favorable trend result requires no further
action.
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150-199% — Company action level, a correc-
tive plan isrequired.

100-149% — Regulatory action level, appro-
priate examination procedures are required
with corrective actions implemented.

70-99% — Authorized control level, acom-
missioner may take action against the
company.

Below 70% — Mandatory control level, the
commissioner must seize the company unless
there is areasonabl e expectation that the con-
dition will be resolved within 90 days.

Typical Income Statement

Under statutory accounting alife insurance com-
pany income statement is called a summary of
operations. Given the more conservative nature
of statutory accounting revenue tends to be recog-
nized at the later of earned or received and
expenses at the earlier of accrued or paid.

The statements shows various expensed amounts
related to policy reserves. These are amounts re-
corded at actuarially determined periods
throughout the life of the policy, not at the time of

policy payment.

Thelife insurance industry does not have a coun-
terpart to the combined ratio. However, for
traditional fixed life insurance products and fixed
annuities, the concept is similar although the time
period may be even longer.

For fixed return products, the life insurance com-
pany receives the premium and invests the funds
until policy benefits are paid to beneficiaries
many years later. The company’s successis
measured by its ability to generate higher invest-
ment returns than the return guaranteed under the
product.

The modél is different for variable return lifein-
surance and annuity products. Insurance
companies charge afee for the life insurance cov-
erage provided by the product and in addition,
charge afee for the management of the underlying
investment portfolio. This management fee

makes up for the loss of the excess investment re-
turn earned on fixed products.

PROPERTY/CASUALTY INSURANCE

Property/casualty insurance companies arein the
business of accepting the transfer of risk of finan-
cial loss from policyholders. Customers transfer
therisk of loss, or decrease in value of automo-
biles, homes and other property aswell asthe risk
of financial loss due to damages done to others
(casualty losses).

A magjor factor impacting property/casualty com-
paniesistheir exposure to catastrophe losses.
Catastrophes are a single event that resultsinin-
sured losses (to the industry) of $25 million or
more. Most are weather related but they can re-
sult from other manmade events as well.

Although catastrophes are normal, expected
events, they cannot be eliminated, controlled or
accurately predicted with any large degree of reli-
ability. For example, no one knows how many
hurricanes, of what intensity and geographic
course will occur in a season.

The exposure to catastrophe losses has significant
repercussions in the way companies select, un-
derwrite and price policies. It also impacts the
degree of reinsurance needed to manage the busi-
ness and the investment goals in managing the
portfolio.

Catastrophes are easily understood to impact
property insurance. Damage to homes, cars and
commercia buildings by major weather events are
often seen on the evening news. However, catas-
trophes also impact casualty insurance. For
example, a hurricane that reaches an area during
business hours may result in injuries to employees
covered by workers' compensation insurance,
customers of businesses covered by general liabil-
ity insurance, and the general public injured by
flying property and debris also covered by various
types of liability insurance (both personal and
business insurance).
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Another major factor affecting property/casualty
insurance is the short-tail or long-tail nature of the
various types of insurance business. Short-tail
lines of business are those where claims are paid
within a short period of time after the loss occurs.
Minor auto accidents that do not result ininjuries
are an example of this. Property insurance cover-
ageistypically short-tail business.

Long-tail lines of business are those that take
many years to resolve. Many casualty lines of
business are long-tail lines of business. Medical
mal practice insurance for pediatriciansis along-
tail line of insurance. Laws allow claimsto be
brought by parents. However, the laws also allow
the child to bring their own actions upon becom-
ing an adult. The time between notice of a
potential claim and final resolution may span dec-
ades in thistype of insurance.

The potential time spans in resolving claims has
serious ramifications in the company’ s investment
strategy both in terms of risk and durations.

One of the waysin which property/casualty insur-
ance differs from life insurance is in the duration
of the palicy.

Most property/casualty policies are written for a
term of oneyear. Some companies still issue per-
sonal automobile insurance policies for 6 months.
Life insurance policies are expected to span many
years. Thisdifference in term impacts financia
statements.

Just as with life insurance companies, prop-
erty/casualty companies are in the business of
collecting premiums and fees, investing the funds
and paying claims to policyholders and claimants.

For aclaim to be covered by the policy it must
occur during the policy period, regardless of when
the insurance company is notified. Thelossto the
policyholder must also be from a cause of loss
covered by the policy. It must also not have oc-
curred as aresult of an act of the policyholder
intending to cause aloss.

Although a policy may bein force for 12 months,
losses that occurred during the policy may be paid

out over many years. For example, a person in-
jured in an automobile accident may require
medical treatment for many years. If a covered
loss occurred during the policy term, expenses
will be paid, many years later, up to the policy
limit, even though the policy haslong expired.

Typical Balance Sheet

Aswith life insurance companies, the largest asset
category for property/casualty insurance compa-
niesis cash and investments. However, because
property/casualty companies do not have separate
accounts business a larger portion of total assets
isinthis category. Typically this category ac-
counts for about 88 percent of total assets. Bonds
are the largest portions of the portfolio. Typically
bonds are about 65 percent of the total portfalio.
Bonds are valued at amortized cost.

Common stock is the second largest component of
the portfolio accounting for approximately about
one quarter of the typical insurers investment
portfolio.

The remaining 12 percent of total assets are
spread among a variety of accounts including
amounts due from agents for payment of policies
and amounts due from reinsurers.

Property/casualty companies have built substan-
tial amounts of retained earnings over the years.
Property/casualty companies call retained earn-
ings, capital stock and other amounts
policyholders' surplus. Low catastrophe losses
during the last half of the 1990's, strong invest-
ment results and judicious use of reinsurance have
increased the level of surplus by the end of the
decade. Recent events may result in decreased
surplus for certain affected companies. Thein-
dustry is expected to remain well capitalized.

The largest portion of liabilitiesisin accounts re-
lated to claim reserves. These accounts include
reserves for the payment of claims aswell as
those for payment of expenses incurred in investi-
gating and administering claims. Claim related
reserves have decreased as a percent of assets
over recent years not due to changesin loss pat-
terns but due to strengthened surplus.
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Risk-Based Capital Requirements

As noted in Section 930, state insurance regula-

tors measure an insurance company’ s capital by

its risk-based capital ratio. Theratioistotal ad-

justed capital divided by authorized control level
risk-based capital.

The property/casualty risk-based capital formula
considers the four major risk categories of:

Investment risk —the risk that an insurer’s as-
setswill default or declinein value.

Credit risk —therisk of default by agents, re-
insurers and other types of creditors.

Underwriting risk — considers the risk of ad-
verse reserve development as well asthe risk
of inadequate rates.

Off-balance sheet risk — the risks of excessive
growth and contingent liabilities.

Risk-based capital results for property/casualty
companies are eval uated based upon:

200% and above — Adequate level, no further
action.

150-199% — Company action level, a correc-
tive action plan is required.

100-149% — Regulatory action level, appro-
priate examination procedures and corrective
action plan are required.

70-99% — Authorized control level, acom-
missioner may take action against the
company.

Below 70% — Mandatory control level, the
commissioner must seize the company unless
there is areasonabl e expectation that the con-
dition will be resolved within 90 days.

Typical Income Statement
A property/casualty company’s financial success

at underwriting insurance policies is measured
through the combined ratio. This ratio measures

the proportion of earned premium remaining after
claim costs are incurred and the proportion of
written premium remaining after the expenses of
selling and issuing the policy. Theindustry typi-
cally has a combined ratio result dightly above
100. A combined ratio of 100 means that claims
and expenses equal premium. In other words, un-
derwriting results are at breakeven.

TITLE INSURANCE

Title insurance guarantees a clear title to real
property. The policy isissued at the time of
transfer or sale. Titleinsuranceisa product that
seeks to eliminate the risk of 1oss before the
transaction by identifying any liens or judgments
that would prohibit the transfer of aclear title.
This differs from other types of insurance that re-
imburse for incurring aloss.

Titleinsurers, by researching the property history,
identify potential problems thereby allowing a
property purchaser to change the purchase deci-
sion or resolve the problem prior to purchase. It
that way they seek to prevent claims from occur-
ring. Thisdiffersfrom other types of insurance.
For instance, atypica homeowners insurance pol-
icy does not prevent afire from occurring, rather
it reduces the potential financial impact to the
homeowner should afire occur.

Title insurance companies have a different busi-
ness model than other types of insurance. Most
insurers collect premium and incur the majority of
their expenses (claims and claim adjustment) after
the policy is effective. Titleinsurers historically
have extremely low loss ratios (typically well be-
low 20 percent) but incur the bulk of expenses
prior to the effective date of the policy. Titlein-
surers are in the business of risk elimination, not
loss payment.

The effective date of the policy istypicaly the
date of purchase. Prior to that time the titlein-
surer engages in extensive and detailed
investigation of the ownership history, filed liens
and encumbrances on the property. Theintentis
to assure passage of aclear title. The difference
in the business model results in some differences

Office of Thrift Supervision

January 2003

Holding Companies Handbook 930A.5



Appendix A: Industry Background

Section 930A

in the types of items shown on the company’s
financial statements.

Typical Balance Sheet

The balance sheet reflects an asset “ Title plants
and other indexes” which reflects the accumul ated
value of al the properties researched over the
years. Thetitle plant is an asset whose valueis
based upon the ahility to reuse that information
and update it the next time the property is sold or
transferred.

A titleinsurer will typically show thetitle plant as
the third largest asset behind cash and invest-
ments. Thislong-term asset is not depreciated
because the knowledge is not expected to decline
in value over time.

Title insurance companies are not subject to risk-
based capital requirements. Instead, each state
reguires that a minimum dollar amount of capital
be held.

Typical Income Satement

Because title insurers focus on preventing claims,
expenses related to payments under the policy
terms are not the largest expense. Rather, admin-
istrative expenses to research titles, maintain the
title plant and issue title policies account for the
majority of expenses.

Claims do occur however, in spite of best efforts
to prevent them. About 20 percent of premiums
earned are eventually paid out in claims.

Titleinsurer profits can be more erratic than for
other types of insurance. Titleinsuranceisdi-
rectly tied to the strength of the housing market.
Increasing mortgage rates or recessions can slow
home sales resulting in fewer title insurance poli-
cies being sold. Decreasing mortgages rates or
€conomic recoveries can increase home sales and
refinancing resulting in significant increasesin ti-
tle policies sold.

PRIVATE MORTGAGE INSURANCE

Lenders require private mortgage insurance (PMI)
when the mortgage loan is for more than 80 per-
cent of the appraised value of the home. The
borrower pays for PMI but the lender is the policy
beneficiary. Most borrowers obtain PMI cover-
age from the company offered by the lender
although they have the option of obtaining it
elsewhere.

Traditionally, the institution received a fee for
each PMI client successfully referred to the PMI
carrier. Over thelast severa years, thrift holding
companies have established reinsurance subsidiar-
ies to underwrite PMI reinsurance. The
subsidiary typically provides PMI reinsurance
only for aPMI carrier offered by the lender and
for loans it originates.

Institutions and their holding companies have ex-
panded their involvement into reinsurance for
several reasons. Reinsurance premiums increase
revenue. Lending also becomes more effective as
the revenue generated from each loan increases.
PMI aso diversifies the sources of revenue gener-
ated within the structure by generating fee income
rather than interest.

PMI companies have marketed this approach to
institutions for several reasons. The participation
of theinstitution in the risk of default isthought
to strengthen the institutions risk selection proc-
ess. Theinstitution also sharesin the risk of loss
by providing reinsurer to the carrier.

PMI reinsurance is typically structured in one of
two ways. The reinsurer may provide participat-
ing coverage of a certain percentage of each
claim. A participating program resultsin the in-
stitution being financially responsible for a
predetermined percentage of each claim.

More commonly, the reinsurer provides a set por-
tion of excess coverage. Excess coverageis
described in terms of ‘layers’ that stack on top of
each other. Under excess coverage, the PMI car-
rier acceptstheinitial layer up to a predetermined
dollar amount or percentage of covered loans.
After that limit has been reached, the next layer of
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coverageisactivated. Claimsinthislayer are
those usually covered by the reinsurer. Typicaly,
the reinsured layer has both a floor and ceiling.
The floor istheinitial amount that must be paid
by the PMI carrier before the reinsurance assumes
any claims. The ceiling is the maximum amount
covered by thereinsurance. Typically, after the
ceiling has been met, the PMI carrier pays any
additional claims.

Although the possibility of claims must exist for
the program to be considered reinsurance, the ex-
pectation isfor claimsto rarely reach the layer of
reinsurance coverage.

The PMI industry estimates claims rates at two
percent to six percent of covered loan amounts.
Actual results depend on economic factors and
lending criteria. Reinsurance agreements are
typically structured to begin at a percentage of
loss greater than what would normally be ex-
pected from underlying loans.

INSURANCE AGENCIES AND BROKERS

Either agents or brokers can sell insurance.
Agents work on behalf of the insurance compa-
nies they represent. They may be employees of
the insurance company or they may be independ-
ent business people who choose to represent the
insurance company.

Independent agents work on behalf of insurance
companies but are independent businesses. They
typically represent many different companies.
Their competitive advantage is their ability to of-
fer customers an array of products from various
companies to meet their insurance needs. Thein-
surance companies that they represent pay them
commissions. Most companies also supplement
agent compensation with bonuses based on
growth and profitability.

Captive agents work on behalf of a single insur-
ance company but are independent businesses.

To the public they may appear to be employees of
the insurance company. Their competitive advan-
tage typically restsin the strong brand name and
market presence of the insurance company they

represent. Insurance companies that market
through captive agents typically support the
agents through strong training programs, advertis-
ing support and administrative programs. Captive
agents are paid commissions often supplemented
by growth and profitability bonuses.

Agents who are employees work for asinglein-
surance company. They may work in alocations
separate from the company offices. They are of-
ten paid asmall base salary supplemented by
commissions. Office administration, advertising,
marketing, sales volumes and types are usually
strictly controlled by the company.

Brokers represent customers rather than insurance
companies. Their roleisto bring together the
buyer with appropriate insurance companies, ana-
lyze coverage needs and make recommendations.
They are independent businesses. They are paid
through commission. Some insurance companies
do not pay growth and profitability bonusesto
brokers, others do.

Agents and brokers must be licensed by each state
in which they sell insurance. Most states require
continuing education in order to renew licenses.

Historically, licensing requirements varied widely
from state to state. Gramm-Leach-Bliley pro-
posed the creation of the National Association of
Registered Agents and Brokers (NARAB). Under
thislaw NARAB would come into effect to create
uniformity in agent and broker licensing unless a
majority of the states enacted conforming legidla-
tion by November 12, 2002. A mgjority of states
have passed laws that provide for reciprocity, a
first step towards consistency.

