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Bank Holding Company Supervision Manual

Supplement 41—January 2012

This supplement reflects decisions of the Board
of Governors, new and revised statutory and
regulatory provisions, and new and revised
supervisory guidance and instructions issued by
the Division of Banking Supervision and Regu-
lation since the publication of the July 2011
supplement.

SUMMARY OF CHANGES

Section 2500.0

This new section, “Supervision of Savings and
Loan Holding Companies” describes the super-
visory approach for savings and loan holding
companies (SLHCs) the Board will use during
the first supervisory cycle.! The condition, per-
formance, and activities of SLHCs will be assessed
on a consolidated basis in a manner that is
consistent with the Board’s established risk-
based supervisory approach for bank holding
companies (BHCs). For specific information
about the supervisory approach during the first

1. The first supervisory cycle for an SLHC is the period of
time between July 21, 2011, and the close of the first required
inspection.

FILING INSTRUCTIONS

supervisory cycle for holding companies of vary-
ing size and complexity, see SR-11-11 and its
attachments.

Section 4061.0

This new section on “Consolidated Capital (Capi-
tal Planning)” summarizes amendments to Regu-
lation Y that require BHCs with $50 billion or
more (large BHCs) of total consolidated assets
to develop and submit annual capital plans to
the Federal Reserve. These BHCs are required
to obtain approval from the Federal Reserve
under certain circumstances before making a
capital distribution. The section generally dis-
cusses significant provisions of the rule’s
amendments.

The large U.S. BHCs should have credible
capital plans that show sufficient capital to lend
to households and businesses, even under ad-
verse conditions. Each year, boards of directors
of large BHCs will be required to review and
approve the capital plans before submitting them
to the Federal Reserve. The rule was effective
on December 30, 2011. See the Board’s Novem-
ber 22, 2011, press release, 76 Fed. Reg. 74631
(December 1, 2011), and 12 C.F.R. 225.8.
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Bank Holding Company Supervision Manual

Supplement 40—July 2011

This supplement reflects decisions of the Board
of Governors, new and revised statutory and
regulatory provisions, and new and revised
supervisory guidance and instructions issued by
the Division of Banking Supervision and Regu-
lation since the publication of the January 2011
supplement.

SUMMARY OF CHANGES

Section 2126.1

This new section, ‘“Model Risk Management,”
presents guidance that was issued jointly by the
Federal Reserve Board and Office of the Comp-
troller of the Currency on April 4, 2011, as
“Supervisory Guidance on Model Risk Manage-
ment.” The guidance is intended for use by
banking organizations and supervisors as they
assess organizations’ management of model risk.
Banking organizations are to be attentive to
possible adverse consequences (including finan-
cial loss) of decisions based on incorrect or
misused models and should address those conse-
quences through active model risk management.
The guidance describes in detail the key aspects
of an effective model risk-management frame-
work, including robust model development,
implementation, and use; effective validation;
and sound governance, policies, and controls.
(See SR-11-7 and its attachment.)

Section 2231.0

This section on “Real Estate Appraisals and
Evaluations” was significantly revised to include
the December 2, 2010, “Interagency Appraisal
and Evaluation Guidelines.” The section includes
the revised inspection objectives, inspection pro-
cedures, and an internal control questionnaire.
The section clarifies the Federal Reserve’s and

the other federal bank regulatory agencies’
appraisal regulations and highlights the best
practices for an institution’s appraisal and evalu-
ation programs. The guidelines reflect develop-
ments in appraisals and evaluations as well as
changes in appraisal standards and advance-
ments in regulated institutions’ collateral valua-
tion methods. The guidelines pertain to all real
estate-related financial transactions originated
or purchased by a regulated institution or its
operating subsidiary for its own portfolio or as
assets held for sale, including activities of com-
mercial and residential real estate mortgage
operations, capital markets groups, and the secu-
ritization of assets and unit sales. Section A.4140.1
of the Commercial Bank Examination Manual
captures information related to the interagency
guidelines. The appendixes’ topics discuss
“Appraisal Exemptions,” ‘“Evaluations Based
on Analytical Methods or Technological Tools,”
and “Deductions and Discounts,” and include a
“Glossary of Terms.” (See SR-10-16, Decem-
ber 2, 2010, and its attachment.)

Section 4060.5

This section on “Capital Adequacy (Advanced
Approaches)” was revised to reference the guid-
ance in SR-11-8, “Supervisory Guidance on
Implementation Issues Related to the Advanced
Measurement Approaches for Operational Risk.”
The guidance discusses the combination and use
of required data elements, along with gover-
nance and validation. The revised section up-
dates the cited accounting standards references.
The section also summarizes the June 14, 2011,
revisions to the advance approaches rule (effec-
tive July 28, 2011), which establishes a required
permanent capital floor equal to the tier 1 and
total risk-based capital measurement ratios. (See
the Board’s press release and 76 Fed. Reg.
37620, June 28, 2011.)

BHC Supervision Manual July 2011
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Bank Holding Company Supervision Manual

Supplement 39—1January 2011

This supplement reflects decisions of the Board
of Governors, new and revised statutory and
regulatory provisions, and new and revised su-
pervisory guidance and instructions issued by
the Division of Banking Supervision and Regu-
lation since the publication of the July 2010
supplement.

