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State insurance licensing standards 
with regard to the specific products 
being sold or recommended.

APPENDIX A TO SUBPART H OF PART 
208—CONSUMER GRIEVANCE PROCESS 

Any consumer who believes that any bank 
or any other person selling, soliciting, adver-
tising, or offering insurance products or an-
nuities to the consumer at an office of the 
bank or on behalf of the bank has violated 
the requirements of this subpart should con-
tact the Consumer Complaints Section, Divi-
sion of Consumer and Community Affairs, 
Board of Governors of the Federal Reserve 
System at the following address: 20th & C 
Streets, NW, Washington, D.C. 20551.

Subpart I—Interpretations

SOURCE: Reg. H, 63 FR 37658, July 13, 1998, 
unless otherwise noted. Redesignated at 65 
FR 14814, Mar. 20, 2000. Redesignated further 
at 65 FR 75841, Dec. 4, 2000.

§ 208.100 Sale of bank’s money orders 
off premises as establishment of 
branch office. 

(a) The Board of Governors has been 
asked to consider whether the appoint-
ment by a member bank of an agent to 
sell the bank’s money orders, at a loca-
tion other than the premises of the 
bank, constitutes the establishment of 
a branch office. 

(b) Section 5155 of the Revised Stat-
utes (12 U.S.C. 36), which is also appli-
cable to member banks, defines the 
term branch as including ‘‘any branch 
bank, branch office, branch agency, ad-
ditional office, or any branch place of 
business * * * at which deposits are re-
ceived, or checks paid, or money lent.’’ 
The basic question is whether the sale 
of a bank’s money orders by an agent 
amounts to the receipt of deposits at a 
branch place of business within the 
meaning of this statute. 

(c) Money orders are classified as de-
posits for certain purposes. However, 
they bear a strong resemblance to trav-
eler’s checks that are issued by banks 
and sold off premises. In both cases, 
the purchaser does not intend to estab-
lish a deposit account in the bank, al-
though a liability on the bank’s part is 
created. Even though they result in a 
deposit liability, the Board is of the 
opinion that the issuance of a bank’s 
money orders by an authorized agent 

does not involve the receipt of deposits 
at a ‘‘branch place of business’’ and ac-
cordingly does not require the Board’s 
permission to establish a branch.

§ 208.101 Obligations concerning insti-
tutional customers. 

(a) As a result of broadened authority 
provided by the Government Securities 
Act Amendments of 1993 (15 U.S.C. 78o–
3 and 78o–5), the Board is adopting 
sales practice rules for the government 
securities market, a market with a 
particularly broad institutional com-
ponent. Accordingly, the Board be-
lieves it is appropriate to provide fur-
ther guidance to banks on their suit-
ability obligations when making rec-
ommendations to institutional cus-
tomers. 

(b) The Board’s Suitability Rule, 
§ 208.37(d), is fundamental to fair deal-
ing and is intended to promote ethical 
sales practices and high standards of 
professional conduct. Banks’ respon-
sibilities include having a reasonable 
basis for recommending a particular 
security or strategy, as well as having 
reasonable grounds for believing the 
recommendation is suitable for the 
customer to whom it is made. Banks 
are expected to meet the same high 
standards of competence, profes-
sionalism, and good faith regardless of 
the financial circumstances of the cus-
tomer. 

(c) In recommending to a customer 
the purchase, sale, or exchange of any 
government security, the bank shall 
have reasonable grounds for believing 
that the recommendation is suitable 
for the customer upon the basis of the 
facts, if any, disclosed by the customer 
as to the customer’s other security 
holdings and financial situation and 
needs. 

(d) The interpretation in this section 
concerns only the manner in which a 
bank determines that a recommenda-
tion is suitable for a particular institu-
tional customer. The manner in which 
a bank fulfills this suitability obliga-
tion will vary, depending on the nature 
of the customer and the specific trans-
action. Accordingly, the interpretation 
in this section deals only with guid-
ance regarding how a bank may fulfill 
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7 The interpretation in this section does 
not address the obligation related to suit-
ability that requires that a bank have’’* * * 
a ‘reasonable basis’ to believe that the rec-
ommendation could be suitable for at least 
some customers.’’ In the Matter of the Appli-
cation of F.J. Kaufman and Company of Vir-
ginia and Frederick J. Kaufman, Jr., 50 SEC 
164 (1989).

8 See footnote 7 in paragraph (d) of this sec-
tion.

customer-specific suitability obliga-
tions under § 208.37(d).7

(e) While it is difficult to define in 
advance the scope of a bank’s suit-
ability obligation with respect to a spe-
cific institutional customer trans-
action recommended by a bank, the 
Board has identified certain factors 
that may be relevant when considering 
compliance with § 208.37(d). These fac-
tors are not intended to be require-
ments or the only factors to be consid-
ered but are offered merely as guidance 
in determining the scope of a bank’s 
suitability obligations. 