Agents and brokers do not use SAP. Agentsand
brokers that are privately held may create cash
basis or tax basis financial statements.

Agents and brokers are not required to file finan-
cial statements with the department of insurance.
The department has the authority to request them
a any time.

Sales of insurance products by thrifts, or on be-
half of thriftsto consumers are regulated by 12
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CFR Chapter V Part 536 Consumer Protection of
Sales of Insurance. The rule became effective
October 1, 2001. It implements requirements of
Gramm-Leach-Bliley.

REINSURANCE

Reinsurance is insurance for insurance compa-
nies. Property/casualty companies use
reinsurance more extensively than life insurance
companies. An insurance company that sellsits
products to the public may also be areinsurer for
other insurance companies. There are also com-
panies that only sell reinsurance.

Reinsurers are regulated less rigoroudly than in-
surance companies that deal with the public.

Both parties in areinsurance transaction are as-
sumed to be knowledgeable in insurance and are
therefore better prepared to protect their interests.

Reinsurance can be issued either for one policy
(facultative) or for a group of many similar poli-
cies (treaty). Facultative reinsuranceis used for
large, complex, individualized policies. For in-
stance, alarge casino, horse racetrack and hotel
complex with one owner would be more appro-
priately handled through facultative reinsurance.

Treaty reinsurance is typically used for types of
business where many similar policies are issued.
For instance, treaty reinsurance is very common
for private passenger automobile insurance,
homeowners insurance and small business insur-
ance.

I nsurance compani es use reinsurance for several
reasons. Property/casualty companies can use re-
insurance to spread risk related to geographic
concentrations. Companies with heavy concentra-
tions of policyholdersin locations exposed to
weather catastrophes may choose to reinsure a po-
tion of the business to reduce the risk of loss.

The purchase of reinsurance results in the receipt
of acommission for producing the business. Re-
insurance commissions flow into revenue thereby
reimbursing a portion of the expenses incurred to
generate sales. As discussed previoudly, under
SAP, policy acquisition costs are immediately ex-
pensed. Reinsurance commissions offset a
portion of these expenses.

Reinsurance can a so be used to stabilize under-
writing results by moving a portion of the risk to
another insurer. Companies often reinsure par-
ticularly high-risk accounts, whether large,
complex property/casualty accounts or large life
insurance policies. Reinsuring the risk reduces
the amount of the claim that will be incurred
when an insured event occurs.

Companies aso can obtain reinsurance when they
would like to exit aline of business. A substan-
tial reinsurance program can minimize the
exposure of the company to the results of that
business segment.

SUMMARY

Although part of the financial servicesindustry,
insurance operates differently than thriftsin many
ways. A basic understanding of the industry can
help you to identify potential problem areas and
more effectively plan examination steps for insur-
ance holding companies.
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INTRODUCTION

Insurance regulation is conducted at an individual
dtate level. Each insurance company has a domi-
ciliary or home state. Thisisthe state in which the
company has its corporate charter. This stateis
the primary regulator of the company.

The mission of state insurance departmentsisto
protect consumers and maintain a healthy industry.
This mission is accomplished through a focus on
financial solvency of companies and market con-
duct activities. (The term ‘market conduct’ is
comparable to the OTS term ‘compliance’.)

Insurance departments have authority to conduct
examinations of any insurance company doing
business in the state regardless of where the com-
pany isdomiciled. Often states work together to
conduct examinations of multi-state companies.

State insurance department reports are public in-
formation in many states. OTS has entered into
information sharing agreements with many states
to obtain access to examination reports. Y our re-
gional functional regulation coordinator can assist
you in obtaining these reports.

Insurance department examination reports (both fi-
nancial and market conduct) should be requested
from the domiciliary state. Y ou should evauate
these reports to determine any potential impact on
the holding company or thrift.

STATE STRUCTURE

Companies must be licensed in each state in which
they want to sell their products. Most large com-
panies are licensed in each of the lower 48 states
and the District of Columbia and often Alaska and
Hawaii. (Because Alaska and Hawaii present
unique geographic challenges some companies
choose not to do businessthere.) Each statein
which acompany is licensed aso has authority to
regulate the company for activities within that
state.

Most insurance holding companies own multiple
insurance companies. They may al be domiciled
in the same state or they may each be domiciled in
adifferent state. In addition, each company may
be licensed to do business in a variety of states.

In addition to chartering (domiciliary state) and li-
censing, states regulate other insurance activities
aswell. Policy forms, endorsements', riders’ and
rates (property/casualty insurance) are subject to
regulation as well.

DEPARTMENT STRUCTURE

Most state insurance departments operate as a
separate department within state government. In
some states, regulation of al financial services has
been centralized in one department. 1n those states
the same department or agency regulates insur-
ance, banking and securities with separate sections
specializing in each. The departmentsin Vermont
and New Jersey are two states that operate this

way.

State insurance departments vary in size from less
than 30 to over 1,000 employees. Asaresult,
functions are handled differently from state to
state. However, there are severa common func-
tions that are performed by all departments:

Financial condition examinations
Market conduct examinations
Financia analysis

Company licensing and admissions
Consumer affairs

Enforcement

! Endorsements are forms used to change a standard prop-
erty/casualty policy to reflect the needs of the policyholder.

2 Riders are forms used to change a standard life insurance
policy to reflect the needs of the policyholder.
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Policy and forms analysis
Rate filings

Agent licensing

Lega

In some smaller states, the same people may per-
form several functions, such as financia condition
examinations and financial analysis. In other, lar-
ger dtates, employee responsibilities are more
specialized.

Insurance companies receive the most structured
and intensive regulation. In addition to financia
and market conduct activity, policy forms, rates
and advertising are subject to regulatory oversight.

Pure reinsurers receive significantly less oversight
because they do not deal with the general public.
These companies deal only with other insurance
companies. Both the reinsurer and its insurance
company customer are considered to be knowl-
edgeable and lessin need of protection.

Due to the large number of agents and brokers,
regulation is handled in a different way. All states
require licensing after successful completion of an
examination. Most states also require continuing
education in order to renew licenses.

Although state insurance departments have the au-
thority to conduct financial and market conduct
exams of agents at any time, they do not happen on
aregular schedule. Most regulation for this group
centers on the investigation of consumer com-
plaints. A high frequency of serious complaints or
severity of agiven complaint may result in either a
financial or market conduct examination.

Financial examinations occur every three to five
years depending on state law. Most states do not
have a specific requirement for the frequency of
market conduct examinations. In small states,
market conduct examinations are done through
complaint investigation.

Insurance regulation historically varied greatly
from state to state. During the last decade efforts
have been made to strengthen and standardize in-

surance regulation and procedures from state to
state. The passage of Gramm-Leach-Bliley in
1999 increased states efforts in these aress.

State insurance departments are funded in a variety
of ways. Insurance department sources of reve-
nues are premium taxes, audit fees, filing fees and
licensing fees. In some dtates, the department re-
ceives revenues with the balance in excess of the
budget forwarded to the state general fund. In
other states, the state treasury receives insurance
department revenue, with the department receiving
itsfund alocation. In generd, less than ten per-
cent of the revenue collected by the department is
spent on insurance regulation.

GUARANTY FUNDS

Unlike thrifts, insurance companies failures are not
covered by any government funded (either federal
or state) insurance program.

Insurance companies failures are paid for by the
other insurance companies selling businessin the
state. The mechanism to collect the funds and
handle insolvencies is the state guaranty fund.
Separate funds exist in each state, one each for
property/casualty and lifelhealth insurance.

Guaranty funds step in to make up state mandated
shortfalls that may occur in company failures.
Typicaly, policyholders are notified of the date
coverage will terminate and their need to find cov-
erage elsewhere. Clamsarepaidinfull, uptoa
certain dollar anount, depending on the state and
type of policy. Mogt states have maximum
amounts per policy that are covered by the funds.

Guaranty funds are not prefunded. Once a state
places a company into receivership the guaranty
fund stepsin. The fund works with the court ap-
pointed receiver to determine an estimated
shortfall.

Insurance companies who write the same types of
insurance in the state are subject to assessment for
the failure. Each company isbilled in relation to
the amount of business it writesin the state. For
instance, if an auto insurer is taken into receiver-
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ship, the insurance company writing the most
automobile insurance in the state will be assessed
the largest amount. Receiverships can take many
yearsto resolve.

The Federal Insurance Deposit Corporation
(FDIC) advertises the insurance it provides to de-
positors. State guaranty funds do not. In many
states agents are prohibited from discussing the ex-
istence of guaranty funds during the sales process.
State regulators do not want to encourage consum-
ersto rely on the existence of the fund instead of
making informed purchase decisions.

NATIONAL ASSOCIATION OF INSURANCE
COMMISSIONERS (NAIC)

The NAIC, formed in 1871 is a voluntary organi-
zation of the chief insurance regulatory officials of
the 50 states, the District of Columbia, American
Samoa, Guam, Puerto Rico and the Virgin Islands.
The purpose of the NAIC isto assist state insur-
ance regulators in their mission of adequately
regulating the insurance industry. The organiza-
tion focuses on issues that protect consumers and
help maintain the financial stability of the insur-
ance industry.

The NAIC is comprised of insurance commission-
ers and their staff aswell as apaid staff of NAIC
employees. The organization develops model laws,
financial analysistools, statutory accounting prin-
ciples, market conduct regulations and examination
programs and practices.

The NAIC conducts its work through an elaborate
system of committees, working groups and task
forces. Groups can be disbanded once objectives
are accomplished and new groups are created as
issues arisein the industry. At any point in time
the NAIC has over 150 different groups in place.

The groups conduct their work through conference
calls and meetings. The NAIC meets formally on a
quarterly basisto report on its progress and

agenda. Most meetings are open to the public.

NAIC MODEL LAWS

The development of model lawsis akey contribu-
tion of the NAIC. A model law isadraft bill that
may be submitted to state legidature. States may
modify model laws to meet their specific needs.
Mode laws typically include input from many
states providing the benefit of diverse practices and
real world experiences. States have the option of
whether or not to use the model laws. State legis-
latures must pass the law in order to make it
effective in the state.

NAIC DATABASE

The NAIC maintains the largest database of in-
surer financial information in the world.
Companies required to file statutory financia
statements by the state are usually also required to
file the statements with the NAIC. The informa-
tion becomes part of a database that isused as a
basis for examination preparation and financial
anaysis.

NAIC SOLVENCY AND MARKET CONDUCT
PRODUCTS

The NAIC also provides the states with standard
financia examination, market conduct, financia
analysis and other programs and handbooks, al
supported by automated tools and training pro-
grams.

Smaller insurance departments are able to use the
NAIC manuals and automated tools as a complete
system for examinations and analysis. Larger de-
partments often modify the products to meet
specific state requirements and staffing needs.

In addition, NAIC staff is available to consult on

unusua or complex topics that arise during the
course of regulatory activities.

ACCREDITATION PROGRAM

In 1990, the NAIC implemented the Accreditation
Program. This program includes the baseline
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standards for solvency regulation by state insur-
ance departments. The goa of the program isto
improve the quality of regulation. The program
includes a mandatory full on-site examination and
re-accreditation of the department every five years
with interim annual reviews to assure compliance
with standards. Departments with inadequate
regulations or procedures may |lose accreditation.
A map showing the current accreditation status of
each state is available on the NAIC website

(www.naic.org).

Accreditation standards require that insurance de-
partments have adequate statutory and
administrative authority to regulate an insurer’s
corporate and financial affairs. The program aso
evaluates the adequacy of staff, both in quantity
and quality. In addition, the administrative, organ-
izational and personnel practices are reviewed to
determine that the department has the organiza-
tiona ability to be effective.

Accreditation standards include required financial
examination procedures and practices, personnel
standards and the adoption of certain model laws
by the state legidature.

STATUTORY ACCOUNTING PRINCIPLES

Statutory Accounting Principles (SAP) are the ac-
counting rules and methods required by state
insurance departments for insurance companies.
SAP differs greatly from Generally Accepted Ac-
counting Principles (GAAP).

Differences Between SAP and GAAP

SAP is balance sheet oriented with the emphasis on
valuation of assets and liabilities on aliquidation
basis. Thisis quite different than GAAP that has
an income statement focus and assumes a going
concern and the matching of income with related
expense.

SAP s less concerned with matching income and
expense time periods and instead recognizes ex-
penses more aggressively and income more
conservatively.

SAP isintentionally more conservative than
GAAP. It values assets at amounts that could be
realized quickly and liabilities at amounts required
to satisfy them as though they were immediately
due and payable. Because of this sense of immedi-
acy, SAP statements do not use the traditional
current and long-term categories often seen on
GAAP statements.

An asset under SAP isonly an asset if it has been
specifically identified in SAP asan asset. Any
GAAP asset that is not recognized by SAP is con-
sidered a nonadmitted asset. Because total GAAP
assets are reduced by the value of nonadmitted as-
sets to reach SAP assets, policyholders' surplus
(owners' equity in GAAP) is aso reduced by an
equal amount.

A nonadmitted asset is an item that does not meet
the strict requirements of liquidity for SAP. Ex-
amples are, company office buildings, furniture,
fixtures, supplies, prepaid expenses and uncol-
lected premiums more than 90 days old. These
items are nonadmitted for SAP because it would be
difficult to convert them into cash in a short period
of time without alossin value.

SAP aso differs from GAAP in its more strict
rules for the financial statement recognition of re-
insurance, deferred taxes and premium
deficiencies.

Because companies are regulated individually by
states, SAP isfocused on an individua insurance
company presentation of results. Unlike GAAP,
the concept of consolidated statements does not ex-
ist. Combined statements for a group of
property/casualty insurance companies can be pre-
pared but may not be all inclusive of all entitiesin
the organization. Combined statements are not
prepared for other types of insurers.

The NAIC'srolein SAP

SAP s promulgated by the NAIC and is published
in its Accounting Practices and Procedures Man-
ual. Thismanual isfor saleto the public.
Changesto SAP are typically adopted as of Janu-
ary 1 of the year.
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SAP stands separate and apart from GAAP. It has
not received Other Comprehensive Basis of Ac-
counting (OCBOA) standing from the American
Ingtitute of Certified Public Accountants (AICPA).

A standing committee of the NAIC is charged with
reviewing changes to GAAP to determine the ap-
plicability and impact on SAP. Thisisdoneto
address new developmentsin the world of financia
reporting but is not done with the intent that SAP
be changed to match GAAP.

SAP statements are prepared on NAIC standard
forms called blanks. Statements are prepared for
the first three quarters and at year-end. All com-
panies report based upon calendar quartersand a
December 31 year-end. The year-end blank is
much more detailed than the quarterly blank.