SUMMARY OF CHANGES

Section 2090.2

This section, “Control and Ownership (BHC
Formations),” has been revised to incorporate
the Board’s June 1, 2009 (effective date) amend-
ment of the Small Bank Holding Company Pol-
icy Statement to allow a bank holding company
(BHC) that (1) has made a valid election to be
taxed under Subchapter S of Chapter 1 of the
U.S. Internal Revenue Code or (2) has been
organized as a mutual BHC, to exclude from
debt, for the purposes of the debt-to-equity
requirement, subordinated debentures issued to
the U.S. Department of the Treasury (Treasury)
under the former Troubled Asset Relief Pro-
gram (TARP) that was established under the
Emergency Economic Stabilization Act (EESA)
of 2008. (See 74 Fed. Reg. 26077, June 1,
2009.)

Section 2128.03

This section, “Credit Supported and Asset-
Backed Commercial Paper (Risk Management
and Internal Controls),” has been revised to
delete the discussions about excluding (1) cer-
tain consolidated asset-backed commercial paper
(ABCP) programs from the computation of risk-
weighted assets and (2) the related minority
equity interests in consolidated ABCP pro-
grams. The risk-based capital and leverage rules
require banking organizations to include con-
solidated assets that are held by variable interest
entities that are subject to the rules, resulting in
their inclusion in their risk-based and leveraged
capital ratios. See the January 2010, risk-based
capital rule change (effective date, March 29,
2010) at 75 Fed. Reg. 4636, January 28, 2010,
and 12 C.F.R. 225, appendix A.

Section 3111.0

This section, ““Section 4(c)(8) of the BHC Act
(Acquisition of Savings Associations),” has been
revised to include a discussion of a March 25,
2010, Board order in which a savings and loan
holding company (SLHC) that owned a federal
savings bank (FSB) requested the Board’s
approval, under sections 3 and 4 of the BHC
Act, to become a BHC by acquiring another
BHC, thereby acquiring the latter’s national
bank subsidiary. The SLHC requested approval
to operate its FSB as a savings association until
it became a subsidiary bank upon its conversion
to a national bank.

Sections 4020.0-4020.5

Section4020.1, “Banks”’; section 4020.1, “Banks
(Capital)”’; section 4020.2, “Banks (Asset Qual-
ity)”’; section 4020.3, “Banks (Earnings)”; sec-
tion 4020.4, “Banks (Liquidity)”; and section
4020.5, “Banks (Summary Analysis)”’ have been
revised to reflect more current and detailed
information and applicable references to rel-
evant SR letters and certain sections of the
Commercial Bank Examination Manual. The
beginning of each section discusses the added
revisions and references.

Section 4060.3

This section, “Consolidated Capital (Examin-
er’s Guidelines for Assessing the Capital
Adequacy of BHCs)” has been revised to

1. delete the discussions about excluding cer-
tain consolidated BHC-sponsored ABCP pro-
grams from the computation of risk-weighted
assets and to delete a related exclusion from
tier 1 capital—any minority equity interest in
a consolidated ABCP program that is not
included in risk-weighted assets. See the
January 2010, risk-based capital rule change
(effective date, March 29, 2010). (See also
12 C.F.R. 225, appendix A and 75 Fed. Reg.
4636, January 28, 2010.)

2. include a January 29, 2009, amendment to
the risk-based capital rule that permits BHCs
to reduce the amount of goodwill that must
be deducted from tier 1 capital by the amount

BHC Supervision Manual January 2011

Page 1



Bank Holding Company Supervision Manual

Supplement 39—1January 2011

of any deferred tax liability. (See 73 Fed.
Reg. 79602, December 30, 2008.)

3. provide information on the implementation
of a limit on the aggregate amount of a
BHC’s restricted core capital elements, which
includes trust preferred securities, to 25 per-
cent of total core capital elements (net of
goodwill) that can be included in the tier 1
capital of a BHC. This provision is effective
on March 31, 2011.

4. include without limit, in tier 1 capital, of
senior perpetual preferred stock issued to the
Treasury under the TARP, which shall be
considered qualifying noncumulative per-
petual preferred stock, including its related
surplus.

5. clarify the assignment of a 20 percent risk-
weight to the guaranteed portion of loss on
assets subject to a loss-sharing agreement
between the FDIC and acquirers of assets
from failed institutions. Such assets are con-
sidered conditional guarantees for risk-based
capital purposes. (See SR-10-4 and its
attachment.)

6. include in tier 1 capital, of subordinated
debentures issued to the Treasury under the
TARP of the EESA—TARP subordinated
securities—(1) by a BHC that has made a

FILING INSTRUCTIONS

valid election to be taxed under Subchapter S
of Chapter 1 of the U.S. Internal Revenue
Code or (2) by a BHC organized in mutual
form. The inclusion of TARP subordinated
securities in tier 1 capital is subject to the
limit on the amount of restricted core capital
elements that can be included in tier 1
capital.