(f) The two most important consider-
ations in determining the scope of a 
bank’s suitability obligations in mak-
ing recommendations to an institu-
tional customer are the customer’s ca-
pability to evaluate investment risk 
independently and the extent to which 
the customer is exercising independent 
judgement in evaluating a bank’s rec-
ommendation. A bank must determine, 
based on the information available to 
it, the customer’s capability to evalu-
ate investment risk. In some cases, the 
bank may conclude that the customer 
is not capable of making independent 
investment decisions in general. In 
other cases, the institutional customer 
may have general capability, but may 
not be able to understand a particular 
type of instrument or its risk. This is 
more likely to arise with relatively 
new types of instruments, or those 
with significantly different risk or vol-
atility characteristics than other in-
vestments generally made by the insti-
tution. If a customer is either gen-
erally not capable of evaluating invest-
ment risk or lacks sufficient capability 
to evaluate the particular product, the 
scope of a bank’s customer-specific ob-
ligations under § 208.37(d) would not be 
diminished by the fact that the bank 
was dealing with an institutional cus-
tomer. On the other hand, the fact that 
a customer initially needed help under-

standing a potential investment need 
not necessarily imply that the cus-
tomer did not ultimately develop an 
understanding and make an inde-
pendent investment decision. 

(g) A bank may conclude that a cus-
tomer is exercising independent judge-
ment if the customer’s investment de-
cision will be based on its own inde-
pendent assessment of the opportuni-
ties and risks presented by a potential 
investment, market factors and other 
investment considerations. Where the 
bank has reasonable grounds for con-
cluding that the institutional customer 
is making independent investment de-
cisions and is capable of independently 
evaluating investment risk, then a 
bank’s obligations under § 208.25(d) for 
a particular customer are fulfilled.8 
Where a customer has delegated deci-
sion-making authority to an agent, 
such as an investment advisor or a 
bank trust department, the interpreta-
tion in this section shall be applied to 
the agent.

(h) A determination of capability to 
evaluate investment risk independ-
ently will depend on an examination of 
the customer’s capability to make its 
own investment decisions, including 
the resources available to the customer 
to make informed decisions. Relevant 
considerations could include: 

(1) The use of one or more consult-
ants, investment advisers, or bank 
trust departments; 

(2) The general level of experience of 
the institutional customer in financial 
markets and specific experience with 
the type of instruments under consid-
eration; 

(3) The customer’s ability to under-
stand the economic features of the se-
curity involved; 

(4) The customer’s ability to inde-
pendently evaluate how market devel-
opments would affect the security; and 

(5) The complexity of the security or 
securities involved. 

(i) A determination that a customer 
is making independent investment de-
cisions will depend on the nature of the 
relationship that exists between the 
bank and the customer. Relevant con-
siderations could include: 
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1 Supervisory ratios that relate capital to 
total assets for state member banks are out-
lined in appendix B of this part and in appen-
dix B to part 225 of the Federal Reserve’s 
Regulation Y, 12 CFR part 225.

2 The risk-based capital measure is based 
upon a framework developed jointly by su-
pervisory authorities from the countries rep-
resented on the Basle Committee on Banking 
Regulations and Supervisory Practices 
(Basle Supervisors’ Committee) and endorsed 
by the Group of Ten Central Bank Gov-
ernors. The framework is described in a 
paper prepared by the BSC entitled ‘‘Inter-
national Convergence of Capital Measure-
ment,’’ July 1988.

3 Banks will initially be expected to utilize 
period-end amounts in calculating their risk-
based capital ratios. When necessary and ap-
propriate, ratios based on average balances 
may also be calculated on a case-by-case 
basis. Moreover, to the extent banks have 
data on average balances that can be used to 
calculate risk-based ratios, the Federal Re-
serve will take such data into account.

(1) Any written or oral understanding 
that exists between the bank and the 
customer regarding the nature of the 
relationship between the bank and the 
customer and the services to be ren-
dered by the bank; 

(2) The presence or absence of a pat-
tern of acceptance of the bank’s rec-
ommendations; 

(3) The use by the customer of ideas, 
suggestions, market views and infor-
mation obtained from other govern-
ment securities brokers or dealers or 
market professionals, particularly 
those relating to the same type of secu-
rities; and 

(4) The extent to which the bank has 
received from the customer current 
comprehensive portfolio information in 
connection with discussing rec-
ommended transactions or has not 
been provided important information 
regarding its portfolio or investment 
objectives. 

(j) Banks are reminded that these 
factors are merely guidelines that will 
be utilized to determine whether a 
bank has fulfilled its suitability obliga-
tion with respect to a specific institu-
tional customer transaction and that 
the inclusion or absence of any of these 
factors is not dispositive of the deter-
mination of suitability. Such a deter-
mination can only be made on a case-
by-case basis taking into consideration 
all the facts and circumstances of a 
particular bank/customer relationship, 
assessed in the context of a particular 
transaction. 

(k) For purposes of the interpretation 
in this section, an institutional cus-
tomer shall be any entity other than a 
natural person. In determining the ap-
plicability of the interpretation in this 
section to an institutional customer, 
the Board will consider the dollar value 
of the securities that the institutional 
customer has in its portfolio and/or 
under management. While the interpre-
tation in this section is potentially ap-
plicable to any institutional customer, 
the guidance contained in this section 
is more appropriately applied to an in-
stitutional customer with at least $10 
million invested in securities in the ag-
gregate in its portfolio and/or under 
management.