Satutory Financial Statements

SAP statements include a balance sheet, income
statement and cash flow statement. In addition, a
number of schedules present detailed information
regarding investments, claims and reinsurance.

Each major insurance industry has its own specific
blanks version. Separate versions exist for prop-
erty/casudty, life/health, health maintenance
organization, dental plans, fraternal organizations
and title insurance.

Prescribed and Permitted Practices

The NAIC prescribes SAP. State insurance de-
partments, as the regulatory authority, continue to
have the ability to grant companies permission to
deviate from SAP. State approved deviations from
SAP are considered permitted practices. Compa-
nies must include in the Notes to the Financial
Statement permitted practices and their impact.

State insurance departments grant a permitted
practice for an individual company when pre-
scribed SAP would result in financial reporting
that would be inappropriate or misleading for the
situation.

SUMMARY

The insurance industry is regulated primarily at the
dtate level. The insurance regulators of the 50
dtates, the Digtrict and the 4 territories devel oped
methods of communicating and coordinating activi-
ties through the NAIC and informal channels of
communication. This cooperation and communica-
tion has resulted in aregulatory system and
structure that is consistent in many ways while still
providing states the ahility to address local con-
cerns.
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A. M. BEST

The A. M. Best (Best) Company isawidely rec-
ognized, and highly regarded firm that analyzes
and rates insurance companies. Best has been
publishing ratings of insurance companies since
1906.

Independent ratings are an important indicator of
company solvency and financia condition. Best's
ratings provide an independent opinion of an insur-
ance company’ s ability to meet policyholder
obligations (claim payments). Those evaluating a
company or marketing relationship can use these
ratings to identify concerns of afinancial nature.

Best's information, consistent with state insurance
regulation, ison an individual insurance company
basis. Theratings do consider the impact of other
companies in the structure, and the impact the
holding company may have on the rated company.

Best ratings are available to the general public free
of charge. The easiest way to obtain these ratings
is through the Company’ s website
www.ambest.com. Ratings can be obtained by en-
tering the company name. Ratingsfor other
companies in the group are also available.

There are 16 major letter ratings divided between
the following two broad categories:

Secure — (strong ability to meet ongoing obligation
to policyholders)

A++ and A+ Superior
A and A- Excellent
B++ and B+ Very Good

Vulnerable — (good ability to meet ongoing obliga-
tions to policyholders)

B and B- Fair

C++and C+ Marginal

C and C- Weak

D Poor

E Under Regulatory Supervision
F In Liquidation

To obtain an alphabetical Best's rating, an insur-
ance company must have a minimum of five
consecutive years of operating results, be of a cer-
tain size, provide the required financial and
operating information and pay afee.

In addition to the letter rating, Best assigns arating
outlook to most companies. The outlook provides
a sense of potential future direction for the com-
pany over the next 2 to 24 months. The indicators
can be described as positive, negative or stable
based upon expected business trends.

The process employed by Best is based on analysis
of Statutory Accounting Principles (SAP) financia
statements. Thisis supplemented with Generaly
Accepted Accounting Principles (GAAP) audited
financia statements and SEC filings (where avail-
able), and other information. In order to receive a
letter rating, Best must have the ability to conduct
ongoing discussions with managements.

Best reviews and updates the ratings of each com-
pany at least annually. Reviews outside of the
annua cycle aretriggered by events that may ma-
terially impact the company. Examples of these
events include: acquisitions, mergers and sales,
major changes in reinsurance programs, demutu-
alization, catastrophes, significant financial
concerns regarding an affiliate, parent or subsidi-
ary, significant changesin regulations or
legidation, or unexpected changes in earnings.
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OBTAINING INFORMATION

To facilitate your understanding of insurance en-
terprises with thrifts within the structure, you
should review the Best rating. A review of the
Best rating and the supporting analysis will aid
you in identifying potential areas of concern in the
examination process. It will aso provide perspec-
tive on the current state of the insurance operation
and its outlook in the near term.

Best ratings can be supplemented by obtaining a
detailed company profile. These profiles contain a
history and analysis of each company. Profiles can
be ordered through the Best website. The profileis
ddivered to you through e-mail in a matter of min-
utes.

Individua company profiles cost $35 per com-
pany. Most insurance structures are comprised of
several, sometimes, many, individual insurance
companies. Requesting profilesfor al the compa-
niesistypically not necessary and may be cost
prohibitive.

In order to make the best use of funds, you may
want to obtain profilesinitially only for the largest
companies in the structure. Going forward you
should then consider obtaining profiles for any
company in the enterprise with arating in the vul-
nerable category or for any company with a
significant rating decline.

OTS has established a prefunded account for staff
to obtain these reports. The Manager of Informa-
tion Services Branch in Washington administers
the OTS account. Y our region can forward the
names of authorized users to Washington so that
access can be establisned.

SUMMARY

Best’shas along history and is highly regarded in
its ability to evaluate insurance companies. Y our
use of Best information can help you in identifying
areas of concern and in developing the scope of
holding company examinations.
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SECTION: Large and Complex Enterprises Section 940
(Conglomerates)
INTRODUCTION

A conglomerate is generally defined as a corporate
enterprise made up of a number of different com-
panies, or legal entities, that operate in diversified
fields. Some of our large and complex holding
company enterprises (Category Il) fal in this cate-
gory. Often, conglomerates are highly integrated
and managed differently than a more traditional
holding company — with less regard for separate
corporate existence and more focus on, for in-
stance, product lines or geographic areas. Such
functional management allows enterprises to take
advantage of the synergies among their compo-
nents, to deliver better products to the market, and
to provide higher returns to stockholders.

This shift from managing along legal entity linesto
functional lines means that the information and
conclusions drawn during the examinations of in-
dividua entities within the conglomerate may be
incomplete unless understood in the context of the
examination findings of other related legal entities
or centralized functions. In short, we must think
along functional or centralized linesin order for the
examination process to match the business prac-
tice. Therefore, it isappropriate to consider a
broad scope of intra-group transactions, as well as
risk concentrations across company lines. Fur-
thermore, while the thrift and other regulated
financia activities may have capital adequacy
guidelines, as emphasized in Section 300, the capi-
tal adequacy of the consolidated holding company
enterprise must also be evaluated.

This Section will provide you with a better under-
standing of the additional areasto consider within
each CORE component when you examine a con-
glomerate. Y ou should consider this guidance in
connection with your examination and ongoing su-
pervision of large and complex holding company
enterprises that engage in multiple lines of busi-
ness. Thiswould typically include diversified
holding companies, or holding companies that con-
trol numerous different legal entities engaged in
lines of business that cross traditional sectors. A
joint decision will be made by senior management
in DC and the region as to whether a holding com-
pany enterpriseis. 1) a conglomerate subject to the

guidance contained in this Section; and 2) a con-
glomerate subject to adirective issued by the
European Parliament and the Council of the Euro-
pean Union (see Appendix A).

ONGOING SUPERVISION AND USE OF
SUPERVISORY PLANS

The complexity of the conglomerate will mean that
we need to approach supervision differently. The
rapidly changing environment of a conglomerate
means that we will need to increase planning and
offsite monitoring. Ongoing supervision allows for
timely adjustments to our supervisory strategy as
conditions change within the organization or the
economy. To be effective, our supervisory efforts
must be flexible and responsible. The supervisory
process needs to be dynamic and forward looking
in order to respond to technological advances,
product innovation, new risk management systems
and techniques, changes in markets, and the finan-
cia condition and operating performance of
entities within the conglomerate.

We will use amore formalized annual supervisory
planning process in supervising conglomerates.
This process will be documented in a customized
Supervisory Plan. The Supervisory Plan will serve
to focus our efforts on major areas of risk, particu-
larly those that may not be subject to full review
by other regulatory authorities. In addition, the
Supervisory Plan will outline our expectations with
respect to reporting requirements, especialy as
they relate to risk concentrations, intra-group
transactions, and capital adequacy. The goals and
expectations outlined in the Supervisory Plan must
be communicated to management to ensure that
they understand the regulatory scheme in place for
their organization and that OTS has their full co-
operation.

In al likelihood there will be other regulators that
have a supervisory role with respect to entitiesin
the conglomerate. If there are other regulators, we
will need to work closely with them to ensure that
our combined supervisory efforts are seamless,
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regulatory burden is reduced, and duplication is
avoided. Inthisregard, you should get input from
supervisors responsible for significant regulated
entities when formulating the Supervisory Plan.

The Administration section outlines the functional
regulation procedures. In addition to coordinating
with fellow U.S. financia regulators, in many con-
glomerates you may aso need to communicate
with financial regulators or nonfinancial regulators
in other countries.

Thefirst step isto identify and establish communi-
cation with other interested regulators. Once you
have done so, you should establish acceptable pro-
cedures for sharing information, aswell asa
general understanding of what types of information
you will exchange. Depending on the regulator, a
formal information sharing agreement may exist.
To mogt effectively supervise the conglomerate,
you should ask the other regulators for their super-
visory assessment of the entity(ies) that they are
primarily responsible for, as well as the nature of
any major sanctions or supervisory measures they
have deemed necessary.

As the group-wide regulator of the conglomerate,
we should share the following:

An organizational chart or smilar summary of
the magjor entitiesin the conglomerate that aso
identifies other regulators and their point of
contact. This step will facilitate communica-
tion between interested regulators, aswell as
give other regulators the opportunity to verify
the accuracy of your assessment of the major
entities in the conglomerate.

A list of mgjor shareholders and managers that
exercise sgnificant influence in the conglom-
erate.

The strategic policies of the conglomerate.
Thiswill allow each interested regulator to as-
sess the impact of the conglomerate’ s policies
on their relevant regulated entity.

Y our conclusions about the financial condition
and capital adequacy of the conglomerate.

Any significant risk concentrations or intra-
group transactions that may raise supervisory
concern.

Assessment of the capability and effectiveness
of management.

Y our assessment of the adequacy of risk man-
agement and internal control systems of the
conglomerate.

Any developments with mgjor entitiesin the
conglomerate (including the thrift) that may
adversely impact other entities in the enter-
prise.

Much of this information will be contained in
the holding company examination report. Y ou
may share your supervisory findings with other
supervisors. These conclusions should be pre-
sented to the other regulators using the
Conglomerate Supervisory Review format.

Y ou will draw much of the information needed
to complete the Review from the holding com-
pany examination report. Examination
conclusions should be summarized in the re-
view.

The guidance in this Section will help you assess
the risks that are unique to a conglomerate. The
following discussion outlines eements that you
should consider in each CORE component of the
holding company examination.

CAPITAL

One of our most important functionsisto ensure
that a conglomerate maintains adequate capita to
support itsrisk profile and that it meets the mini-
mum regulatory capital standards of any regul ated
financial sector (banking, insurance, or securities).
Y our review on a group-wide basis does not dimin-
ish the need for functiona regulators to maintain
and monitor regulated entities compliance with the
sector’ s requirements. The reason for conducting a
capital analysis at the conglomerate level isto
identify, and, if necessary, address concerns of
large intra-group holdings of capital that cause dif-
ficulties in one entity to be transmitted to other
entities within the group.
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Your main goal isto assess capital adequacy on a
group-wide basis and identify instances of double
or multiple gearing that can overstate group-wide
capital. You must also identify minority interests
and quality of capital issues that will impact your
capital analysis. A group-wide analysiswill re-
quire you to consider the entire conglomerate,
including both regulated and unregulated entities.
While the capital requirements for regulated enti-
ties such as banks, insurance companies, and
securities firms, are explicit, you will need to de-
velop anationa capita proxy for unregulated
entities based on the most analogous capital rules
for aregulated entity. For instance, the regulatory
capital standards for a banking company could be
used to develop a notional capital proxy for aleas-
ing company. If you cannot develop a notiona
capital proxy for an unregulated entity, then you
should deduct the parent’ s investment in that entity
(as determined under the equity method of account-
ing) from the group’s capital.

Definitions of regulatory capital also vary from
sector to sector. For instance, what may congtitute
regulatory capital in one industry, may not bein-
cludable as regulatory capital in another industry.
In those instances where surplus capital in one sec-
tor offsets capital deficits in other sectors, you will
need to make a qualitative assessment as to
whether that surplus capital would be includable as
regulatory capital in the capital deficient sector and
is transferable to that sector.

In addition, conglomerates need to have board ap-
proved capital adequacy policiesin placeto
provide capital management guidelines to senior
managers. Capital adequacy policies should ad-
dress the fundamentals of capital management such
as identifying appropriate levels of capital
throughout the organization, how the conglomerate
will raise capital when needed, dividend and share
repurchase policies, and overall capital and capital
allocation strategies.

A conglomerate’ s capital adequacy is based on the
five principles discussed below. While your capi-
tal adequacy analysis will need to be based on
these principles, aso consider the discussion of

leveraging, earnings, and cash flow analysis de-
scribed in the other sections of this Handbook.

1. Identify instances of double or multiple
gearing, for example wher e the same capital
isused smultaneoudy as a buffer against
risk in two or more legal entities.

Double gearing involves two entities within a con-
glomerate that both include the same capita in
their capital bases. Typically, thisinvolves a par-
ent company obtaining capital that is
downstreamed to a subsidiary and counted as capi-
tal asecond time. Multiple gearing is another
iteration of this process whereby the same capital
is counted by athird company as capital. Also be
aware that double and multiple gearing can occur
in different forms when capital is raised by a sub-
sidiary and then upstreamed, or a sister affiliate
raises capital that istransferred to arelated com-
pany through a purchase of stock or other equity
instrument. Capital gearing is likely to overstate
the external capital of a conglomerate, asit is dou-
ble-counted through the organization. As such,
intra-group holdings of capita should be excluded.

As an example, assume that a parent insurance
company has available capital” of $1,500 with
$500 invested as common stock in awholly owned
regulated bank. Also assume that the second-tier
bank, with available capital of $900, invests $250
of its capital into awholly owned regulated securi-
ties company (third-tier organization) in the form
of common stock. The securities company has
available capital of $500. Further, assume that the
capital required levels are $800 for the top-tier
parent, $800 for the second-tier bank, and $400 for

! Throughout this Section, the term “available capital” in-
cludes the various definitions of regulatory capital in each
industry worldwide and as a description of any substitute for
“regulatory capital” in unregulated industries where you
need to develop anotional capital proxy. If you cannot de-
velop anotional capital proxy for an unregulated entity, then
you should deduct the parent’s investment in that entity (as
determined under the equity method of accounting) from the
group’s capital.
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the third-tier securities company for atotal of
$2,000.