Section 4060.4

This section on “Consolidated Capital (Lever-
age Measure)” was revised to include the
Board’s adoption (effective January 30, 2009)
of an exemption from its BHC tier 1 leverage
capital rules for ABCP programs held by BHCs
and their depository institutions that participate
in the Asset-Backed Commercial Paper Money
Market Mutual Fund Lending Facility (AMLF),
which the Federal Reserve System adopted on
September 19, 2008. The AMLF enables BHCs
and depository institutions to borrow from the
Federal Reserve Bank, on a nonrecourse basis,
if they use the proceeds of the loan to purchase
certain types of ABCP from money market
mutual funds. (See 12 C.ER. 225, appendix D
and 74 Fed. Reg. 6224, February 6, 2009.)
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Bank Holding Company Supervision Manual
Supplement 38—July 2010

This supplement reflects decisions of the Boar@ection 2090.05

of Governors, new and revised statutory and

regulatory provisions, and new and revised his section on “Control and Ownership (Quali-

supervisory guidance and instructions issued bijed Family Partnerships)” has been revised ftc

the Division of Banking Supervision and Regu-include a May 10, 2010, Board staff interpreta-

lation since the publication of the January 201@ion. The interpretation states that an assignmel

supplement. of an economic interest in the partnership inter
ests of a Qualified Family Partnership (QFP]
under section 2(0)(10) of the Bank Holding
Company Act to a non-qualified person (assigne

SUMMARY OF CHANGES is a nonfamily member) would be inconsistent
with the “relationship” requirement of the stat-
Section 2020.2 ute. Such an assignment would cause the pat

nership to lose its status as a QFP, and the QF

This section on “Intercompany TransactionsWOU|d be required to register as a bank holdin

(Loan Participations)” has been revised for sectOmpany (BHC).

tion 223.42(k) of Regulation W with regard to

purchasing (without recourse) an extension of

credit (that is, in this instance, a loan participa-SeCtlon 2100.0

tion) from an affiliate that is exempt from the __ . . . . . .
quantitative limitations (12 C.F.R. 223.11-Th'f section on _Interqatlon_al Banking Activi-
223.12)), collateral requirements (12 C.F.RU€S” (previously titled, “Foreign Banking Orga-
223.14), and low-quality asset prohibition (12n|zat|ons) is substantially revised to discuss

C.F.R. 223.15). References in the table of Lawd® Federal Reserve's supervision and regul:
vion of the international operations of banking

Regulations, Interpretations, and Orders ha L / .
been updated. The manual’'s section on loafrganizations headquartered in the United State
s well as the domestic activities of foreign

participations (section 2010.2.7 ) is alsg®S W c U
referenced. banking organizations.

Section 2068.0 Section 4066.0

This new section conveys the June 25, 201 his new section, “Consolidated (Funding and

interagency “Guidance on Sound Incentive Com=1duidity Risk Management)® conveys the
pensation Policies.” The guidance is based Oglay _21’ 2010, Interagency Policy Statement ot
the following key principles: (1) incentive com- -unding and Liquidity Risk Management. The
pensation arrangements at a banking organizF-Ol'Cy statement summarizes the sound pra
tion® should provide employees incentives tha Ices for managing .the. fulndlng and I|qU|d|ty
appropriately balance risk and financial result&Sks of depository institutions. The guidance

in a manner that does not encourage empmyet@gtlculz?]tesldtl}e"prO(_:ess that _d(t-:‘plos_:jtor){_ Institu
to expose their organizations to imprudent risk!ONS should follow in appropriately identifying,
easuring, monitoring, and controlling their

(2) these arrangements should be compatib ; A ;
with effective controls and risk managementiUnding and liquidity risks. In particular, the
1 Hldance re-emphasizes the importance of cas

and (3) these arrangements should be supportgow projections; diversified funding sources;

by strong corporate governance, including activ: : . B
y g corp 9 9 Stress testing; a cushion of liquid assets; and

and effective oversight by the organization’ X .
board of directors. The guidance was issued tg)rma_l,well-developed contlngencyfundlng p"?‘”
S primary tools for measuring and managin

help ensure that incentive compensation policie ; o ]
at banking organizations (1) do not encourag nding and I|qU|d|ty r'SkS.' The_Fec_iere_lI R_eserve
gxpects all supervised financial institutions tc

imprudent risk taking and (2) are consisten anage their liquidity risk using processes an

with the safety and soundness of the organizatiof]! . ;
systems that are commensurate with their corr

plexity, risk profile, and scope of operations.

1. As used in the guidance, the term “banking organiza- .
tion” includes U.S. bank holding companies as well as otheBHC Supervision Manual July 2010
institutions supervised by the Federal Reserve. Page 1
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The basic principles presented in this policy
statement also apply to BHCs, which should
manage and control aggregate risk exposures on
a consolidated basis, while recognizing legal

FILING INSTRUCTIONS

distinctions and possible obstacles to cash move-
ments among subsidiaries. See SR-10-6 and its
attachment.
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Bank Holding Company Supervision Manual

Supplement 37—January 2010

This supplement reflects decisions of the Board
of Governors, new and revised statutory and
regulatory provisions, and new and revised
supervisory guidance and instructions issued by
the Division of Banking Supervision and Regu-
lation since the publication of the July 2009
supplement.

SUMMARY OF CHANGES

Section 2010.2

This section was revised to include a discussion
of “Loan Participations, the Agreements and
Participants.” A loan participation is an agree-
ment that transfers a stated ownership interest in
a loan to one or more other bank holding compa-
nies (BHCs), banks, groups of banks, or other
entities. The transferred portion represents an
ownership interest in an individual financial
asset. The lead bank holding company (BHC) or
lead subsidiary (transferor) retains a partial inter-
est in the loan, holds all loan documentation in
its own name, services the loan, and deals
directly with the customer for the benefit of all
participants. If the transaction satisfies the require-
ments of Statement of Financial Accounting
Standards No. 166 (FAS 166), “Accounting for
Transfers of Financial Assets,” an amendment
of FASB Statement No. 140, the lead BHC or
lead subsidiary (as transferor) may derecognize
the portion of the loan transferred and record a
gain on its sale of the participating interests in
the loan.! Loan participation agreements are
helpful to smaller BHCs or community banks
that are trying to satisfy the lending needs of
their business customers when they may be con-
strained by their maximum lending limits.