APPENDIX A TO PART 208—CAPITAL ADE-
QUACY GUIDELINES FOR STATE MEM-
BER BANKS: RISK-BASED MEASURE 

I. Overview 

The Board of Governors of the Federal Re-
serve System has adopted a risk-based cap-
ital measure to assist in the assessment of 
the capital adequacy of state member 
banks.1 The principal objectives of this 
measure are to: (i) Make regulatory capital 
requirements more sensitive to differences in 
risk profiles among banks; (ii) factor off-bal-
ance sheet exposures into the assessment of 
capital adequacy; (iii) minimize disincen-
tives to holding liquid, low-risk assets; and 
(iv) achieve greater consistency in the eval-
uation of the capital adequacy of major 
banks throughout the world.2

The risk-based capital guidelines include 
both a definition of capital and a framework 
for calculating weighted risk assets by as-
signing assets and off-balance sheet items to 
broad risk categories. A bank’s risk-based 
capital ratio is calculated by dividing its 
qualifying capital (the numerator of the 
ratio) by its weighted risk assets (the de-
nominator).3 The definition of qualifying 
capital is outlined below in section II, and 
the procedures for calculating weighted risk 
assets are discussed in Section III. Attach-
ment I illustrates a sample calculation of 
weighted risk assets and the risk-based cap-
ital ratio.

In addition, when certain banks that en-
gage in trading activities calculate their 
risk-based capital ratio under this appendix 
A, they must also refer to appendix E of this 
part, which incorporates capital charges for 
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certain market risks into the risk-based cap-
ital ratio. When calculating their risk-based 
capital ratio under this appendix A, such 
banks are required to refer to appendix E of 
this part for supplemental rules to determine 
qualifying and excess capital, calculate risk-
weighted assets, calculate market risk 
equivalent assets, and calculate risk-based 
capital ratios adjusted for market risk. 

The risk-based capital guidelines also es-
tablish a schedule for achieving a minimum 
supervisory standard for the ratio of quali-
fying capital to weighted risk assets and pro-
vide for transitional arrangements during a 
phase-in period to facilitate adoption and 
implementation of the measure at the end of 
1992. These interim standards and transi-
tional arrangements are set forth in section 
IV. 

The risk-based guidelines apply to all state 
member banks on a consolidated basis. They 
are to be used in the examination and super-
visory process as well as in the analysis of 
applications acted upon by the Federal Re-
serve. Thus, in considering an application 
filed by a state member bank, the Federal 
Reserve will take into account the bank’s 
risk-based capital ratio, the reasonableness 
of its capital plans, and the degree of 
progress it has demonstrated toward meeting 
the interim and final risk-based capital 
standards. 

The risk-based capital ratio focuses prin-
cipally on broad categories of credit risk, al-
though the framework for assigning assets 
and off-balance-sheet items to risk cat-
egories does incorporate elements of transfer 
risk, as well as limited instances of interest 
rate and market risk. The framework incor-
porates risks arising from traditional bank-
ing activities as well as risks arising from 
nontraditional activities. The risk-based 
ratio does not, however, incorporate other 
factors that can affect an institution’s finan-
cial condition. These factors include overall 
interest-rate exposure; liquidity, funding and 
market risks; the quality and level of earn-
ings; investment, loan portfolio, and other 
concentrations of credit; certain risks aris-
ing from nontraditional activities; the qual-
ity of loans and investments; the effective-
ness of loan and investment policies; and 
management’s overall ability to monitor and 
control financial and operating risks, includ-
ing the risks presented by concentrations of 
credit and nontraditional activities. 

In addition to evaluating capital ratios, an 
overall assessment of capital adequacy must 
take account of those factors, including, in 
particular, the level and severity of problem 
and classified assets as well as a bank’s expo-
sure to declines in the economic value of its 
capital due to changes in interest rates. For 
this reason, the final supervisory judgment 
on a bank’s capital adequacy may differ sig-
nificantly from conclusions that might be 

drawn solely from the level of its risk-based 
capital ratio. 

The risk-based capital guidelines establish 
minimum ratios of capital to weighted risk 
assets. In light of the considerations just dis-
cussed, banks generally are expected to oper-
ate well above the minimum risk-based ra-
tios. In particular, banks contemplating sig-
nificant expansion proposals are expected to 
maintain strong capital levels substantially 
above the minimum ratios and should not 
allow significant diminution of financial 
strength below these strong levels to fund 
their expansion plans. Institutions with high 
or inordinate levels of risk are also expected 
to operate well above minimum capital 
standards. In all cases, institutions should 
hold capital commensurate with the level 
and nature of the risks to which they are ex-
posed. Banks that do not meet the minimum 
risk-based standard, or that are otherwise 
considered to be inadequately capitalized, 
are expected to develop and implement plans 
acceptable to the Federal Reserve for achiev-
ing adequate levels of capital within a rea-
sonable period of time. 

The Board will monitor the implementa-
tion and effect of these guidelines in relation 
to domestic and international developments 
in the banking industry. When necessary and 
appropriate, the Board will consider the need 
to modify the guidelines in light of any sig-
nificant changes in the economy, financial 
markets, banking practices, or other rel-
evant factors. 

II. Definition of Qualifying Capital for the 
Risk-Based Capital Ratio 

A bank’s qualifying total capital consists 
of two types of capital components: ‘‘core 
capital elements’’ (comprising tier 1 capital) 
and ‘‘supplementary capital elements’’ (com-
prising tier 2 capital). These capital ele-
ments and the various limits, restrictions, 
and deductions to which they are subject, 
are discussed below and are set forth in At-
tachment II. 