100% 100%
Parent Owned Owned Group-
Insur- 2" Tier 3" Tier Wide
ance Banking | Securities Totals
Com- Com- Company
pany pany
Available
Capital® $1,500 $900 $500 | $2,900
Capital
Required -800 -800 -400 | -2,000
Capital
Surplus /
- Deficit
Before
Adj. For
Gearing 700 100 100 900
Adj. for
Multiple
Gearing -500 -250 0 -750
Capital
Surplus /
- Deficit
After Adj.
For Gear-
ing 200 -150 100 150

By smply aggregating the available capital of the
three entities ($1,500 + $900 + $500 = $2,900), it
would appear that on a combined basis the group-
wide available capital easily exceeds the capital
required of $2,000. However, as $500 of the par-
ent’s available capital was downstreamed into the
second-tier bank and counted by the bank as avail-
able capital, that capital is double-geared. Further,
the bank’ s investment of $250 of its available capi-
tal in its securities company represents an instance
of multiple gearing because the same funds are
now being counted by three different entities as

2|t is assumed for this example that available capital at the
insurance company, the bank, and the securities company in-
cludes $500, $400, and $250 of general reserves,
respectively. The composition of available capital may dif-
fer depending upon the regulations for each industry and in
each country.

available capital. Removing the double and triple
counting of capital by deducting the insurance
company’s $500 investment in the bank, and the
bank’ s $250 investment in the securities company,
$750 in total, the entire conglomerate maintains a
group-wide capital surplus of only $150. Also
note that the parent’s capital surplusis reduced
from $700 to $200 and the bank’s capital surplus
of $100 becomes a capital deficit of $150. Asthe
example shows, the capital adequacy of conglom-
erates may appear significantly better before
double and multiple-gearing is recognized and re-
moved from group-wide capital.

2. ldentify instances wher e a parent issues
debt and downstreams the proceedsin the
form of equity, which can result in excessive
leverage.

The use of borrowings at one level of a conglomer-
ate that isthen infused to other entities as capital
raises concerns about excessive leverage. Exces-
sive leveraging can ultimately lead to concerns
with meeting debt service requirements if the com-
pany’s earnings and/or cash flow were to
deteriorate. Thisis particularly an issue when the
borrowing company must rely on dividends from
subsidiaries or capital injections from a parent or
an affiliate to service the debt. As other regulated
entities generally must meet minimum regulatory
capital requirements and/or where regulators have
the authority to preclude dividend payments to pro-
tect the equity of the regulated entity, a source of
income and cash flow for the borrowing company
may become unavailable.

In addition, loan arrangements often contain cove-
nants and restrictions that can impact a company’s
ability to provide cash flow support to service the
debt through dividends or capital injections from
other entities within the organizationa structure.
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3. Identify the effects of double, multiple, or
excessive gearing through unregulated in-
termediate holding companies which have
participationsin dependentsor affiliates en-
gaged in financial activities.

Y our evaluation of capital adequacy for the con-
glomerate must aso identify instances where
intermediate unregulated holding companies pro-
vide capital to subsidiaries or affiliates. Y ou will
need to effectively eliminate the capital contribu-
tion of al of the intermediate holding companiesin
the organizational structure to deduct the impact of

capital gearing.

4. ldentify the risks being accepted by unregu-
lated entities.

As unregulated entities are not required to meet
regulatory capital standards, they pose a separate
and digtinct problem when assessing capital. The
solution is to develop a notional capital proxy for
regulatory capital thresholds. For unregulated en-
tities that have activities similar to regulated
entities, for example leasing, you should apply the
capital requirements of the most anal ogous regu-
lated industry, such as banking, to construct a
notional capital proxy. If you cannot develop ano-
tional capital proxy for an unregulated entity, then
you should deduct the parent’ s investment in that
entity (as determined under the equity method of
accounting) from the group’s capital.

Consider an example of an unregulated parent
holding company with two wholly owned regulated
subsidiaries (a bank and an insurance company)
and one wholly owned unregulated subsidiary
(leasing company). Therelevant financia
information and required capital levels are:

100% Owned Bank Subsidiary

Equity Capital $700
General Reserves 100
Available Capital® 800
Capital Required -100
Capital Surplus / - Deficit 700

100% Owned Insurance Subsidiary

Equity Capital $200
General Reserves 100
Available Capital 300
Capital Required -300
Capital Surplus / - Deficit 0

100% Owned Unregulated Leasing Co.

Equity Capital $100
Notional Capital Proxy -150
Capital Surplus / -Deficit -50

Unregulated Parent Holding Company

Investment in Bank Subsidiary $700
Investment in Insurance Subsidiary 200
Investment in Leasing Subsidiary 100
Equity Capital 300
Capital Required 0

The example demonstrates that while the regulated
entities have available capital to meet their own re-
quired capital levels, the overall group is
insufficiently capitalized because the parent has
downstreamed capital to its subsidiaries and there
is an undercapitalized unregulated leasing com-
pany within the structure of the organization. The
result of eliminating the double-gearing of the capi-
tal through consolidation and identifying a notional
capital proxy for the unregulated leasing company
results in the group-wide capita deficit.

% Note that the definition of regulatory capital will vary be-
tween industries and countries. In this example, the $100 of
general reserves at the insurance company and the bank are
included in available capital.
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Group-Wide Totals

Equity Capital Consolidated $300
General Reserves 200
Available Capital 500
Aggregate Capital Required -550

Group-Wide Capital
Surplus / - Deficit 50

In this example, the parent holding company is un-
regulated and considered a shell company with its
only significant assets being investments in sub-
sidiaries; therefore, a notional capital proxy is not
required. However, if this parent holding company
had substantial operations, then you would also
have to develop a notional capital proxy for the
parent company and factor the additional capital
needed into your analysis. The capital analysis
method used in this exampleis referred to as the
Accounting Consolidation method and relies on
consolidation to remove double-gearing of capital
through elimination of intercompany account bal-
ances and transactions. This method is explained
in further detail in Appendix B.

5. Identify investmentsin regulated and un-
regulated subsidiariesto ensure that the
treatment of minority and majority interests
is prudent.

In those instances where parent companies control
less than 100 percent of one or more subsidiaries,
you will need to carefully assess each interest.
You will need to determine if your assessment of
capital adequacy is more representative of the as-
sociated risks by fully aggregating the interests or
excluding them by pro rating the interests. In
situations where the conglomerate maintains a ma-
jority ownership interest, in excess of 50 percent
but less than 100 percent, full consolidation is
typically required. However, full consolidation is
likely to overstate capital adequacy when capital
surpluses exist. If you fully aggregate the surplus
capital of subsidiaries where the parent holds less
than a 100 percent interest, you may overstate
capital adequacy, as compared to pro rating the

capital surplus based on the parent’s ownership in-
terest. Pro rating the capital surplus recognizes the
minority interest holders' right to their proportion-
ate share of the surplus capital. It isexpected that
you would generally pro rate surplus capita if the
conglomerate’ s interest in an entity is less than 100
percent. Additiona discussion of the prudent
treatment of magjority and minority interestsis de-
tailed in Appendix C.

After pro rating the capital surplus, your assess-
ment will aso need to take into account any types
of restrictions on the transferability of the surplus
capital in the lower tier entities. If you decide that
restrictions are present that prohibit the transfer of
the surplus capital, then you will need to exclude
any nontransferable surplus capital from available
capital. The following page discusses transferabil-

ity of capital.

In those cases where the parent holds less than a
100 percent interest in a subsidiary that is capital
deficient, pro rata attribution of that capital defi-
ciency may understate the parent’s obligation to
provide capital. The parent may have an obliga-
tion to fund a capital deficiency in excess of its pro
rata ownership interest. For instance, in the event
of acapital deficit at aregulated entity in which
the parent owns 60 percent of the common equity
with proportionate voting control, the conglomer-
ate' sliability to fund the capital deficit may exceed
60 percent of the deficit becauseit is the control
owner. Inthisinstance, the parent’s obligation to
fund the capital call may exceed its pro rata inter-
est inthe subsidiary. It is expected that the entire
capital deficit of asector or an entity will be fac-
tored into the group-wide capital analysis, if the
parent holds a mgjority interest.

When the conglomerate holds a minority interest in
an entity, you will need to carefully analyze
whether the conglomerate’ s interest is a controlling
interest based on percentage ownership, voting
rights, and any other factors. Other factors to con-
sider would be board membership, participation in
operations or policy making, and significant inter-
company relationships or transactions. Normally,
you should expect that only the pro rata portion of
the surplus capital of the subsidiary would be
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available to the parent that holds a minority inter-
est. If the parent’s minority interest in a subsidiary
is such that the parent can exert significant influ-
ence and has significant exposure to risk, you
should treat the interest like a mgjority interest.
The test of significant influence and exposure to
risk can generally be expected to apply to interests
of 20 percent or more, but under 50 percent.

CAPITAL MEASUREMENT METHODS

There are three capital measurement methods to
assess capital adequacy — the Accounting Consoli-
dation method, the Deduction and Aggregation
method, and the Book Vaue/ Requirement Deduc-
tion method. Y ou may also combine each of the
methods to best capture the conglomerate’ s capital
adequacy requirements. Examples of each of the
methods are presented in Appendix B.

Y ou must first understand the ownership interests
of each company throughout the conglomerate be-
fore you begin your capital assessment.
Understanding the structure of the conglomerate is
essential to identify unregulated entities, capital
gearing, use of debt downstreamed or upstreamed
as capital, and partial ownership interests. The
availability of information, consolidated or uncon-
solidated, may dictate which capital measurement
method is appropriate. Y our choice of method will
depend on which is best suited for that particular
conglomerate. You have the flexibility to deter-
mine if one method, or a combination of the
methods, most appropriately captures the risk and
capital structure of the conglomerate. Examples of
each of the methods are contained in Appendix B.

When applying any of these methods, you need to
take into account any of the conglomerate’s pro-
portional share of any less than wholly owned
entities. Proportional share means the proportion
of the subscribed capital which isheld directly, or
indirectly by that entity. When aregulated lower
tier entity has a capital deficit, or an unregulated
entity has anotional capital deficit, you will need
to determine how to best reflect that deficit in your
analysis. If aconglomerate holds a majority inter-
est, and in some instances a minority interest, you
would typically include the entire capital deficit in

your analysis. However, if you determine that the
parent holding company is only responsible for its
share of that entity’s capital deficit, you may ac-
count for that capital deficit on a proportiona
basis.

Regardless of the method chosen, you must ensure
that: 1) any capital gearing or intra-group capital
is eliminated; 2) that the capital requirements for
each different financial sector shall be met by
available capital as calculated according to the cor-
responding rules of that sector; 3) if the parent has
acapita deficit only cross-sector capital that
complies with the parent’s capital rulesis allow-
able; 4) where sectora rules limit the digibility of
cross-sector capital, these limits would apply in
principle when calculating capital at the level of
the conglomerate; 5) when calculating available
capital at the conglomerate level, you must con-
sider the effectiveness of transferability of capital
across different legal entities; and 6) in the case of
anonregulated entity, a notional solvency require-
ment must be calculated, or the parent’ s investment
in the nonregulated entity (as determined under the
equity method of accounting) must be deducted
from the group’s capital.

If there are capital surpluses within the conglomer-
ate, you will need to determine if those surpluses
can be employed in other parts of the organization.
For instance, you will need to determine if the
capital surplus of an insurance entity or sector can
be transferred to the parent or another entity within
the group. In making that determination, there
may be legal, tax, shareholder rights, policyholder
rights, restrictions imposed by primary regulators,
and other considerations that will need to be
weighed in assessing if the surplus capital is trans-
ferable. You will aso need to consider the capital
rules for the relevant sectors and whether the sur-
plus capital is of aform that would meet the
capital eligibility rules of the other sectors. If not,
then the surplus capital should not be considered
transferable and available to other parts of the
conglomerate.

The Accounting Consolidation method compares
the fully consolidated capital of the conglomerate
to the sum of the capital required for each sector or
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entity. Available capitd includes only those ele-
ments that qualify for regulatory capital in
accordance with the relevant rules for each sector.
The regulator for each entity or sector determines
the regulatory capital required. This method re-
quires the elimination of al intra-group balance
sheet transactions, which is usualy accomplished
by consolidating the entities. The capita surplus
or deficit positions for each subsidiary is then iden-
tified and used to assess the availability of capital
group-wide to resolve any capital deficits. You
will also need to develop a notional capital proxy
for any unregulated entities, or deduct the parent’s
investment in that entity (as determined under the
equity method of accounting) from the group’s
capital when a proxy is not available, and then add
together the total capital required amounts and
compare to the available capital group-wide.

The Deduction and Aggregation method involves
summing the available capital of each regulated
and nonregulated sector or entity in accordance
with the appropriate sectoral rules and comparing
this to the sum of the individua capital required of
the regulated sectors and the notional capital prox-
ies for the unregulated sectors, plus the book value
of the investments in those entities or sectors. The
book value of the investments are included as they
represent geared capital that is not eliminated be-
cause this approach is conducted using the
conglomerate' s unconsolidated accounts. If you
cannot develop anotional capital proxy for an un-
regulated entity, then you should deduct the
parent’ s investment in that entity (as determined
under the equity method of accounting) from the
group’s capital.

The third method is the Book Vaue / Required
Deduction method. This method takes the balance
sheet of each company within the group and looks
through to the net assets of each related company
using unconsolidated balance sheet data. The con-
glomerate’s capital surplus/ deficit is calculated as
the difference between parent’ s available capital
and the sum of the parent’ s required capital and the
higher of the book value of the parent’ s investment
in each entity or sector and the capital required for
each entity or sector.

When evaluating capital adequacy, regardless of
the method, you should consider the following
points:

What is the conglomerate’' s capital and capital
alocation strategy?

Does the conglomerate have an effective capi-
tal adequacy policy? Does it describe their
capital and capita alocation strategy? Doesit
identify minimum capital thresholds?

Where is capitd held within the conglomerate
and why isit held there?

What factors affect the allocation of capital
across the conglomerate (for example, regula-
tory or risk factors)?

How are decisions made on capital allocation?

How are capita decisions affected by the legal
entity and business line structures?

Do management and the board periodically re-
view overall capital adequacy aswell asthe
capital adequacy of the individua subsidiar-
ies?

Are there any plansto issue new capital in-
struments or additional equity? Are there any
stock repurchase plansin place or contem-
plated?

To what extent, if any, are legal entities able to
raise capital on more favorable terms than oth-
ers?

Is the parent and/or any of the individual enti-
ties rated by the rating agencies? If so, what
are the ratings? Have any of the rating agen-
ciesindicated that their ratings are under
review for an upgrade or a downgrade? If so,
what are the implications for the organization?