1. InJune 2009, the Financial Accounting Standards Board
(FASB) issued FAS 166, which established conditions for
reporting a transfer of a portion (or portions) of a financial
asset as a sale. It defines a participating interest as a portion of
a financial asset that meets specific criteria, including a
requirement that the receipt of loan payments must be distrib-
uted on a pro rata basis. (See paragraph 8.) In addition to
meeting the criteria within the definition of a participating
interest, loan participations must meet three specific condi-
tions (see paragraph 9) for sale accounting treatment. FAS
166 is effective for the first annual reporting period beginning
after November 15, 2009.

The sale and purchase of loan participations
should adhere to established sound banking
practices. Sound controls should include (1) an
independent analysis of credit quality by the
purchasing BHC or subsidiary; (2) an agreement
by the lead BHC or lead subsidiary (seller) to
make full credit information available about the
obligor (borrower) to those acquiring the partici-
pating interests in the loan before finalizing the
transaction; (3) written documentation fully sup-
porting the transaction, its terms, recourse
arrangements, and the rights and obligations of
each party; and (4) a documented analysis as to
the value and lien status of collateral pledged on
the loan.

The revised section provides one primary
location for a discussion of supervisory guid-
ance on loan participation agreements, their
terms and components, the parties involved, as
well as the FAS 166 accounting guidance on
balance sheet and income statement treatment
for such agreements. Inspection objectives and
inspection procedures are included.

Section 2127.0

This section, “Interest-Rate Risk (Risk Manage-
ment and Internal Controls)” was revised to
include a brief overview of the January 6, 2010,
interagency “Advisory on Interest Rate Risk
Management™ that targets interest-rate risk man-
agement at insured depository institutions. The
advisory does not constitute new guidance. The
principles and supervisory expectations dis-
cussed within the guidance also apply to bank
holding companies, which should manage and
control aggregate risk exposures on a consoli-
dated basis. See SR-10-1.

BHC Supervision Manual January 2010
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Bank Holding Company Supervision Manual
Supplement 36—July 2009

This supplement reflects decisions of the Boar@ection 4060.3

of Governors, new and revised statutory and

regulatory provisions, and new and revised’he section, “Consolidated Capital (Examin-

supervisory guidance and instructions issued bgrs’ Guidelines for Assessing the Capital

the Division of Banking Supervision and Regu-Adequacy of BHCs)” was revised to include a

lation since the publication of the January 2009eference to the guidance issued in SR-09-]

supplement. “Application of the Market-Risk Rule in Bank
Holding Companies and State Member Banks.’
The guidance in this section is intended to assi
BHCs in assessing market risk, but primarily

SUMMARY OF CHANGES ensures that they apply the market-risk rule (1
C.F.R. 225, appendix E) appropriately anc
Section 2020.1 consistently.

The market-risk rule emphasizes the need fo

This section on “Intercompany Transactionsappropriate stresstesting and independent marke
(Transactions Between Member Banks and Thefisk management that is commensurate with th
Affiliates—Sections 23A and 23B of the Fed-organization’s risk profiles. Banking organiza-
eral Reserve Act)” has been revised substartions are to periodically reassess and adjust the
tially to discuss the statutory provisions of thesenarket-risk management programs to accour
statutes and to also include their respectivéor changing firm strategies, market develop:
Regulation W requirements. The section includements, organizational incentive structures, an
a discussion of the permissibility of certainevolving risk-management techniques. Specifi
transactions and also any interpretations thereofilly, SR-09-1 discusses (1) the core require
(including certain transactions that may involvements of the market-risk rule, (2) the market
bank holding companies when they are affiliatesisk rule capital computational requirements
of insured depository institutions (IDIs)). and (3) the communication and Federal Reserv

Sections 23A and 23B of the Federal Reserveequirements for a banking organization to ust
Act (FRA) and Regulation W limit the risks to its value-at-risk measurement models.
an IDI as a result of transactions between the
IDI and its affiliates, including the bank holding
company (BHC) and its subsidiaries. The statSection 4060.9
utes and regulation limit the ability of an IDI to
transfer to its affiliates the subsidy arising fromThis new section, “Consolidated Capital Plan-
the bank’s access to the federal safety net (i.enjng Processes (Payment of Dividends, Stoc
lower-cost insured deposits, the payment sydRedemptions, and Stock Repurchases at Bat
tem, and the discount window). The statute an#éiolding Companies)” conveys the supervisory
rule accomplish these purposes by imposinguidance found in SR-09-4 and its attachment:
guantitative and qualitative limits on the ability which is directed to supervisory staff and BHCs.
of a bank to extend credit to, or engage inThe guidance heightens the Federal Reserve
certain other transactions with, an affiliate. Transexpectations that a BHC will inform and consult
actions between an IDI and a nonaffiliate thawith Federal Reserve supervisory staff suffi-
benefit an affiliate of the IDI are covered by theciently in advance of (1) declaring and paying &
statute and regulation as well, through the welldividend that could raise safety-and-soundnes
established “attribution” rule. Certain transac-concerns (for example, declaring and paying
tions that generally do not expose an IDI todividend that exceeds earnings for the period fo
undue risk or abuse the safety net are exemptachich the dividend is being paid); (2) redeem-
from coverage under Regulation W. ing or repurchasing regulatory capital instru-