The Federal Reserve will, on a case-by-case 
basis, determine whether and, if so, how 
much of any instrument that does not fit 
wholly within the terms of one of the capital 
categories set forth below or that does not 
have an ability to absorb losses commensu-
rate with the capital treatment otherwise 
specified below will be counted as an element 
of tier 1 or tier 2 capital. In making such a 
determination, the Federal Reserve will con-
sider the similarity of the instrument to in-
struments explicitly treated in the guide-
lines, the ability of the instrument to absorb 
losses while the bank operates as a going 
concern, the maturity and redemption fea-
tures of the instrument, and other relevant 
terms and factors. To qualify as an element 
of tier 1 or tier 2 capital, a capital instru-
ment may not contain or be covered by any 
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4 Consultation would not ordinarily be nec-
essary if an instrument were redeemed with 
the proceeds of, or replaced by, a like 
amount of a similar or higher quality capital 
instrument and the organization’s capital 
position is considered fully adequate by the 
Federal Reserve.

5 [Reserved]

6 [Reserved]
7 Adjustable rate noncumulative perpetual 

preferred stock (that is, perpetual preferred 
stock in which the dividend rate is not af-
fected by the issuer’s credit standing or fi-
nancial condition but is adjusted periodi-
cally according to a formula based solely on 
general market interest rates) may be in-
cluded in Tier 1.

covenants, terms, or restrictions that are in-
consistent with safe and sound banking prac-
tices. 

Redemptions of permanent equity or other 
capital instruments before stated maturity 
could have a significant impact on a bank’s 
overall capital structure. Consequently, a 
bank considering such a step should consult 
with the Federal Reserve before redeeming 
any equity or debt capital instrument (prior 
to maturity) if such redemption could have a 
material effect on the level or composition 
of the institution’s capital base.4

A. The Components of Qualifying Capital 

1. Core capital elements (tier 1 capital). The 
tier 1 component of a bank’s qualifying cap-
ital must represent at least 50 percent of 
qualifying total capital and may consist of 
the following items that are defined as core 
capital elements: 

(i) Common stockholders’ equity; 
(ii) Qualifying noncumulative perpetual 

preferred stock (including related surplus); 
and 

(iii) Minority interest in the equity ac-
counts of consolidated subsidiaries. 

Tier 1 capital is generally defined as the 
sum of core capital elements 5 less any 
amounts of goodwill, other intangible assets, 
interest-only strips receivables and non-
financial equity investments that are re-
quired to be deducted in accordance with sec-
tion II.B. of this appendix A.

a. Common stockholders’ equity. For pur-
poses of calculating the risk-based capital 
ratio, common stockholders’ equity is lim-
ited to common stock; related surplus; and 
retained earnings, including capital reserves 
and adjustments for the cumulative effect of 
foreign currency translation, net of any 
treasury stock; less net unrealized holding 
losses on available-for-sale equity securities 
with readily determinable fair values. For 
this purpose, net unrealized holding gains on 
such equity securities and net unrealized 
holding gains (losses) on available-for-sale 
debt securities are not included in common 
stockholders’ equity. 

b. Perpetual preferred stock. Perpetual pre-
ferred stock is defined as preferred stock 
that does not have a maturity date, that 
cannot be redeemed at the option of the 
holder of the instrument, and that has no 
other provisions that will require future re-
demption of the issue. Consistent with these 
provisions, any perpetual preferred stock 

with a feature permitting redemption at the 
option of the issuer may qualify as capital 
only if the redemption is subject to prior ap-
proval of the Federal Reserve. In general, 
preferred stock will qualify for inclusion in 
capital only if it can absorb losses while the 
issuer operates as a going concern (a funda-
mental characteristic of equity capital) and 
only if the issuer has the ability and legal 
right to defer or eliminate preferred divi-
dends. 

The only form of perpetual preferred stock 
that state member banks may consider as an 
element of Tier 1 capital is noncumulative 
perpetual preferred. While the guidelines 
allow for the inclusion of noncumulative per-
petual preferred stock in Tier 1, it is desir-
able from a supervisory standpoint that vot-
ing common stockholders’ equity remain the 
dominant form of Tier 1 capital. Thus, state 
member banks should avoid overreliance on 
preferred stock or non-voting equity ele-
ments within Tier 1.

Perpetual preferred stock in which the div-
idend is reset periodically based, in whole or 
in part, upon the bank’s current credit 
standing (that is, auction rate perpetual pre-
ferred stock, including so-called Dutch auc-
tion, money market, and remarketable pre-
ferred) will not qualify for inclusion in Tier 
1 capital.7 Such instruments, however, qual-
ify for inclusion in Tier 2 capital.

c. Minority interest in equity accounts of con-
solidated subsidiaries. This element is in-
cluded in Tier 1 because, as a general rule, it 
represents equity that is freely available to 
absorb losses in operating subsidiaries. While 
not subject to an explicit sublimit within 
Tier 1, banks are expected to avoid using mi-
nority interest in the equity accounts of con-
solidated subsidiaries as an avenue for intro-
ducing into their capital structures elements 
that might not otherwise qualify as Tier 1 
capital or that would, in effect, result in an 
excessive reliance on preferred stock within 
Tier 1. Minority interests in small business 
investment companies, investment funds 
that hold nonfinancial equity investments 
(as defined in section II.B.5.b. of this appen-
dix A), and subsidiaries engaged in non-
financial activities are not included in the 
bank’s Tier 1 or total capital base if the 
bank’s interest in the company or fund is 
held under one of the legal authorities listed 
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8 [Reserved]
9 Allocated transfer risk reserves are re-

serves that have been established in accord-
ance with Section 905(a) of the International 
Lending Supervision Act of 1983, 12 U.S.C. 
3904(a), against certain assets whose value 
U.S. supervisory authorities have found to be 
significantly impaired by protracted transfer 
risk problems.