Is there surplus capital available in the corpo-
rate structure that can be transferred to other
entities within the conglomerate? If so, are
there impediments to flows of capital among
legal entities?
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What restrictions are placed on the instruments
available to the conglomerate for raising capi-
tal and what is the nature of the restrictions?
Consider the affect of debt covenants.

Are there unregulated entities within the corpo-
rate structure? |If so, what are their lines of
business? Do any of the regulated entities
have significant interestsin on- or off-balance-
sheet assets or liahilities with these entities,
such as debt guarantees?

Are partia ownership interests present in the
structure of any of the subsidiaries? If so,
what are their ownership and voting rights?
Arethere other factors that could influence a
determination as to their obligations?

Have you evaluated quality of capital issues,
such as the use of subordinated debt or other
equity-like instruments that may not be consid-
ered to be acceptable regulatory capita for all
of the regulated entities across the conglomer-
ate?

Have all of the intercompany transactions been
identified that could impact your capital as-
sessment? Such intercompany transactions
could be on- or off-balance sheet or include
less obvious items such as significant tax li-
abilities.

Does the conglomerate or any of its individual
entities securitize any of its products? If o,
how are the securitizations managed and struc-
tured? Are the securitizations properly
accounted for and monitored on aregular ba-
sis? Arethese activities properly capitalized?

Are there significant derivatives outstanding?
What is the impact of the derivative positions

on capital adequacy?

If derivatives are present, are they used to
hedge certain risks, to speculate on market
movements, or are any of the entities actively
engaged in derivatives as aline of business?

Prior to undertaking your capital analysis, you will
need to understand the conglomerate’ s organiza-
tional structure. Only by understanding the legal

structure of each significant entity, can you begin
to consider the capital implications.

ORGANIZATIONAL STRUCTURE

Aswith al holding company enterprises, you must
determine the organizational structure and report-
ing hierarchy. Itisnot unusua for a conglomerate
to have alarge number of separately chartered le-
gal entities. Some of the entities within the
conglomerate may be regulated, whereas others
may not.

In ng the organizational structure of the
conglomerate, you should consider:

What factors influence the overall approach to
the corporate legd structure?

How closely is the conglomerate' s business
line structure aligned with its corporate legal
structure? If not closely aligned, what factors
influenced the “divergent” structure?

What is the conglomerate’' s strategy with re-
spect to corporate legal structure?

Does management fed thisis an idea struc-
ture? If not, what changes would make it
optimal and what impediments exist that pre-
vent management from implementing those
changes?

What legal entities are regulated, and by
whom? How does management view the regu-
latory structure within which it must operate?

In addition to wholly or majority owned subsidiar-
ies, the conglomerate may have a variety of
significant investments where they are not the ma-
jority owner. Despite the fact that these
investments represent only a minority ownership
interest, they may, nonetheless, be important to the
ongoing operation and financia condition of the
conglomerate. They may also add increased or ad-
ditional types of risk to the structure. Y ou should
also identify minority investments and evaluate
their risk.
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Understanding the organizational structure, and the
factors that influence its design will better position
you to evaluate the risks within the conglomerate.
By combining business lines, conglomerates offer
the potential for broad diversifications. However,
new risk concentrations may arise at the group
level. More specificaly, different entities within
the conglomerate could be exposed to the same or
similar risk factors, or to apparently unrelated risk
factors that may interact under unusually stressful
circumstances.

A risk concentration refers to exposures or 10ss po-
tential that is borne by entities within the
conglomerate that are large enough to threaten the
capital adequacy, or the financial position in gen-
eral, of the entitiesin the conglomerate. Risk
concentrations can arise in a conglomerate' s as-
sats, liabilities or off-balance sheet items. Risk
concentrations can take many forms, including ex-
posures to:

Individual counterparties,

Groups of individual counterparties or related
entities;

Counterparties in specific geographical loca-
tions;

Industry sectors;
Specific products;

Service providers (for example, back office
services); and

Natural disasters or catastrophes.

Conglomerates must have comprehensive systems
to measure, monitor, and manage risk concentra-
tions. Systems should be able to aggregate
exposures across legal entities and business lines.
To assess whether the conglomerate has adequate
risk management processes in place to manage
group-wide risk concentrations, you should con-
Sider:

What are the conglomerate’ s principal risks?
For each risk:

¥ How does the conglomerate measure the
risk?

¥ What kinds of risk reports are available
and how frequently are they produced?
Who reviews and is responsible to respond
to the reports?

¥ Istherisk managed centrally or by indi-
vidual legal entities?

What are the mgjor risk-taking legal entities
within the conglomerate?

What risk control mechanism does the con-
glomerate have in place (for example, limits,
vacation policy, job rotation)? If limits exist,
are they established by legal entity, business
line, or conglomerate? Who establishes and
monitors them? Who has authority to override
limits?

¥ Does management perform stress testing,
contingency planning and back testing? If
<0, evaluate the results.

Most conglomerates will have some degree of
country risk. Country risk is an exposure, credit,
price, capital markets, foreign exchange, settle-
ment, or other type of risk, that can be directly
impacted by the social, political, economic, or lega
climate of other countries. These risks can arise
from direct lending to foreign borrowers, under-
writing insurance to foreign entities, entering into
capital market contracts with foreign counterpar-
ties, or operating offices or subsidiary companies
in other countries. These risks are present with
both foreign and domestic entities or other entities,
and sovereign nations themselves. Y ou will need
to determine if the conglomerate has significant di-
rect or indirect country risk. A conglomerate has
direct country risk when it is a party to financial
transactions with entities based in other countries
as compared to indirect foreign risk wherein the
conglomerate is a party to financial transactions
with entities based in the same country and that en-
tity has direct foreign risk. An example of indirect
foreign risk would be an American based conglom-
erate lending to an American manufacturing
company that has foreign operations or other sig-
nificant foreign exposures. The manufacturing
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company could be impacted by adverse results of
itsinternational operations caused by political
changes that directly affect the company’s repay-
ment abilities. If the conglomerate does have
significant country risk, you will need to consider:

If board approved policies, procedures, and
authorizations have been established?

If country limits have been established and if
the actual exposures versus the limits are
monitored on aregular basis at a senior level?

If country risk exists to emerging market coun-
tries that may be more voldtile, or isthe
country risk limited to devel oped countries?

If country risk is monitored and controlled on a
centralized or decentralized basis?

If an effective country risk rating system that
risk ranks foreign exposures, including credit
and capital market exposures, has been estab-
lished?

A specific type of country risk is foreign exchange
risk, i.e., the conglomerate undertakes transactions
in foreign currencies that are subject to price and
settlement risk. If the conglomerate is exposed pe-
riodically or continuoudly to significant foreign
exchange risk, then you will need to consider:

How the conglomerate manages its foreign ex-
change risk?

What type of foreign exchange risk is the con-
glomerate exposed to, such asdirect lending in
other currencies, capital market transactions in
other currencies, or overseas operations that
are funded in other currencies?

How large is the conglomerate' s foreign ex-
change risk relative to earnings and capital ?

Do the conglomerate’' s policies and procedures
directly address authorizations for conducting
such transactions and exposure limits by types
of transactions and by country?

Does the conglomerate maintain specific for-
eign exchange counterparty and settlement
limits by entity? Are the limits monitored on a
regular basis with exceptions identified?

Does the conglomerate hedge its foreign ex-
change risk? If so, what policies, procedures,
controls, and reporting have been established?

Asyou draw conclusions about risk concentra-
tions, keep in mind that all risk concentrations are
not inherently bad if well managed. A certain de-
gree of concentration is an acceptable result of a
well-articul ated business strategy — for instance,
product specialization or targeting a particular cus-
tomer base.

RELATIONSHIP

The integrated nature and size of atypical con-
glomerate makes it a challenge to assess the
effectiveness of management and the relationship
between the various entities in the group. 1n our
role of supervising the conglomerate, we must look
beyond how decision makers, and the relationship
in general, impact the thrift to also assess how
management oversees the conglomerate as awhole.
Y ou should begin by considering:

What is the overall management structure of
the conglomerate?

How closely does the management structure
align with the business lines or corporate legal
entities and what is the strategy for alignment?

How is the conglomerate managed and con-
trolled — on aregional basis, on agloba basis,
business line basis, or some combination of
these?

How does the conglomerate manage businesses
that cut across geographic and legal bounda-
ries?

What responsibilities do different types of
managers (for example, legal entity, corporate,
or businessline) have within the conglomerate
and how do these managers interact?
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What roles and responsibilities does the con-
glomerate’ s board of directors have? What is
the composition of the board? For example,
what percentage is outside directors? Are out-
side directors independent of management?
How do the roles and responsibilities of the
conglomerate’ s board compare to those of the
legal entities? What degree of overlap exists?

In its oversight role, the board must ensure that the
conglomerate’ s risk management program is ade-
guate to identify, monitor, and control any
significant risk to the conglomerate. Conglomer-
ates with good risk management programs will rely
on areporting and control system that clearly iden-
tifies emerging and established risks posed by
excessive concentrations, changing markets,
economies, and interest rate environments,
substantia or inappropriate intra-group
transactions, significant off-balance sheet
activities, and compliance with the conglomerate's
policies and procedures.

Given that a conglomerate is generally going to be
a complex organization, it follows that its internal
controls should be sophisticated. An integral part
of agood risk management program incorporates a
system of internal controls that are sufficient to
identify areas of weakness, particularly in financia
reporting and accounting systems and records, and
with regard to regulatory compliance. Good inter-
nal controls will ensure that management and
financial accounting reports are accurate and prop-
erly portray the risk profile of the conglomerate.
Conglomerates with strong risk management pro-
grams will ensure that internal controls are well
integrated throughout the organization, from the
board to line employees, through policies and pro-
cedures that clearly delineate authorities,
responsibilities, permissible activities, and limits.
Y ou will need to evaluate how the conglomerate
ensures the integrity of itsinternal control struc-
ture, including controls over information
technology (IT). You should begin your assess-
ment by asking the following questions:

Does the conglomerate maintain an effective
risk management program? |sthe board and
senior management actively engaged in risk

management? Does the board approve risk
management and other significant policies?

Do policies and procedures clearly delineate
limits, activities, responsibilities, and authori-
ties? Are policies and procedures updated on a
timely basis for changes? Are policy and pro-
cedural changes communicated to employees?

Are management reports sufficient to identify
and monitor significant risks to the conglomer-
ate? Arethese reports accurate and timely?
Who reviews these reports and how often?

Does the conglomerate model its significant
risks? If so, do they properly document the
methodology, data, and assumptions em-
ployed? Do they back-test the results? Who
reviews modeling results and how often?

Is the system of internal controls appropriate
to the type and level of risks posed by the na-
ture and scope of the conglomerate’ s
activities? Are controls managed centrally,
along geographic or business lines?

Does the board and management support
strong internal controls by properly addressing
policy exceptions, excessive risks, regulatory
compliance, and employee misconduct?

Are strong internal controls evident in the con-
glomerate’ s IT infrastructure? Isthe T
infrastructure subject to outside reviews pei-
odicaly?

Are there contingency plansin place for major
operational concerns such as|IT failures, disas-
ters, liquidity needs, etc...? Arethe
contingency plans tested and up to-date?

Does the organizational structure establish
clear lines of authority and responsibility for
monitoring adherence to policies, procedures,
and limits?

Does the conglomerate ensure adequate sepa-
ration of duties where appropriate throughout
the organization?
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Areinterna controls and information systems
adequately tested and reviewed with coverage,
procedures, findings, and responses properly
documented and material weaknesses reviewed
at an appropriate level? Are exceptions cor-
rected effectively and on atimely basis?

What mechanisms are in place to identify and
correct internal control breaches, violations,
and other issues of noncompliance?

What information is available to monitor and
ensure compliance with relevant laws and
regulations?

How istheinternal audit function structured?
What roles and responsibilities belong to the
centralized element of the audit function (if
thereisone)? What roles belong to centralized
units of the interna audit function, if any?

What types of information, summaries and re-
ports are available on the results of internal
audits? To whom isthisinformation avail-
able? What isthe process for following up or
acting on issues requiring action identified by
the internal auditor?

How does the conglomerate ensure sufficient
independence of the internal audit function?
To whom does the internal audit function re-
port? Are there any aspects of the audit
function that are outsourced? If yes, to whom
and how is the decision to outsource made?

How does the conglomerate ensure the inde-
pendence of the external audit process? What
isthe role of nonexecutive board members?
How does the external audit firm interact with
the internal audit function? How does the con-
glomerate sdlect its external auditor?

Wheat information is available on external audit
issues? Who is thisinformation made avail-
ableto? Who isresponsible for, and what
follow-up is conducted, with respect to defi-
ciencies or other issues identified by the
externa audit?

What are the mgjor incentives provided to
management to meet the conglomerate’s goals

and objectives? What impedes meeting these
goas and objectives?

How are strategic business and individual
goals devel oped, communicated, and moni-
tored?

Intra-group transactions and exposures are an im-
portant element of corporate governance and
interna control. Given the size, complexity and
number of legal entities within alarge conglomer-
ate, control over capital, funding, and other risk
and income-transferring mechanismsis critical.
Furthermore, different approaches to capital regu-
lation and accounting requirements in different
financia sectors may increase the opportunities for
regulatory arbitrage.

Intra-group transactions and exposures can facili-
tate synergies between the different legal entitiesin
the conglomerate. Such synergies can lead to
healthy cost efficiencies and profit maximization,
and more effective control of capital and funding.
However, significant intra-group transactions and
exposures can a so expose one part of a conglom-
erate to problems or ailments in another part of the
conglomerate. Where regulated entities are pre-
dominant in the conglomerate, and business lines
and other activities follow legal entity lines, there
may be few supervisory concerns.

However, if there are significant unregulated enti-
tiesin the conglomerate, or the way in which the
operations are managed differ from the lega entity
structure, then sound management of intra-group
transactions is even more important.

It is management’ s, and ultimately the board of di-
rectors’, responsibility to achieve the appropriate
balance between the benefits and risks of intra-
group transactions and exposures. Sound risk
management of intra-group transactions and expo-
sures begins with policies and procedures approved
by the board or other appropriate body and active
oversight by both the board and management. The
conglomerate’ s policies and procedures should set
transaction and exposure limits.
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Intra-group transactions and exposures can take
many forms. Y ou are probably most familiar with
the transactions that are covered by the affiliate
regulations involving athrift. In a conglomerate,
new types of intra-group transactions and expo-
sures arise. Intra-group transactions and
exposures can arise through:

Cross shareholdings,

Trading operations whereby one company
within the group deals with, or on behaf of,
another company in the group;

Centralized management of short-term liquid-
ity within the conglomerate;

Guarantees, loans and commitments provided
to, or received from, other entitiesin the

group;

Providing management or other service ar-
rangements (for example back office services);

Exposures to mgjor shareholders (including
loans and off-balance sheet exposures such as
commitments and guarantees);

Exposures arising from placing client assets
with another lega entity in the group;

Purchases or sales of assets between entitiesin
the group;

Transfer of risk through reinsurance; and

Transactions that shift third party risk expo-
sure between entities within the conglomerate.