This section emphasizes that examiners angients when the BHC is experiencing financia
other supervisory staff should review intercomweaknesses; or (3) redeeming or repurchasir
pany transactions for compliance with theseeommon stock or perpetual preferred stock the
statutes and Regulation W. This section includegould result in a net reduction as of a quartel
examiner guidance on an inspection’s review oénd in the amount of such equity instruments
affiliate transactions and also revised inspectioautstanding compared with the beginning of the
objectives and inspection procedures that incor-=
porate and give recognition to the rule’SBHC Supervision Manual July 2009
provisions. Page 1
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quarter in which the redemption or repurchase
occurred.

Supervisory staff should document their analy-
ses of the issues discussed in SR-09-4 (and in
this section) and include such documentation in

FILING INSTRUCTIONS

workpapers related to supervisory activities. The
sectionincludesinspection objectivesandinspec-
tion procedures that are derived from the issued
guidance.
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Supplement 35—January 2009

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

SUMMARY OF CHANGES
Sections 1050.0, 1050.1 and 1050.2

These new sections provide a comprehensive
discussion of the Federal Reserve’s program on
the consolidated supervision of bank holding
companies (BHCs). Section 1050.0, “Consoli-
dated Supervision of Bank Holding Companies
and the Combined U.S. Operations of Foreign
Banking Organizations,” provides a summary
of the Federal Reserve’s Consolidated Supervi-
sion Program. The primary objective of this
supervisory guidance is to specify principal
areas of focus for consolidated supervision
activities. This should provide for more consis-
tent Federal Reserve supervisory practices and
assessments across organizations with similar
activities and risks. Specific expectations are
outlined for Federal Reserve staft for under-
standing and assessing a number of areas, includ-
ing primary governance functions and risk con-
trols, material business lines, nonbank operations,
financial condition, and other key activities and
risks at banking organizations.

This guidance highlights the supervisory atten-
tion that should be paid to risk-management
systems and internal controls used by BHCs and
FBOs. In addition, the guidance reiterates the
importance of coordination with, and reliance
on, the work of other relevant primary supervi-
sors and functional regulators.

The Federal Reserve’s enhanced approach to
consolidated supervision emphasizes several
elements intended to make the financial system
more resilient. These include a focus on corpo-
rate governance, capital adequacy, funding and
liquidity management, and the supervision of
material nonbank subsidiaries. Section 1050.1
details the program for the “Consolidated Super-
vision of Large Complex BHCs,” and section
1050.2 provides the program for the “Consoli-
dated Supervision of Regional Banking Organi-
zations.” The latter sections address the unique
aspects of supervising the combined U.S. opera-
tions of foreign banking organizations (FBOs).
See SR-08-9/CA-08-12 and its attachments.

Section 2090.4

This section, “Control and Ownership (Policy
Statements on Equity Investments in Banks and
BHCs),” has been revised to include the Board’s
September 22, 2008, policy statement on this
subject. The 2008 Policy Statement provides
additional guidance on the Board’s position
regarding minority equity investments in banks
and BHCs that generally do not constitute “con-
trol”” for purposes of the Bank Holding Com-
pany Act, and supplements the Board’s 1982
“Policy Statement on Nonvoting Equity Invest-
ments by BHCs.” The 2008 Policy Statement
provides the Board’s views on some of the
specific approaches to avoid control with respect
to (1) director representation; (2) total voting
and nonvoting equity investments in a banking
organization; (3) consultations with manage-
ment by a minority investor; and (4) other indi-
cia of control—business relationships and cov-
enants. The policy statement discusses some of
the most significant factors and principles the
Board will consider in determining whether
investments in a banking organization are non-
controlling for the purposes of the BHC Act.
See the Board’s September 22, 2008, press
release.

Section 2124.07

This new section, ‘““Compliance Risk-
Management Programs and Oversight at Large
Banking Organizations with Complex Compli-
ance Profiles,” sets forth the Board’s guidance
and expectations on the management and over-
sight of compliance risk for larger, more com-
plex banking organizations. The guidance focuses
on (1) organizations that should implement a
firmwide approach to compliance risk manage-
ment and oversight, (2) independence of compli-
ance staff, (3) compliance monitoring and test-
ing, and (4) the responsibilities of boards of
directors and senior management regarding com-
pliance risk management and oversight.

A firmwide approach to compliance risk man-
agement and oversight is generally expected of
banking organizations having $50 billion or
more in total consolidated assets and multiple
legal entities. These organizations are expected
to have a corporate compliance function that
plays a key role in overseeing and supporting
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the implementation of the compliance risk-
management program—one that appropriately
controls compliance risks that transcend busi-
ness lines, legal entities, and jurisdictions of
operation. The guidance also discusses an alter-
native approach for such large organizations
that may be less complex and engage in a very
limited range of business activities. The expec-
tations of compliance programs of FBOs, includ-
ing those with large, complex U.S. operations,
also are discussed. (See SR-08-8/CA-08-11.)