10 The amount of the allowance for loan 
and lease losses that may be included in Tier 
2 capital is based on a percentage of gross 
weighted risk assets. A bank may deduct re-
serves for loan and lease losses in excess of 
the amount permitted to be included in Tier 
2 capital, as well as allocated transfer risk 
reserves, from the sum of gross weighted risk 
assets and use the resulting net sum of 
weighted risk assets in computing the de-
nominator of the risk-based capital ratio.

11 Long-term preferred stock with an origi-
nal maturity of 20 years or more (including 
related surplus) will also qualify in this cat-
egory as an element of Tier 2. If the holder 
of such an instrument has a right to require 
the issuer to redeem, repay, or repurchase 
the instrument prior to the original stated 
maturity, maturity would be defined, for 
risk-based capital purposes, as the earliest 
possible date on which the holder can put the 
instrument back to the issuing bank.

in section II.B.5.b. In addition, minority in-
terests in consolidated asset-backed com-
mercial paper programs (as defined in sec-
tion III.B.6. of this appendix) that are spon-
sored by a bank are not to be included in the 
bank’s Tier 1 or total capital base if the 
bank excludes the consolidated assets of 
such programs from risk-weighted assets 
pursuant to section III.B.6. of this appendix. 
This capital treatment for minority inter-
ests in consolidated asset-backed commer-
cial paper programs will be effective from 
July 1, 2003 and will expire on April 1, 2004. 

2. Supplementary capital elements (tier 2 cap-
ital). The tier 2 component of a bank’s quali-
fying capital may consist of the following 
items that are defined as supplementary cap-
ital elements: 

(i) Allowance for loan and lease losses (sub-
ject to limitations discussed below); 

(ii) Perpetual preferred stock and related 
surplus (subject to conditions discussed 
below); 

(iii) Hybrid capital instruments (as defined 
below), and mandatory convertible debt se-
curities; 

(iv) Term subordinated debt and inter-
mediate-term preferred stock, including re-
lated surplus (subject to limitations dis-
cussed below); 

(v) Unrealized holding gains on equity se-
curities (subject to limitations discussed in 
section II.A.2.e. of this appendix). 

The maximum amount of tier 2 capital 
that may be included in a bank’s qualifying 
total capital is limited to 100 percent of tier 
1 capital (net of goodwill, other intangible 
assets, interest-only strips receivables and 
nonfinancial equity investments that are re-
quired to be deducted in accordance with sec-
tion II.B. of this appendix A). 

The elements of supplementary capital are 
discussed in greater detail below.

a. Allowance for loan and lease losses. Allow-
ances for loan and lease losses are reserves 
that have been established through a charge 
against earnings to absorb future losses on 
loans or lease financing receivables. Allow-
ances for loan and lease losses exclude ‘‘allo-
cated transfer risk reserves,’’ 9 and reserves 
created against identified losses.

During the transition period, the risk-
based capital guidelines provide for reducing 
the amount of this allowance that may be in-
cluded in an institution’s total capital. Ini-
tially, it is unlimited. However, by year-end 

1990, the amount of the allowance for loan 
and lease losses that will qualify as capital 
will be limited to 1.5 percent of an institu-
tion’s weighted risk assets. By the end of the 
transition period, the amount of the allow-
ance qualifying for inclusion in Tier 2 cap-
ital may not exceed 1.25 percent of weighted 
risk assets.10

b. Perpetual preferred stock. Perpetual pre-
ferred stock, as noted above, is defined as 
preferred stock that has no maturity date, 
that cannot be redeemed at the option of the 
holder, and that has no other provisions that 
will require future redemption of the issue. 
Such instruments are eligible for inclusion 
in Tier 2 capital without limit.11

c. Hybrid capital instruments and mandatory 
convertible debt securities. Hybrid capital in-
struments include instruments that are es-
sentially permanent in nature and that have 
certain characteristics of both equity and 
debt. Such instruments may be included in 
Tier 2 without limit. The general criteria hy-
brid capital instruments must meet in order 
to qualify for inclusion in Tier 2 capital are 
listed below: 

(1) The instrument must be unsecured; 
fully paid-up; and subordinated to general 
creditors and must also be subordinated to 
claims of depositors. 

(2) The instrument must not be redeemable 
at the option of the holder prior to maturity, 
except with the prior approval of the Federal 
Reserve. (Consistent with the Board’s cri-
teria for perpetual debt and mandatory con-
vertible securities, this requirement implies 
that holders of such instruments may not ac-
celerate the payment of principal except in 
the event of bankruptcy, insolvency, or reor-
ganization.) 