Y our assessment of intra-group transactions and
exposures can begin by considering:

What information is available on the range of
intra-group and related entity transactions and
exposures? What types of management infor-
mation reports are produced and how
frequently?

What is the conglomerate' s overal strategy
with respect to intra-group transactions and
exposures? What types of intra-group/related

entity transactions or other arrangements are
used (for example, servicing agreements,
loans)?

How are intra-group and related entity expo-
sures and transactions monitored?

What is the volume of intra-group/rel ated en-
tity transactions and level of finance
exposures? Does the conglomerate have inter-
nal limits or thresholds on such transactions or
exposures? Arethereinterna or external lim-
its or thresholds on such transactions or
exposures (such as regulatory, borrowing, or
board set limits)?

What isthe level of financial exposure to enti-
ties that are not wholly owned? Are there
limits or thresholds for transactions and expo-
sures to such entities?

The following transactions with any regulated en-
tity in the conglomerate would rai se supervisory
concern:

Transactions that result in capital or income
being inappropriately transferred from aregu-
lated entity.

Transactions that are on terms or under cir-
cumstances that are not at arm’ s length or not
under terms and circumstances that a third-
party would accept.

Transactions that can adversely affect the
capital, liquidity or profitability of entities
within the group.

Transactions that are used as a means of su-
pervisory arbitrage to evade capital or other
regulatory requirements.

Public disclosure of intra-group transactions and
exposures can promote market discipline by pro-
viding insight into the relationships among the
various entitiesin the conglomerate. Insightful
public disclosure allows for more effective market
discipline because stakeholders in the conglomerate
will be better able to understand the dynamics of
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the conglomerate’ s financial statements and risk
management activities.

Intra-group relationships and transactions, on- and
off-balance sheet, will often times significantly im-
pact how a company within the group operates,
raises its funding, implements its risk management
program, and manages other facets of its business.
Understanding these rel ationships between entities
within a conglomerate is an important and neces-
sary initial step to analyzing its capital adequacy
and financial performance.

EARNINGS

A conglomerate, by definition, will be alarge com-
plex business, likely encompassing a number of
different lines of business, with each line of busi-
ness offering a variety of different products. Asa
result, your earnings assessment will need to in-
clude an analysis of each of these different
business segments to understand how they contrib-
ute to the financial performance of the
conglomerate as awhole. You will, therefore, first
need to understand the organizational structure of
the conglomerate to determine the primary lines of
business, the most significant entities within the
group and their roles, as well as their geographic
reach. Only after achieving a solid understanding
of the organizationa structure, and the interrela-
tionships among the entities, can you begin to
analyze earnings.

Y our assessment will include an analysis of earn-
ings, cash flow, and liquidity, conducted on both a
consolidated and an unconsolidated basis. Y ou
will have to identify those entities that contribute
significant earnings, cash flow, and liquidity to the
parent company or affiliates. The analysis of in-
ter-company support via earnings, cash flow, and
liquidity is as important as understanding the con-
tribution of the individual entities to the
consolidated conglomerate’s results. While inter-
company transactions can be managed in a prudent
manner and to the benefit of the conglomerate,
such transactions can aso transmit financial prob-
lems to other entities within the group and
jeopardize the reputation, and possibly, the finan-
cia stability of the conglomerate. Y ou need to

identify those situations where inter-company
transactions pose concerns and potential risk to the
conglomerate.

Y our analysis may be complicated when any sig-
nificant entities within the group are unregulated.
If asignificant company within the group is un-
regulated, then regulatory reports will not be
available to provide insight into the financial per-
formance of that company or line of business.
Available information may be limited to only the
public domain and what the conglomerate pro-
vides. In addition, inter-company transactions
between unregulated entities can pose a greater
risk, asthey are not subject to regulatory restric-
tions or review. Only by understanding the
individual entities, regulated and unregulated, and
group-wide earnings and cash flows, can you
properly assess the conglomerate’ s financial stabil-
ity, ability to service debt and pay dividends, and
generate new capital to support growth and losses.

Begin your analysis with areview of the conglom-
erate’ s corporate structure and identify the major
entities, the predominant lines of business, regu-
lated versus unregulated entities, the primary
business products, and their geographic reach.
You will need to review the analyses performed as
part of the Organization and Relationship sections
of this Handbook module. After completing this
review, you will need to consider:

If any regulatory reports describe concerns
with the financial or risk profile of a company
or line of business, or with any inter-company
transactions?

Are there any inter-company transactions that
areindicative of a particular business segment
or significant company that is overly reliant on
other parts of the conglomerate for financial
support? Your review should include analyz-
ing consolidating balance sheets and income
statements for on-balance sheet items, and
other reports for off-balance sheet inter-
company relationships, such asfinancia de-
rivatives.
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Are there any lines of business or significant
entities within the conglomerate that are ex-
periencing earnings, cash flow, or liquidity
problems? If so, has management identified
the situation and developed aremedia plan?

How isthe financial control function organized
with respect to lega entities and business
lines? What part of the conglomerateisre-
sponsible for accounting and financial
reporting issues?

Does the conglomerate obtain annual inde-
pendent audits? If so, are audits prepared for
the conglomerate on a group-wide basis or are
there individual audit reports for separate enti-
ties within the corporate structure? Isthe
audit opinion qudified in any manner? Are
there any significant audit adjustments?

What accounting rules are used by the con-
glomerate? How are these rules applied across
the conglomerate? How do they vary across
geographic lines and business segments? How
is accounting reconciled across different finan-
cial sectors or countries?

Are there any new accounting pronouncements
that will significantly impact any of the indi-
vidual entities?

The ability of the conglomerate to generate consis-
tently strong earnings provides the ability to grow,
pursue opportunities, access capital markets at re-
duced costs, and absorb losses. The earnings
strength of the conglomerate will be dependent on
the earnings of the major business segments. Each
business segment may have significantly different
factors driving its earnings from stock market ac-
tivity for a securities broker/dealer, to the interest
rate and credit risk environment for a bank, to
catastrophic weather events for a property and
casualty insurance underwriter. Asaresult, the
conglomerate' s earnings may have components
that are cyclical or volatile in nature, or susceptible
to particular events, al of which you will need to
consider. In addition, your analysis should focus
on the mogt significant, and if present, the most
problematic entities within the conglomerate.

When conducting your analys's, you will need to
consider:

How profitable are the major business seg-

ments and the significant entities within the
conglomerate? What are the short and long
term profitability trends?

Are earnings stable and generated by core op-
erations, or are there volatile or cyclica
earnings components?

Are significant nonrecurring gains present,
such as alarge gain from the sale of assets that
are benefiting net income?

Are there unprofitable or under-performing
business segments or significant entities within
the conglomerate? If so, how is management
addressing these problems?

How strong are the conglomerate’ s basic fi-
nancial measures, such as return on equity,
cost of equity, return on assets, and turnover?

Does management and the board periodically
review earnings performance of the individual
entities and on a group-wide basis?

Does the conglomerate have a budget and fi-
nancia projections? Arethey produced at the
individual company level and on a group-wide
basis?

Are any of the individual entities or lines of
businesses significantly under-reserved for po-
tential losses?

Does the strategic plan identify any major ac-
tions such as stock repurchase plans, new
products, or lines of business that will have a
significant financial or risk impact on any of
the entities or lines of business?

How do the individual entities and the con-
glomerate as a whole, manage their income
taxes? Are there significant income tax liabili-
ties due? Arethere any new changesto
income tax regulations or laws that will sig-
nificantly alter future tax liabilities?

940.16 Holding Companies Handbook

November 2003

Office of Thrift Supervision



SECTION:
(Conglomerates)

Large and Complex Enterprises

Section 940

Y our assessment of the financial stability of the
conglomerate will aso need to identify potential
problems with cash flow or liquidity within the
conglomerate. To identify potential cash flow or
liquidity issues, you will need to analyze the cash
flow and liquidity needs and resources for each
major company and/or line of business. In addi-
tion, you may need to evaluate the balance sheet of
the underlying entities to identify significant con-
centrations of assets that are not liquid or do not
generate cash, such as goodwill or deferred policy
acquisition costs.

Of prime concern is the conglomerate' s ahility to
meet its financia obligations on atimely basis. If
one company within the group defaults, or loses
the confidence of market participants, the reputa-
tion and financial wherewithal of the entire
organization can be jeopardized, which can trans-
late to problems for an entire sector and other
conglomerates if there are significant cross-
holdings. Your anaysis needs to identify any con-
cerns with a conglomerate being able to mest its
financial obligations on atimely basis including
repaying debt, honoring financial derivatives, debt
guarantees and other types of commitments, and
meeting all underlying debt and other types of
covenants. You will need to identify concerns with
deterioration in a company’s debt service abilities
and/or liquidity position, and seek remedial action
where appropriate. Y our anaysiswill need to
consider:

Is there publicly available information from
rating agencies on the conglomerate or its sig-
nificant subsidiaries? |sthe conglomerate well
rated and considered financialy sound? Has
any rating agency announced its intent to con-
duct a credit review of the conglomerate with
an outlook towards changing the rating?

Do regulatory reports of individual entities or
lines of business indicate any concerns with
cash flow management, the liquidity position,
or the ability of an entity to meet its financial
obligations?

I's access to the capital markets performed only
at the parent level or through a specialized en-

tity, or do the individual entities maintain
access to the capital markets?

Arethere any legal, tax, or regulatory restric-
tions that could impact the conglomerate's
ability to manage its cash flows and service its
debt?

Are there inter-company guarantees provided
on debt or other types of contracts that could
pose a significant funding issue?

Are there other types of inter-company trans-
actions, particularly with unregulated entities
within the group that could impact the finan-

cia strength of a company within the group?

How is cash flow and liquidity managed for
the conglomerate as a group and on an indi-
vidual company basis? Are these functions
centralized or decentralized?

Does the conglomerate and the individua enti-
tiesmaintain liquidity and borrowing policies
and limits consistent with prudential stan-
dards? How are these policies and limits
applied group-wide?

How are liquidity and cash flow demands
measured on an everyday basis? Is senior
management regularly involved in monitoring
the liquidity needs of the conglomerate? What
information is available on liquidity? How
frequently isit produced?

Do theindividua entities generate sufficient
cash flow to service their own debt or are they
reliant on subsidiaries or outside resources to
meet debt service and other obligations?

Is there any significant credit drawn or avail-
ableto any of the entities? If so, are there any
significant restrictions or covenants associated
with any credit agreements that could prevent
the payment of dividends or other transfers of
capital, the use of liquidity, ability to borrow,
or otherwise significantly impact the conglom-
erate’ s or any of the individual company’s
operations or ability to serviceit’s debt?
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Are there any significant unfunded obligations,
such as under-funded pension plans, that could
significantly impact the conglomerate’ s liquid-
ity or earnings?

Are there significant off-balance sheet items
such as commitments, securitizations, financial
derivatives, or lease commitments that could
require significant liquidity commitments at the
conglomerate level or a any of the significant
subsidiaries?

What plans have been made for crisis or con-
tingency funding? To what extent have such
plans been elaborated?

Asyou conduct your financial anaysis, refer as
needed to Section 600 of this Handbook for addi-
tional guidance. Y ou have the flexibility in
choosing those areas of the Handbook that will be
useful in completing your assessment.

Y our conclusions about the financial wherewithal
of the conglomerate will need to carefully weigh all
of the above factors, as well as consider manage-
ment’ s approach in conducting the conglomerate’ s
business and the organizational structure. Your fi-
nal assessment should be from the perspective of
the conglomerate as a whole, highlighting its finan-
cia strengths and weaknesses. Y ou should aso
address any significant concerns with the financial
stability of any of the mgjor underlying entities,
regulated or unregulated.

SUMMARY

Y our assessment of a conglomerate will require
you to carefully weigh all of the CORE compo-
nents and their interrelationships. Y ou will need to
conduct your comprehensive assessment from the
perspective of the consolidated regulator at the
parent, top-tier, organization within the conglom-
erate. Particular emphasis, however, should be
placed upon a parallel assessment of the top-tier
financial company. While the primary emphasis
will be to analyze the conglomerate’ s capital ade-
quacy and risk profile, such an analysis cannot be
conducted without first considering the Organiza-
tion and Relationship components. In order to

understand the dynamics of the conglomerate, you
will need to:

Understand the organization — how it is struc-
tured, managed, and controlled. Y ou will need
to identify the conglomerate’ s most significant
entities and understand how they conduct their
business.

Identify and understand all significant intra-
group relationships and transactions to assess
their impact on the organization’s earnings,
risk profile, and capital adequacy.

Coordinate closely with other regulators and
consider their examination and inspection re-
ports, publicly available information, and
information provided by management.

Assess the conglomerate’ s major risk expo-
sures and how these risks are impacted, both
domestically and internationally, by economic
changes, legal and tax considerations, how the
conglomerate conducts its business, and the
stability of the financial marketsin which they
operate.

Determine the conglomerate’ s group-wide
capital adequacy. Thisincludes assessing
capital adequacy relative to the needs of each
major business sector and the parent’s own

capital adequacy.

As the consolidated regulator of the conglomerate,
we need to ensure that we coordinate closely with
all interested regulators worldwide. Thisinvolves
sharing information with other regulators so that
all parties understand the conglomerate's overall
dynamics. Thisalso involves being prepared to act
accordingly in the event of acrisis by obtaining in-
formation from the conglomerate on the
consequences of such an event, their contingency
plans and options to minimize the impact of a cri-
sis, and exchanging information with al interested
regulators to assist in coordinating and executing
any necessary supervisory actions.
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Worldwide, the regulation of conglomeratesis
evolving. Banking, insurance, and securities regu-
lators have recognized that the risks of the
combined enterprise must be evaluated. The Joint
Forum®, a group established by the Basel Commit-
tee on Banking Supervision, the International
Organization of Securities Commissions, and the
International Association of Insurance Supervisors,
has outlined principles related to the supervision of
conglomerates.

It iswidely recognized that a form of supplemen-
tary supervision is needed and that a central
regulatory contact point is essential. Asthe word
“supplementary” implies, the supervision of the en-
terprise isin addition to the role of the primary
regulator(s) for each financial sector. Sincethe
OTS has numerous holding companies with opera-
tions throughout the world, this guidanceis
designed to ensure that our regulatory approach to
conglomerates is considered equivalent to the stan-
dards and principles set by other governing bodies.
This approach ensures that our holding companies
areon alevel playing field, and not subject to un-
necessary or duplicative regulatory burden by
having to comply with differing regulatory
schemes.