Section 2124.5

This new section, “Identity Theft Red Flags
Program and Address Discrepancies,” discusses
the November 9, 2007, adoption of interagency
rules, “Identity Theft Red Flags and Address
Discrepancies Under the Fair and Accurate
Credit Transactions Act of 2003,” (the FACT
Act) and guidelines issued by the federal finan-
cial institution regulatory agencies and the Fed-
eral Trade Commission (FTC). The rules and
guidelines (appendix A) implement sections 114
and 315 of the FACT Act. (See 72 Fed. Reg.
63718-63775, November 9, 2007.) Under the
FACT Act, BHCs and their nonbank sub-
sidiaries are subject to the FTC’s regulations.!
These regulations require financial institutions
or creditors that offer or maintain one or more
“covered accounts” to develop and implement
a written Identity Theft Prevention Program
(Program). A Program is to be designed to
detect, prevent, and mitigate identity theft in
connection with the opening of a covered
account or any existing covered account. The
Program must be tailored to the entity’s size,
complexity, and the nature and scope of its
operations and activities.

The rules and guidelines address the
(1) duties of users of credit reports regarding
address discrepancies; (2) duties regarding the

1. The FACT Act authorized the Board to write rules for
state member banks (section 222 of the Board’s Regulation V
(12 C.ER 222)), but not BHCs. Nonetheless, the Board retains
its supervisory and enforcement authority over BHCs, pursu-
ant to section 1818 of the Federal Deposit Insurance Act. The
Board’s and FTC’s Red Flags Rules are substantially the
same. See 16 C.F.R. 681 for the FTC’s Red Flags Rules.
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detection, prevention, and mitigation of identity
theft (implementation of a Program); and
(3) duties of (credit and debit) card issuers to
validate notifications of changes of address
under certain circumstances. The sections have
been revised to incorporate the rule’s provi-
sions that focus on an institution’s safety and
soundness (in particular, item 2 above). To
obtain information on items 1 and 3 above,
examiners may reference the Federal Reserve’s
Consumer Compliance Handbook. The joint
final rules and guidelines were effective on
January 1, 2008. The mandatory compliance
date for the rules was November 1, 2008. See
SR-08-7/CA-08-10 and its interagency attach-
ments. Safety and soundness-focused inspec-
tion objectives and inspection procedures are
provided.

Section 4090.0

This section, “Country Risk,” has been revised
to update the definitions of “country risk” and
“transfer risk” to coincide with their definitions
in SR-08-12, “Revisions to the Guide to the
Interagency Country Exposure Review Commit-
tee (ICERC) Process.” The new guidance dis-
cusses the November 2008 changes to the ICERC
country rating process, whose main feature is
the rating of countries only when in default.
Default occurs when a country is not complying
with its external debt-service obligations or is
unable to service the existing loan according to
its terms (that is, the failure to pay principal and
interest fully and on time), arrearages, forced
restructuring, or rollovers. The Federal Reserve
and the other banking agencies also have elimi-
nated the rating categories of Other Transfer
Risk Problems, Weak, Moderately Strong, and
Strong. See SR-08-12 and its attachments.
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This supplement reflects decisions of the Board
of Governors, new and revised statutory and
regulatory provisions, and new and revised
supervisory guidance and instructions issued by
the Division of Banking Supervision and Regu-
lation since the publication of the January 2008
supplement.

SUMMARY OF CHANGES

Section 1040.0

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

Section 2060.05

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

Section 2128.06

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

Section 3905.0

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

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

Section 3906.0

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

Section 3920.0

The section on “Limited Physical Commodity
Trading Activities (Section 4(k) of the BHC
Act)” was revised to discuss, in more detail, the
Board’s March 27, 2008, consideration, and
approval by order, of an FHC’s limited trading
in certain physical commodities that are not
approved by the Commodities Futures and Trad-
ing Commission (CFTC) for trading in the U.S.
or on non-U.S. futures exchanges. To trade in
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such commodities, the FHC must be able to
demonstrate that the derivative contracts on the
commodity satisfy the specified standards that
are stated in the order. The section also dis-
cusses the Board’s approval of the same FHC’s
request to make and take delivery in nickel, a
metal that is traded on the London Metal
Exchange—a CFTC-comparable regulatory
entity.

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

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

Section 4070.5

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

Section 4080.0

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

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

Section 5000.0

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

Section 5010.4

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

SUMMARY OF CHANGES
Sections 2020.0

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

Section 3905.0

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

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

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

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

Section 4060.3

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

SUMMARY OF CHANGES
Section 2010.2

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

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

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

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

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

Section 2050.0

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

Section 2065.3

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

Section 2128.09

This new section, “Elevated-Risk Complex Struc-
tured Financing Activities,” sets forth the Janu-
ary 11, 2007, Interagency Statement on Sound
Practices Concerning Elevated-Risk Complex
Structured Finance Activities. This statement
sets forth supervisory guidance that addresses
risk-management principles that should assist
institutions to identify, evaluate, and manage the
heightened legal and reputational risks that may
arise from their involvement in complex struc-
tured financing transactions (CSFTs). The guid-
ance is focused on those CSFTs that may present
heightened levels of legal or reputational risk to
the institution and are defined as “‘elevated-risk
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This supplement reflects decisions of the Boardssets that are 90 days or more past due,
of Governors, new and revised statutory andefault, or below investment grade, because th
regulatory provisions, and new and revisednstitution providing the ABCP liquidity facility
supervisory guidance and instructions issued bghould not be exposed to the credit risk assoc
the Division of Banking Supervision and Regu-ated with such assets. The interagency stateme
lation since the publication of the July 2006indicates that an ABCP liquidity facility will
supplement. meet the asset-quality test if, at all times through
out the transaction, (1) the liquidity provider has
access to certain types of acceptable cred

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

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

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

Section 3600.7

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

Section 3920.0

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

Section 4060.3

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

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

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

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

Section 4060.8

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

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

FILING INSTRUCTIONS

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

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

This revised section, “Policy Statement on the

Internal Audit Function and Its Outsourcing )

(Management Information Systems),” incorpo-Section 2090.2

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

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

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

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

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

assessments by management and the instity® .