(3) The instrument must be available to 
participate in losses while the issuer is oper-
ating as a going concern. (Term subordinated 
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12 As a limited-life capital instrument ap-
proaches maturity it begins to take on char-
acteristics of a short-term obligation. For 
this reason, the outstanding amount of term 
subordinated debt and limited-life preferred 
stock eligible for inclusion in Tier 2 is re-
duced, or discounted, as these instruments 
approach maturity: one-fifth of the original 
amount (less redemptions) is excluded each 
year during the instrument’s last five years 
before maturity. When the remaining matu-
rity is less than one year, the instrument is 
excluded from Tier 2 capital.

13 Any assets deducted from capital in com-
puting the numerator of the ratio are not in-
cluded in weighted risk assets in computing 
the denominator of the ratio.

debt would not meet this requirement.) To 
satisfy this requirement, the instrument 
must convert to common or perpetual pre-
ferred stock in the event that the accumu-
lated losses exceed the sum of the retained 
earnings and capital surplus accounts of the 
issuer. 

(4) The instrument must provide the option 
for the issuer to defer interest payments if: 
(a) The issuer does not report a profit in the 
preceding annual period (defined as com-
bined profits for the most recent four quar-
ters), and (b) the issuer eliminates cash divi-
dends on common and preferred stock. 

Mandatory convertible debt securities in 
the form of equity contract notes that meet 
the criteria set forth in 12 CFR part 225, ap-
pendix B, also qualify as unlimited elements 
of Tier 2 capital. In accordance with that ap-
pendix, equity commitment notes issued 
prior to May 15, 1985 also qualify for inclu-
sion in Tier 2. 

d. Subordinated debt and intermediate term 
preferred stock. (i) The aggregate amount of 
term subordinated debt (excluding manda-
tory convertible debt) and intermediate-
term preferred stock that may be treated as 
supplementary capital is limited to 50 per-
cent of Tier 1 capital (net of goodwill and 
other intangible assets required to be de-
ducted in accordance with section II.B.1.b. of 
this appendix). Amounts in excess of these 
limits may be issued and, while not included 
in the ratio calculation, will be taken into 
account in the overall assessment of a bank’s 
funding and financial condition. 

(ii) Subordinated debt and intermediate-
term preferred stock must have an original 
weighted average maturity of at least five 
years to qualify as supplementary capital. (If 
the holder has the option to require the 
issuer to redeem, repay, or repurchase the 
instrument prior to the original stated ma-
turity, maturity would be defined, for risk-
based capital purposes, as the earliest pos-
sible date on which the holder can put the 
instrument back to the issuing bank.) 12 In 
the case of subordinated debt, the instru-
ment must be unsecured and must clearly 
state on its face that it is not a deposit and 
is not insured by a Federal agency. To qual-
ify as capital in banks, debt must be subordi-

nated to general creditors and claims of de-
positors. Consistent with current regulatory 
requirements, if a state member bank wishes 
to redeem subordinated debt before the stat-
ed maturity, it must receive prior approval 
of the Federal Reserve.

e. Unrealized gains on equity securities and 
unrealized gains (losses) on other assets. Up to 
45 percent of pretax net unrealized holding 
gains (that is, the excess, if any, of the fair 
value over historical cost) on available-for-
sale equity securities with readily deter-
minable fair values may be included in sup-
plementary capital. However, the Federal 
Reserve may exclude all or a portion of these 
unrealized gains from Tier 2 capital if the 
Federal Reserve determines that the equity 
securities are not prudently valued. Unreal-
ized gains (losses) on other types of assets, 
such as bank premises and available-for-sale 
debt securities, are not included in supple-
mentary capital, but the Federal Reserve 
may take these unrealized gains (losses) into 
account as additional factors when assessing 
a bank’s overall capital adequacy. 

f. Revaluation reserves. i. Such reserves re-
flect the formal balance sheet restatement 
or revaluation for capital purposes of asset 
carrying values to reflect current market 
values. The federal banking agencies gen-
erally have not included unrealized asset ap-
preciation in capital ratio calculations, al-
though they have long taken such values 
into account as a separate factor in assessing 
the overall financial strength of a bank. 

ii. Consistent with long-standing super-
visory practice, the excess of market values 
over book values for assets held by state 
member banks will generally not be recog-
nized in supplementary capital or in the cal-
culation of the risk-based capital ratio. How-
ever, all banks are encouraged to disclose 
their equivalent of premises (building) and 
security revaluation reserves. The Federal 
Reserve will consider any appreciation, as 
well as any depreciation, in specific asset 
values as additional considerations in assess-
ing overall capital strength and financial 
condition. 

B. DEDUCTIONS FROM CAPITAL AND OTHER 
ADJUSTMENTS 

Certain assets are deducted from a bank’s 
capital for the purpose of calculating the 
risk-based capital ratio.13 These assets in-
clude:

(i)(a) Goodwill—deducted from the sum of 
core capital elements. 

(b) Certain identifiable intangible assets, 
that is, intangible assets other than good-
will—deducted from the sum of core capital 
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14 Amounts of servicing assets, purchased 
credit card relationships, and credit-enhanc-
ing I/Os (both retained and purchased) in ex-
cess of these limitations, as well as all other 
identifiable intangible assets, including core 
deposit intangibles and favorable leaseholds, 
are to be deducted from a bank’s core capital 

elements in accordance with section II.B.1.b. 
of this appendix. 