The substance of the guidance provided throughout
this Section relies heavily on documents produced
by the Joint Forum. In particular, in July 2001,
the Joint Forum produced a compendium of docu-
ments on issues relating to conglomerates? These
papers document the combined thoughts of repre-
sentatives of various and different financial sectors
across many nations with regard to what supervi-
sory measures are needed to adequately oversee a
conglomerate. The compendium of documents ad-
dress coordination among regulators, information
sharing, capital adequacy, fit and proper tests on

! The Joint Forum is comprised of an equal number of senior
bank, insurance and securities supervisors representing each
supervisory constituency. Thirteen countries are represented
in the Joint Forum: Australia, Belgium, Canada, France,
Germany, Italy, Japan, Netherlands, Spain, Sweden, Swit-
zerland, United Kingdom and the U.S.

2 http://www.bis.org/publ/joint02.pdf

management’ s capabilities and effectiveness, intra-
group transactions and exposures, and risk concen-
trations.

The European Parliament and the Council of the
European Union issued a directive on December
16, 2002 (EU Directive) outlining measures to ad-
dress the risks with regard to financial groups with
financial activities across more than one sector.®
The articles of the EU Directive and objectives
therein outline a supervisory approach similar to
that spelled out in the Joint Forum documents.
U.S. companies engaged in financial activitiesin a
member state of the European Union” may fall
within the scope of the EU Directive.

The EU Directive defines a conglomerate as a
group of companies under common control that
engage predominantly in financial activities (insur-
ance, securities, and banking). Conglomerates
must have a significant interest in insurance and at
least one other financia activity (banking or secu-
rities), to fall within the scope of the EU Directive.
In addition, the ratio of aggregate assets of all fi-
nancial sector entitiesto total consolidated assets
of the conglomerate should exceed 40 percent.

Aninterest in afinancia sector is considered sig-
nificant if:

The ratio of that sector’s assets to the total fi-
nancial sector assets exceeds 10 percent; and

Theratio of the capita requirements imposed
by the regulator of that sector to the total ag-
gregate capital requirements for al financia
sectors in the group exceeds 10 percent.

3 http://europa.eu.int/eurlex/
pri/en/oj/dat/2003/1_035/l_03520030211en00010027.pdf

4 As of November 2003, the member states include Austria,
Belgium, Denmark, Finland, France, Germany, Greece, Ire-
land, Italy, Luxembourg, The Netherlands, Portugal, Spain,
Sweden, and the United Kingdom. The following countries
arein process of fulfilling the requirements to accede to the
European Union: Estonia, Latvia, Lithuania, Poland, Hun-

gary, Slovakia, the Czech republic, Slovenia, Malta, and

Cyprus.
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Section 940A

The EU Directive aso recognizes that it may be
appropriate to apply this guidance in situations
where these thresholds are not met or maintained.
For instance, if one or more of the ratios noted
herein fell below threshold levels during the current
annual cycle, but is expected to return to prior lev-
els. Similarly, there may be situations where these
thresholds are never met, but the characteristics of
the conglomerate warrant reviewing it asif it were.

The EU Directive requires that one single authority
be appointed for the overview of each conglomer-
ate and that such authority ensure that information
is coordinated and exchanged between the different
supervisors involved in the supervision of the con-
glomerate’ s component parts.

The regulator that will perform the supplemental
supervison istypicaly identified through mutual
agreement among all concerned member states,
however, where an agreement is not reached, au-
thority is assigned to the regulator of the parent
regulated entity. If the parent is not aregulated en-
tity, certain geographic and quantitative tests are
employed to assign the role to the member state
with the most significant connection to the group.
Regulatorsin third-party countries (countries like
the U.S. that are not members to the European Un-
ion) can serve in thisrole if their supervisory
approach is deemed to be equivalent to the sup-
plementary supervision regime. While an
equivaency determination will ultimately be made
by the regulatory authorities of the member states,
OTS believesthat its supervisory approach is
equivalent. Section 940 is designed to ensure that

the scope of our holding company examination of a

conglomerate is sufficient to fulfill these responsi-
bilities under the EU Directive.

If OTSis deemed equivaent, you must ensure that
our responsibilitiesin thisrole are fulfilled. Our
responsibilities would include gathering and dis-
seminating relevant or essentid information. We
would aso need to ensure that there are procedures
for sharing information on an ordinary basis as
well asin emergency situations. Close coordina-
tion with fellow regulatorsis achieved through
periodic meetings, input on the content of the en-
terprise’ s supervisory plan, and sharing of
information obtained in regulatory reports filed by
each agency. Information sharing or regulatory
cooperation agreements may be in place, but are
not required by the EU Directive.

If aholding company enterprise is subject to the
EU Directive, aprimary staff contact will be des-
ignated to communicate with international
regulatory authorities to initiate information shar-
ing procedures and develop an appropriate
Supervisory Plan for the conglomerate.
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Appendix B: Methods to Assess Section 940B
Capital Adequacy

The prescribed methods to assess group-wide capital include the Accounting Consolidation method, the De-
duction and Aggregation method, and the Book Value / Requirement Deduction method. In addition, if
necessary, you can aso combine two or more of these methods to conduct your capital adequacy analysis.
The following pages outline the three methods and provide examples of each.

The following is an abbreviated consolidated balance sheet divided into the individual subsidiariesincluding a
banking company that is the parent, an insurance subsidiary that is wholly owned by the parent, a securities
company that is 60 percent owned by the parent, and an unregulated finance subsidiary that is wholly owned
by the parent. The examplesin this appendix are based on the financial information shown bel ow.

Regulated Regulated Unregulated
Regulated . .
. Insurance Securities Finance L .
Banking L o o Eliminations Consolidated
Parent Subsidiary Subsidiary Subsidiary
100% Owned 60% Owned 100% Owned
Most Assets $315 $150 $225 $120 $810
General Reserves -4 -2 -2 -2 -10
Investment In:
Insurance Sub. 10
Securities Sub. 12
Finance Sub. 5
Totals 27 0 0 0 -$27 0
Total Assets 338 148 223 118 800
Total Liabilities 275 138 203 113 729
Minority Interest 8 8
Equity Capital 63 10 20 5 -35 63
Liabilities &
Equity Capital $338 $148 $223 $118 $800

Yinthis example, it is assumed that a third party minority investor owns 40 percent of the securities subsidiary. This minority ownership interest equals
$20 of equity capital at the securities subsidiary multiplied by 40 percent, or $8.
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Appendix B: Methods to Assess Section 940B
Capital Adequacy

Accounting Consolidation Method:

Uses consolidated financial information to eliminate intra-group transactions and capital gearing.
Breaks down the consolidated balance sheet into its major sectors.
Compares the conglomerate’ s consolidated available capital to capital needs.

Calculates the capital requirement for each regulated entity and a notional capital proxy for each un-
regulated entity. If aproxy cannot be developed for an unregulated entity, then you should deduct the
parent’s investment in that entity (as determined under the equity method of accounting) from the
group’s capital.

Determines the transferability of capital.

Aggregates the individual capita requirements and notional capital proxies (or deduction for unregu-
lated entities for which no proxy can be developed) of each entity or sector and compares this to the
group-wide available capital to identify a group-wide capital surplus or deficit.

The group-wide capital surplus equals $12 in the second table on the following page. However, this assumes
that the capital surpluses of the other entities are available (transferable) to offset the capital deficit at the fi-
nance subsidiary. 1n such an instance, you will need to determine if the surplus capital is transferable to capital
deficient sectors and is also dligible as capital in the capital deficient sectors. If the surplus capita is not trans-
ferable or eligible, then capital is considered inadequate at the finance subsidiary.

When minority interests are present, you will need to decide whether to include or exclude the minority interests
in your capital assessment. The first table on the following page * Accounting Consolidation Capital Assess-
ment Using Full Consolidation” includes the minority interest as available capital while the second table
excludes the minority interests from capital. Asaresult, the $5 capital surplus of the securities subsidiary is
pro rated 60 percent, or $3, reducing group-wide capital by $2. See Appendix C for additional discussion of
majority and minority interests. Generaly, you are expected to exclude or pro rate capital surpluses when the
conglomerate holds less than a 100 percent ownership interest in an entity.

However, you are expected to include, and not pro rate capital deficits, when the conglomerate has less than 100
percent ownership in an entity. For example, if the parent’s ownership interest in the finance subsidiary were
only amajority interest, you would still include the entire $3 capital deficit in your anaysis.
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Capital Adequacy

Section 940B

Accounting Consolidation Capital Assessment Using Pro Rata Consolidation

Regulated Regulated Unregulated
Regulated Insurance Securities Finance Group-Wide
Banking Parent Subsidiary Subsidiary Subsidiary Totals
100% Owned 60% Owned 100% Owned
Equity Capital $63 $10 $12.0 $5 $90.0
General 4 2 12 2 9.2
Reserves
Available 67 12 13.2 7 99.2
Capital
Deduct
Inves_trr_ler_]t In 27 0 0 0 27
Subsidiaries
Capital Required /
Proxy ® -32 -10 -10.2 -10 -62.2
Capital Surplus / .
- Deficit $8 $2 $3.0 -$3 $10.0
Accounting Consolidation Capital Assessment Using Full Consolidation
Regulated Regulated Unregulated
Regulated Insurance Securities Finance Group-Wide
Banking Parent Subsidiary Subsidiary Subsidiary Totals
100% Owned 60% Owned 100% Owned
Equity Capital $63 $10 $20 $5 $98
General 4 2 2 2 10
Reserves
Available 67 12 22 7 108
Capital
Deduct
Investment In
Subsidiaries -27 0 0 0 -27
Capital Required /
Proxy ® -32 -10 -17 -10 -69
Capital Surplus /
- Deficit $8 $2 $5 -$3 $12

2 Note that the capital amountsinclude general reserves as part of available capital. The use of general reserves, or other items, as available capital will
vary in different sectors or industries.

% In this example we have developed anotional capital proxy for the unregulated finance subsidiary. If it isnot possible to develop a proxy for an unregu-
lated entity, you will need to deduct that entity from the conglomerate's group wide totals. In this example you would need to deduct the unregulated
finance subsidiary's $7 of available capital and the $10 capital proxy from the group totals. Y ou would not need to change the $27 deduction for invest-
ment in subsidiaries because you would still want to eliminate the parent's $5 investment in the finance subsidiary. Once you have deducted the

unregulated entity, you would assess the remainder of the conglomerate's balance sheet as described in this Section of the Handbook. Y ou will need to rely
on other tools to assess the capital adequacy of the unregulated entity such as peer comparisons, debt to equity ratios, and cashflow analyses as described in

Section 300 of the Handbook.

“ The table above, “ Accounting Consolidation Capital Assessment Using Full Consolidation” includes the minority interest as available capital while the
first table “ Accounting Consolidation Capital Assessment Using Pro Rata Consolidation” excludes the minority interests from capital. Asaresult, inthe

first table the $5 capital surplus of the securities subsidiary is pro rated 60 percent, or $3, reducing group-wide capita by $2, which isthe difference in the

group-wide capital results of $10 versus $12. See Appendix C for additional discussion of majority and minority interests.
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Appendix B: Methods to Assess Section 940B
Capital Adequacy

Deduction and Aggregation Method:

Uses unconsolidated statements and is predicated on pro rata inclusion of subsidiaries.
Sums the available capital for each regulated and nonregulated entity or sector.

Sums the capital requirements for each regulated and nonregulated entity or sector with the book value of the
investments in the entities or sectors in the group.

Determines the transferability of surplus capital.

Compares required capital to available capital to identify a surplus or deficit on a group-wide basis.

The group-wide capital surplus equals $10 in this example. However, this assumes that the capital surpluses of the
other entities are available to offset the capital deficit at the unregulated finance subsidiary. In such an instance, you
will need to determine if the surplus capital is transferable to capital deficient sectors and if the company is regulated,
the surplus capital is also eligible as capital in the capital deficient sectors. If the surplus capital is not transferable,
then capital is considered inadequate at the finance subsidiary. Generally, you are expected to exclude or pro rate
available capital and required capital when the conglomerate holds less than a 100 percent ownership interest in an
entity. However, you are expected to include and not pro rate capital deficits when the conglomerate has a majority in-
terest in an entity. For example, if the parent’s ownership interest in the finance subsidiary were less than 100
percent, you would still include the entire $3 capital deficit in your analysis. See Appendix C for additional discussion
of majority and minority interests.

Parent Bank
Investments in Subsidiaries

$10 $12 $5
Pro Rated Regu- Unregulated
Regulated Insur- il ) )
Regulated o lated Securities Finance Group-Wide
; ance Subsidiary . -
Banking Parent Subsidiary Subsidiary Totals
100% Owned
60% Owned 100% Owned
Available Capital ® $67 $12 $13.2 $7 $99.2
Capital Required / Proxy 6 -32 -10 -10.2 -10 -62.2
Inv. in Subsidiaries -27 -27.0
Capital Surplus / - Deficit $8 $2 $3.0 -$3 $10.0

5 Note that the capital amounts below include general reserves as part of available capital. The use of genera reserves, or other items, as available capital
will vary in different sectors and countries.

© In this example we have developed a notional capital proxy for the unregulated finance subsidiary. If it isnot possible to develop a proxy for an unregu-
lated entity, you will need to deduct that entity from the conglomerate's group wide totals. In this example you would need to deduct the unregulated
finance subsidiary's $7 of available capital and the $10 capital proxy from the group totals. Y ou would not need to change the $27 deduction for invest-
ment in subsidiaries because you would still want to eliminate the parent's $5 investment in the finance subsidiary. Once you have deducted the
unregulated entity, you would assess the remainder of the conglomerate's balance sheet as described in this Section of the Handbook. Y ou will need to rely

on other tools to assess the capital adequacy of the unregulated entity such as peer comparisons, debt to equity ratios, and cashflow analyses as described in
Section 300 of the Handbook.
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Appendix B: Methods to Assess Section 940B
Capital Adequacy

Book Value / Requirement Deduction Method:

Uses unconsolidated statements.
Performs analysis from parent company perspective.
Predicated on pro rata consolidation of subsidiaries.

Focuses on capital surplus or deficit of each dependent (subsidiary) and the transferability of available
capital to the parent or el sewhere in the group.

Summary Steps to Complete the Book Value / Requirement Deduction
Method:

Calculate the parent’ s available capital according to the relevant capital rules for that sector.
Calculate the parent’ s required capital according to the relevant capital rules for that sector.