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

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

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

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

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

an exemption from the capital guidelines. Fol

BHCs that are under the qualifying asset-size

threshold, the revised rule also (1) modifiec

certain qualitative criteria for determining when

Section 2060.1

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

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

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

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

tation services when the contracts (1) indemnify

the external auditor against all claims made by

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

external auditor from liability for claims or

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

Section 3072.0

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

Section 3072.8

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

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

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

Section 3610.1

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

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

Section 3610.2

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

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

Section 4060.3

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

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

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

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

Section 4060.4

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

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

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

regulatory provisions, and new and revised

supervisory guidance and instructions issued by

the Division of Banking Supervision and Regu-Section 2124.4

lation since the publication of the July 2005

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

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

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

interagency interpretive responses to frequentlguidance.

asked questions; the agencies jointly issued the

responses to help regulated institutions compl .

with the agencies’ appraisal regulation and reapection 3111.0

estate lending requirements when financing resj-. .. .

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

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

savings associations under this statutory provi-

sion must conform the acquired associations’

nonbanking activities to those that are permis-

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

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

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

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

Section 3005.0

Section 5000.0
Section 3071.0

“BHC Inspection Program—General” has been
“Section 4(c)(8) of the BHC Act (Mortgage revised to briefly discuss the reconfirmation of
Banking—Accounting and Reporting for Com-the Federal Reserve’s policy on the coordination
mitmentsto Originate and Sell Mortgage Loans)"of inspection and supervisory activities among
is a new section that has been added to incorpthe Reserve Banks. When banking organiza-
rate the May 3, 2005, Interagency Advisory ortions operate in more than one District, it is
Accounting and Reporting for Commitments toimportant that (1) inspection and supervisory
Originate and Sell Mortgage Loans, which wastaff assess and weigh all relevant and signifi-
issued by the Federal Reserve and the otheant supervisory findings when evaluating the
federal bank and thrift supervisory agenciesconsolidated banking organization and (2) a
The advisory provides guidance on the approprieonsistent and coordinated supervisory message
ate accounting and reporting for both derivativés communicated to the banking organization.
loan commitments (commitments to originateTo achieve this objective, the System follows
mortgage loans that will be held for resale) andhe principle that there is one RRB for each
forward loan-sales commitments (commitment$ully consolidated banking organization (i.e.,
to sell mortgage loans). When accounting andach top-tier consolidated banking organiza-
reporting for derivative loan commitments, insti-tion). Section 5000.0.6 defines the RRB for a
tutions (and bank holding companies) arébanking organization, highlights the role of the
expected to use generally accepted accountif®RB in inter-District coordination of banking
principles. Institutions (and bank holding com-supervision, and briefly discusses the roles and
panies) also must correctly report derivativeduties of the RRBs in conducting multi-District
loan commitments in accordance with their fedinspection and supervision activities. The classi-
eral bank and thrift supervisory agency’s formdication of out-of-District nonbank subsidiary
and instructions. (See SR-05-10.) An inspectioassetsis also discussed. See also section 5000.0.7.
objective and inspection procedures were als(See SR-05-27/CA-05-11.)
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This supplement reflects decisions of the Board  the Division of Banking Supervision and Regu-
of Governors, new and revised statutory and lation since the publication of the December
regulatory provisions, and new and revised su- 2004 supplement.

pervisory guidance and instructions issued by

Description of the Change

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

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

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

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

BHC Supervision Manual July 2005
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Description of the Change

New Previous
Section Section
Number Number
3005.0

3040.0 3040.0
3250.0 3250.0

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

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

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

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

BHC Supervision Manual
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New
Section
Number

Previous
Section
Number

Description of the Change

3905.0,
3920.0

4060.3

3905.0,
3920.0

4060.3

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

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

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

BHC Supervision Manual July 2005
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Description of the Change

New Previous
Section Section
Number Number
4060.4 4060.4
4070.0 4070.0
4070.1 4070.1

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

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

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

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

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

BHC Supervision Manual
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Description of the Change

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

These sections have been revised to incorporate the Board’s adop-
tion of the bank holding company RFI/C(D) rating system. (See
SR-04-18 and its attachment.)

New Previous
Section Section
Number Number
4070.5 4070.0.9
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This supplement reflects decisions of the Boarthe Division of Banking Supervision and Regu-
of Governors, new and revised statutory andhtion since the publication of the June 2004
regulatory provisions, and new and revisedupplement.

supervisory guidance and instructions issued by

LIST OF CHANGES

New Previous

Section Section

Number Number Description of the Change

2010.13 The new section “Establishing Accounts for Foreign Gover

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

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

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

3140.0 3140.0 The section “Leasing Personal or Real Property” has been revi
to incorporate a Board staff legal opinion that was requested by
foreign banking organization (FBO) that is treated as a bar
holding company (BHC). The FBO, as a BHC, engages in leasil
activities that the Board has authorized in Regulation Y, sectic
225.28(b)(3) (12 C.F.R. 225.28(b)(3)). The FBO asked if a BH!