(c) Certain credit-enhancing interest-only 
strips receivables—deducted from the sum of 
core capital elements in accordance with 
sections II.B.1.c. through e. of this appendix. 

(ii) Investments in banking and finance 
subsidiaries that are not consolidated for ac-
counting or supervisory purposes and, on a 
case-by-case basis, investments in other des-
ignated subsidiaries or associated companies 
at the discretion of the Federal Reserve—de-
ducted from total capital components. 

(iii) Reciprocal holdings of capital instru-
ments of banking organizations—deducted 
from total capital components. 

(iv) Deferred tax assets—portions are de-
ducted from the sum of core capital elements 
in accordance with section II.B.4. of this Ap-
pendix A. 

(v) Nonfinancial equity investments-por-
tions are deducted from the sum of core cap-
ital elements in accordance with section 
II.B.5 of this appendix. 

1. Goodwill and other intangible assets.—a. 
Goodwill. Goodwill in an intangible asset 
that represents the excess of the purchase 
price over the fair market value of identifi-
able assets acquired less liabilities assumed 
in acquisitions accounted for under the pur-
chase method of accounting. State member 
banks generally have not been allowed to in-
clude goodwill in regulatory capital under 
current supervisory policies. Consistent with 
this policy, all goodwill in state member 
banks will be deducted from Tier 1 capital. 

b. Other intangible assets. i. All servicing as-
sets, including servicing assets on assets 
other than mortgages (i.e., nonmortgage 
servicing assets), are included in this appen-
dix as identifiable intangible assets. The 
only types of identifiable intangible assets 
that may be included in, that is, not de-
ducted from, a bank’s capital are readily 
marketable mortgage servicing assets, non-
mortgage servicing assets, and purchased 
credit card relationships. The total amount 
of these assets that may be included in cap-
ital is subject to the limitations described 
below in sections II.B.1.d. and e. of this ap-
pendix. 

ii. The treatment of identifiable intangible 
assets set forth in this section generally will 
be used in the calculation of a bank’s capital 
ratios for supervisory and applications pur-
poses. However, in making an overall assess-
ment of a bank’s capital adequacy for appli-
cations purposes, the Board may, if it deems 
appropriate, take into account the quality 
and composition of a bank’s capital, together 
with the quality and value of its tangible 
and intangible assets. 

c. Credit-enhancing interest-only strips receiv-
ables (I/Os). i. Credit-enhancing I/Os are on-
balance sheet assets that, in form or in sub-
stance, represent the contractual right to re-
ceive some or all of the interest due on 

transferred assets and expose the bank to 
credit risk directly or indirectly associated 
with transferred assets that exceeds a pro 
rata share of the bank’s claim on the assets, 
whether through subordination provisions or 
other credit enhancement techniques. Such 
I/Os, whether purchased or retained, includ-
ing other similar ‘‘spread’’ assets, may be in-
cluded in, that is, not deducted from, a 
bank’s capital subject to the limitations de-
scribed below in sections II.B.1.d. and e. of 
this appendix. 

ii. Both purchased and retained credit-en-
hancing I/Os, on a non-tax adjusted basis, are 
included in the total amount that is used for 
purposes of determining whether a bank ex-
ceeds the tier 1 limitation described below in 
this section. In determining whether an I/O 
or other types of spread assets serve as a 
credit enhancement, the Federal Reserve 
will look to the economic substance of the 
transaction. 

d. Fair value limitation. The amount of 
mortgage servicing assets, nonmortgage 
servicing assets, and purchased credit card 
relationships that a bank may include in 
capital shall be the lesser of 90 percent of 
their fair value, as determined in accordance 
with section II.B.1.f. of this appendix, or 100 
percent of their book value, as adjusted for 
capital purposes in accordance with the in-
structions in the commercial bank Consoli-
dated Reports of Condition and Income (Call 
Reports). The amount of I/Os that a bank 
may include in capital shall be its fair value. 
If both the application of the limits on mort-
gage servicing assets, nonmortgage servicing 
assets, and purchased credit card relation-
ships and the adjustment of the balance 
sheet amount for these assets would result in 
an amount being deducted from capital, the 
bank would deduct only the greater of the 
two amounts from its core capital elements 
in determining tier 1 capital. 

e. Tier 1 capital limitation. i. The total 
amount of mortgage servicing assets, non-
mortgage servicing assets, and purchased 
credit card relationships that may be in-
cluded in capital, in the aggregate, cannot 
exceed 100 percent of tier 1 capital. The ag-
gregate of nonmortgage servicing assets and 
purchased credit card relationships are sub-
ject to a separate sublimit of 25 percent of 
tier 1 capital. In addition, the total amount 
of credit-enhancing I/Os (both purchased and 
retained) that may be included in capital 
cannot exceed 25 percent of tier 1 capital.14
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elements in determining tier 1 capital. How-
ever, identifiable intangible assets (other 
than mortgage servicing assets and pur-
chased credit card relationships) acquired on 
or before February 19, 1992, generally will 
not be deducted from capital for supervisory 
purposes, although they will continue to be 
deducted for applications purposes.