Calculate the higher of the book value of the parent’s investment in other entities or sectors, or these
entities capital requirements, pro rated as appropriate.

Sum the parent’s required capital and the higher of the book value of the parent’s investment in other
entities or sectors and these entities' capital requirements.

Determine the transferability of surplus capital.

Calculate the group-wide capital surplus/ deficit by comparing the parent’s available capital to the
sum of the parent’ s required capital and the higher of the book value of the parent’sinvestment in
other entities or sectors, or these entities' capital requirements.

The group-wide capita surplus equals $3 in this example. While this method excludes the available capital of
the subsidiaries, it also only takes into account the higher of the subsidiary capita requirements or the invest-
ment in the subsidiary, ignoring the lower of the two items. The net result in this caseis that surplus capital is
estimated to be $3 versus $10 in the prior two methods. While the example calculates a capital surplus, it as-
sumes that the capital surpluses of the other entities are available to offset the capital deficit at the unregulated
finance subsidiary. In such an instance, you will need to determine if the surplus capita is transferable to
capital deficient sectors and if the company is regulated, the surplus capita is also eligible as capita in the
capital deficient sectors. If the surplus capital is not transferable, then capital is considered inadequate at the
finance subsidiary. Generally, you are expected to exclude or pro rate required capital when the conglomerate
owns less than 100 percent of an entity. However, you are expected to include and not pro rate capital deficits
when the conglomerate has a magjority interest in an entity. For example, if the parent’s ownership interest in
the finance subsidiary were less than 100 percent, you would still include the entire $3 capital deficit in your
analysis. See Appendix C for additional discussion of mgjority and minority interests.
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Capital Adequacy

Section 940B

Book Value / Requirement Deduction Method (Continued):

Parent Bank

Investments in Subsidiaries

$10

$12 $5

e

v Sa

Unconsolidated
Regulated Banking

Regulated Insurance
Subsidiary 100%

Regulated Securities
Subsidiary 60% Owned

Unregulated Finance
Subsidiary 100%

Parent Owned Owned

Available Capital ’ $67 $12 $13.2 $7
Capltal8 Required / 32 10 10.2 10
Proxy
Surplus/ (Deficit) $35 $2 $3.0 -$3
Parent’s Available Capital ($63 Equity Capital plus $4 General Reserves) $67
Sum:

Parent’s Capital Required $32

Calculate the higher of the book value of the parent’s investment in each individual entity or sector or

these entities’ capital requirements:

Insurance Subsidiary 10

Securities Subsidiary 12

Unregulated Finance Subsidiary 10
Total Capital Required 64
Group-Wide Capital Surplus / - Deficit $3

" Note that the capital amounts below include general reserves as part of available capital. The use of general reserves, or other items, as available capital
will vary in different sectors and countries.

8 Inthis example we have developed anotional capital proxy for the unregulated finance subsidiary. If it isnot possible to develop a proxy for an unregu-
lated entity, you will need to deduct that entity from the conglomerate. In this example you would need to eliminate the $10 deduction for the capital proxy
and instead subtract the Parent's $5 investment in the Finance Subsidiary from the $64 of Total Capital Required. Once you have deducted the unregulated
entity, you would assess the remainder of the conglomerate's balance sheet as described in this section of the Handbook. Y ou will need to rely on other
tools to assess the capital adequacy of the unregulated entity such as peer comparisons, debt to equity ratios, and cashflow analyses as described in Section

300 of the Handbook.
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Appendix C: Prudential Treatment of Minority

Section 940C

and Majority Interests in Subsidiaries

In reviewing financial conglomerates, you are
likely to encounter a variety of different types of
control structures ranging from wholly owned sub-
sidiaries to ownership and/or voting interests that
may be insignificant. These Situations sometimes
present difficultiesin assessing capital adequacy.
In those instances where a lower tier company
maintains surplus capital and the conglomerate’s
investment is less than 100 percent, you will need
to decide what portion of the lower tier company’s
surplus capital is available to the parent. 1n addi-
tion, when alower tier company has insufficient
available capital, the liahility to fund the capital
deficit may exceed the conglomerate’s pro ratain-
terest in that particular company and the entire
deficiency should be reflected in your assessment
of the conglomerate' s capital adequacy.

When you conduct a capital adequacy assessment
of afinancial conglomerate where minority inter-
ests are present, you will need to decide how to
apportion any surplus capital, or a capita defi-
ciency, on a group-wide basis. The following
example demonstrates: 1) the impact that minority
interests and double gearing can have on your
capital adequacy assessment, and 2) that full con-
solidation can produce a more liberal result than
the pro rata method.

In this example, aregulated parent holding com-
pany has $2,000 of equity capital and invests $300
for a 60 percent ownership in aregulated bank.
There is a $200 minority interest in the bank held
by a separate third party. The bank has total capi-
tal of $500 as shown in the next table. The parent
and the bank have required capita levels of $1,700
and $250, respectively. Both entities easily exceed
their required capital levels by $300 for the parent
and $250 for the bank subsidiary on a stand-alone,
unconsolidated basis. The combined, but uncon-
solidated group-wide capital surplusis $550, as
shown in the second table.

Parent 60 % Elimina{ Consoli-
Holding | Owned .
tions dated
Company| Bank
Assets:
Most Assets $1,850 $900 $2,750
Inv. in Bank 300 -$300 0
Totals $2,150 $900 $2,750
Liabilities $ 150 $400 $ 550
Minority 200 200
Interest
Equity 2,000 500 -500 2,000
Capital
Liabilities &
Equity $2,150 $900 $2,750
Capital

However, we need to eliminate the double gearing
of downstreamed capital, the parent’ s $300 equity
investment in the bank, through consolidation. As
aresult, the parent’s $300 investment is eliminated
and the consolidated surplus capita position de-
clines from $550 to $250 and the parent’s
available capital now equals its required capital
level.

Capital Adequacy Analysis

Parent 60 % Group-
Holding Owned Wide
Company Bank Totals
Available Capital $2,000 $500 $2,500
Capital required -1,700 -250 -1,950
Capital Surplus /
- Deficit Before Adj. 300 250 550
for Gearing
Adj. For Gearing -300 0 -300
Capital Surplus /
- Deficit After Adj. $0 $250 250
for Gearing
Adjustments for
Minority Interest -100
Capital Surplus /
- Deficit After Adj.
for Gearing & $150
Minority Interest
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Section 940C

and Majority Interests in Subsidiaries

Y ou will need to assess the $200 minority owner-
ship interest for any legal and tax restrictions,
consider, for example, shareholder rights and regu-
latory restrictions and decide if al of the $250
surplus capital at the bank is available on a group-
wide basis. If you decide that the minority owner’s
interest in the surplus capital precludes using the
surplus capital in your capital adequacy analysis
group-wide, you should adjust your analysis ac-
cordingly. Generally you should pro rate the
surplus capital to recognize that the parent is only
entitled to 60 percent of the surplus capital posi-
tion should the bank decide to pay out the surplus
capital. In this example, assume that the minority
interest is not available as capital outside of the
bank because it is not transferrable to the parent.
Asaresult, $100 ($250 capital surplus multiplied
by the minority ownership interest of 40 percent =
$100) is deducted from the combined results and
the group-wide capita surplusis reduced from
$250 to $150. The preceeding example demon-
strates how double gearing and the presence of a
minority interest can significantly overstate capital
adequacy group-wide.

The following example demonstrates the practical
implications of assessing capital adequacy when
the parent only has a minority interest in alower
tier company and that company has a capital defi-
ciency. Generaly you will include the entire
capital deficiency of asubsidiary if the conglomer-
ate maintains a majority interest, you also need to
consider minority interests between 20 and 50 per-
cent if there are factors present that would create a
controlling interest. In this example, it is assumed

parent’s ownership interest is less than 50 percent,
the equity method of accounting is applicable. The
insurance company has atotal capital base of $375
comprised of the 60 percent third-party majority
interest of $225 and the holding company’s $150
minority investment.

Assume that the parent and the insurance company
have required capital levels of $1,700 and $450,
respectively. The parent has a capital surplus of
$300 on a stand-alone basis and the insurance
company has a$75 capital deficit on a stand-alone
basis. On acombined basis, the group-wide capi-
tal surplusis $225.

Parent 40 % Owned
Holding Insurance
Company Company
Assets:
Most Assets $2,000 $550
Investment in 150 0
Insurance Co.

Totals $2,150 $550
Liabilities $150 $175
Equity Capital 2,000 375
Total Liabilities &

Equity Capital $2,150 $550

However, the parent’s $150 equity investment in
the insurance company represents capital that is
double geared and therefore needs to be deducted
to properly assess capital adegquacy on a group-
wide basis. This deduction reduces the group-wide
capital surplus from $225 to $75.

that although the ownership interest is 40 percent, Capital Adequacy Analysis

the conglomerate holds the majority of the board 40 %

seats which would give it effective control of the HP (;”}f;lgt Owned Group-

insurance company. In thisinstance, a parent Compar?y Insurance |  Wide

holding company holds a $150 investment in a 40 Company

percent owned insurance company that is ac- Available Capital $2,000 $375 $2,375

counted for using the equity method.* Since the Capital Required 1,700 450 2,150
Capital Surplus / 300 -75 225
- Deficit Before
Adjustment For

1 . . R . Gearing

While the equity method of accounting is appropriate for
minority interests, if you decide that the conglomerate actu- Deduct Double -150 -150
. L . . Gearing

ally maintains a controlling interest in the entity because of Capital Surplus / $150 575 575

other fgctors, then GAAP may require full consolidation of ~ Deficit After Adj.

the entity. For Gearing
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Prudential Treatment of Minority

Section 940C

and Majority Interests in Subsidiaries

The $75 capital deficit at the insurance company is
attributed to the parent in its entirety until the capi-
tal deficit isresolved and is not pro rated for the
parent’s 40 percent minority interest. The entire
deficit is assessed against the parent holding com-
pany in the event that the majority owner cannot,
or will not provide the needed capitd. By ignoring
this possibility, you may be overstating the capital
adequacy of the group. Asaresult, the capita
deficit is not pro rated for the split ownership in-
terest in the insurance company.

Fully aggregating non wholly owned entities with
capital surpluses, or not including the entire capital
deficit where the parent’ s interest is less than 100
percent may overstate capital adequacy, if the
above assessment is not conducted. In situations
where group-wide capital appears satisfactory, but
an individual entity has a capita deficit, you will
then need to determine if surplus capital from other
entities can be transferred to the entity with the
capital deficit, and if any additiona capital support
is available from the third-party majority or minor-
ity interests. Note that an actua transfer of capita
may not need to be made. You are assessing
whether atransfer could be made, if necessary. In
doing so, you need to determine if there are any re-
strictions on the transferability of the surplus

capital.
In general, the following guidelines will apply:

If the group does not maintain control of a
subsidiary, normally less than a 20 percent in-
terest, and does not maintain any significant
influence through board membership or other
avenues, then the parent’ s investment should
be treated in accordance with the applicable
regulatory capital rules for that entity. In
those instances where capital rules are silent or
the subsidiary is unregulated, generally ac-
cepted accounting principles (GAAP) should
prevail.

If the ownership interest in asubsidiary gives
the group shared control, only the pro rata
share of surplus capital should be considered
as available to the parent. Typicaly, pro rata
treatment will be applied to ownership interests

between 20 and 50 percent. However, careful
assessment of the ownership structureisre-
quired. In cases where shared control isless
than 50 percent, in particular if voting control
is under 20 percent or the parent does not ex-
ercise any significant control or influence over
the subsidiary, the parent’ s investment should
be treated in accordance with the applicable
regulatory capital rulesfor that entity. In
those instances where regulatory rules are si-
lent or the subsidiary is unregulated, GAAP
should prevail.

When a parent company owns between 20 and 50
percent of a subordinate organization’ s outstanding
voting common stock, the parent should generally
reflect the investment on its books under the equity
method. The parent initially records its investment
in the entity at cost. The parent makes subsequent
adjustments to the carrying value to reflect its
share of the subordinate' s earnings or losses in the
period that the subordinate reports its operating re-
sults. Also, the parent adjusts its investment to
reflect dividends received from a subordinate or-
ganization. Under the equity method, the parent
does not report a subordinate organization’s divi-
dends as income, but rather as cash dividends that
reduce the subordinate’' s net assets and stockhold-
ers equity. Accordingly, the parent should record
a proportionate decrease in its investment account
for dividends received from the subordinate or-
ganization.

The equity method may require other adjustments
to the investment account similar to those made in
preparing consolidated statements. These include
eliminating intercompany gains and losses and to
account for any differences between the parent and
the subordinate organization in the measurement of
the subordinate’ s expenses. You can refer to APB
No. 18, The Equity Method of Accounting for In-
vestments in Common Stock for further details.

For interests in excess of 50 percent, interests
that confer effective control are usually con-
solidated in full and minority interests are
shown separately in the financial statements.
Surplus capital can be counted as available to
support the risks in the parent company, if ap-
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and Majority Interests in Subsidiaries

propriate. However, your assessment will
need to take into account any types of restric-
tions on the transferability of the surplus
capital in the lower tier entities. There may be
legal, tax, shareholder rights, policyholder
rights, restrictions imposed by functional regu-
lators, and other considerations that will need
to be weighed in assessing if the surplus capi-
tal istransferable. If you decide that
restrictions are present that prohibit the trans-
fer of all of the surplus capital, then you will
need to pro rate the surplus capital to properly
reflect the amount available to the group in
your capital adequacy analysis.

When a company owns more than 50 percent of a
subordinate organization’ s outstanding common
stock, GAAP generally requires the parent to con-
solidate the subordinate’ s assets on its financial
reports. In aconsolidation, the parent’s financia
reports reflect the financial position, operating re-
sults, and cash flows of both the parent and
subordinate as if they were a single business entity.
The reconciliation process involves the elimination
of intercompany accounts and transactions, such
as loans and payments between the two entities.
Typical intercompany eimination entries pertain to
intercompany stock ownership, intercompany debt,
and intercompany revenue and expenses. Thisin-
cludes open account balances, security holdings,
sales and purchases, interest, dividends, gain or
loss on transactions among entities in the consoli-
dated group, and intercompany profit or loss on
assets remaining within the group.

When a subordinate organization is majority (but
not wholly) owned by a parent company, the sub-
ordinate separately reports the minority interest of
shareholders owning less than 50 percent of out-
standing voting common stock. The minority
shareholders have an interest in the subordinate' s
net assets and in profits and losses.

Y ou should consult Accounting Principles Board
Opinion (APB) No. 16, Business Combinations,
when there are complex consolidation matters,
such as intercompany profits in assets, goodwill,
and income taxes on undistributed earnings.
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