BHC Supervision Manual December 2004
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Description of the Change

New Previous
Section Section
Number Number
3500.0 3500.0
4060.3 4060.3

may provide, as an incidental nonbank activity, fleet-management
services to some nonleased vehiclesin accordance with its Regula
tion Y—authorized leasing activities. In a December 19, 2003,
opinion, Board staff stated that the provision of fleet-management
services to some nonleased vehiclesis an activity incidental to the
BHC's authorized leasing activities, provided the BHC's leasing
subsidiary limits its fleet-management services involving vehicles
not subject to a Regulation Y permissible lease to no more than
15 percent of the fleet-management revenues, and to 5 percent of
the total leasing revenues of the leasing subsidiary. (See the
December 19, 2003, Board staff opinion and Regulation Y, 12
C.FR. 225.28(b)(3), footnote 5.)

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

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

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

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

BHC Supervision Manual
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Section
Number

Description of the Change

5010.10

5010.10

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

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

This section discusses the inspection reporting of consolidated
classified and special-mention assets and other transfer-risk prob-
lems. It has been revised to include the revised Uniform Agree-
ment on the Classification of Assets and Appraisal of Securities
Held by Banks and Thrifts (the uniform agreement) that was
jointly issued by the federal banking and thrift agencies (the
agencies) on June 15, 2004. The revised uniform agreement
amends the 1938 classification of securities agreement (the 1938
accord), which was revised on July 15, 1949, and May 7, 1979.
The uniform agreement sets forth the definitions of the classifica-
tion categories and the specific examination procedures and infor-
mation for classifying bank assets, including securities. The June
2004 revision did not change the classification of loans in the
uniform agreement. The revised uniform agreement addresses,
among other items, the treatment of rating differences, multiple
security ratings, and split or partially rated securities. It also
eliminates the automatic classification for sub-investment-grade
debt securities. (See SR-04-9.) The uniform agreement’s classifi-
cation categories also apply to the classification of assets held by
the subsidiaries of banks and bank holding companies.
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This supplement reflects decisions of the Boarthe Division of Banking Supervision and Regu-
of Governors, new and revised statutory andhtion since the publication of the December
regulatory provisions, and new and revised®003 supplement.

supervisory guidance and instructions issued by

LIST OF CHANGES

Description of the Change

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

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

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

This section on formal corrective actions has been revisec
briefly discuss the joint rules adopted by the Board and the ott
federal bank and thrift regulatory agencies (effective October
2003) for the removal, suspension, and debarment of accounta
from performing audit services. (See the Board’'s August 8, 200
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Description of the Change

New Previous
Section Section
Number Number
2124.01 2124.01
2178.0

pressrelease.) Section 36 of the Federal Deposit Insurance Act, as
implemented by 12 C.FR. 363, requires each federally insured
depository ingtitution with total assets of $500 million or more to
obtain an annual audit of its financial statements prepared by an
independent public accountant, as well as an attestation on man-
agement’ s assertions concerning internal controls. The joint rules
established the practices and procedures under which each agency
can, for good cause, remove, suspend, or bar an accountant or
accounting firm from performing audit and attestation services for
federally insured depository institutions that have total assets of
$500 million or more.

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

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

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

BHC Supervision Manual
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New
Section
Number

Previous

Section

Number

Description of the Change

2231.0

3160.0,
3160.2

2231.0

3160.0,
3160.2

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

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

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

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

Revisions to these nonbanking sections concern subsidiaries with
EDP servicing company activities and electronic benefit transfer,
stored-value-card, and electronic data interchange service activi-
ties. The changes incorporate the current revenue limit of 49 per-
cent (previously 30 percent) that the Board approved on
November 26, 2003 (effective January 8, 2004). An EDP servicing
company may provide services to others (outside third parties) if

BHC Supervision Manual June 2004
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New Previous
Section Section
Number Number Description of the Change

the total annual revenues derived from activities involving data
processing, data storage, and data transmission services (that are
not financial, banking, or economic related) do not exceed the
revised limit. BHCs may request permission to administer the
49 percent revenue test on a business-line or multiple-entity basis.
Seesection 225.28(b)(14) of Regulation Y (12C.F.R. 225.28(b)(14)).

FILING INSTRUCTIONS

Remove Insert
1010.0, pages 5-8 1010.0, pages 5-8
2000 Table of Contents, pages 11-22 2000 Table of Contents, pages 11-25
2065.4, pages 1-2 2065.4, pages 1-2, 2.1
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This supplement reflects decisions of the Boarthe Division of Banking Supervision and Regu-
of Governors, new and revised statutory andhtion since the publication of the June 2003
regulatory provisions, and new and revisedupplement.

supervisory guidance and instructions issued by

LIST OF CHANGES

New
Section
Number

Previous
Section
Number

Description of the Change

2060.5

2110.0

3120.0

2060.05

2110.0

3120.0

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

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

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

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

3950.0

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

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

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

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

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

BHC Supervision Manual
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Description of the Change

New Previous
Section Section
Number Number
4020.4 4020.4

FILING INSTRUCTIONS

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

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

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