15 For this purpose, a banking and finance 
subsidiary generally is defined as any com-
pany engaged in banking or finance in which 
the parent institution holds directly or indi-
rectly more than 50 percent of the out-
standing voting stock, or which is otherwise 
controlled or capable of being controlled by 
the parent institution.

16 An exception to this deduction would be 
made in the case of shares acquired in the 
regular course of securing or collecting a 
debt previously contracted in good faith. The 
requirements for consolidation are spelled 
out in the instructions to the Call Report.

ii. For purposes of calculating these limi-
tations on mortgage servicing assets, non-
mortgage servicing assets, purchased credit 
card relationships, and credit-enhancing I/
Os, tier 1 capital is defined as the sum of 
core capital elements, net of goodwill, and 
net of all identifiable intangible assets other 
than mortgage servicing assets, nonmort-
gage servicing assets, and purchased credit 
card relationships, but prior to the deduction 
of any disallowed mortgage servicing assets, 
any disallowed nonmortgage servicing as-
sets, any disallowed purchased credit card 
relationships, any disallowed credit-enhanc-
ing I/Os (both purchased and retained), any 
disallowed deferred tax assets, and any non-
financial equity investments. 

iii. Banks may elect to deduct disallowed 
mortgage servicing assets, disallowed non-
mortgage servicing assets, and disallowed 
credit-enhancing I/Os (both purchased and 
retained) on a basis that is net of any associ-
ated deferred tax liability. Deferred tax li-
abilities netted in this manner cannot also 
be netted against deferred-tax assets when 
determining the amount of deferred-tax as-
sets that are dependent upon future taxable 
income. 

f. Valuation. Banks must review the book 
value of all intangible assets at least quar-
terly and make adjustments to these values 
as necessary. The fair value of mortgage 
servicing assets, nonmortgage servicing as-
sets, purchased credit card relationships, and 
credit-enhancing I/Os also must be deter-
mined at least quarterly. This determination 
shall include adjustments for any significant 
changes in original valuation assumptions, 
including changes in prepayment estimates 
or account attrition rates. Examiners will 
review both the book value and the fair 
value assigned to these assets, together with 
supporting documentation, during the exam-
ination process. In addition, the Federal Re-
serve may require, on a case-by-case basis, 
an independent valuation of a bank’s intan-
gible assets or credit-enhancing I/Os. 

g. Growing organizations. Consistent with 
long-standing Board policy, banks experi-
encing substantial growth, whether inter-
nally or by acquisition, are expected to 
maintain strong capital positions substan-
tially above minimum supervisory levels, 
without significant reliance on intangible 
assets or credit-enhancing I/Os. 

2. Investments in certain subsidiaries. The ag-
gregate amount of investments in banking or 

finance subsidiaries 15 whose financial state-
ments are not consolidated for accounting or 
bank regulatory reporting purposes will be 
deducted from a bank’s total capital compo-
nents.16 Generally, investments for this pur-
pose are defined as equity and debt capital 
investments and any other instruments that 
are deemed to be capital in the particular 
subsidiary.

Advances (that is, loans, extensions of 
credit, guarantees, commitments, or any 
other forms of credit exposure) to the sub-
sidiary that are not deemed to be capital will 
generally not be deducted from a bank’s cap-
ital. Rather, such advances generally will be 
included in the bank’s consolidated assets 
and be assigned to the 100 percent risk cat-
egory, unless such obligations are backed by 
recognized collateral or guarantees, in which 
case they will be assigned to the risk cat-
egory appropriate to such collateral or guar-
antees. These advances may, however, also 
be deducted from the bank’s capital if, in the 
judgment of the Federal Reserve, the risks 
stemming from such advances are com-
parable to the risks associated with capital 
investments or if the advances involve other 
risk factors that warrant such an adjustment 
to capital for supervisory purposes. These 
other factors could include, for example, the 
absence of collateral support. 

Inasmuch as the assets of unconsolidated 
banking and finance subsidiaries are not 
fully reflected in a bank’s consolidated total 
assets, such assets may be viewed as the 
equivalent of off-balance sheet exposures 
since the operations of an unconsolidated 
subsidiary could expose the bank to consid-
erable risk. For this reason, it is generally 
appropriate to view the capital resources in-
vested in these unconsolidated entities as 
primarily supporting the risks inherent in 
these off-balance sheet assets, and not gen-
erally available to support risks or absorb 
losses elsewhere in the bank. 

The Federal Reserve may, on a case-by-
case basis, also deduct from a bank’s capital, 
investments in certain other subsidiaries in 
order to determine if the consolidated bank 
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17 The definition of such entities is con-
tained in the instructions to the commercial 
bank Call Report. Under regulatory report-
ing procedures, associated companies and 
joint ventures generally are defined as com-
panies in which the bank owns 20 to 50 per-
cent of the voting stock.

18 See 12 CFR part 225, appendix A for in-
struments that qualify as Tier 1 and Tier 2 
capital for bank holding companies.

19 Deductions of holdings of capital securi-
ties also would not be made in the case of 
interstate ‘‘stake out’’ investments that 
comply with the Board’s Policy Statement 
on Nonvoting Equity Investments, 12 CFR 
225.143 (Federal Reserve Regulatory Service 
4–172.1; 68 Federal Reserve Bulletin 413 
(1982)). In addition, holdings of capital in-
struments issued by other banking organiza-
tions but taken in satisfaction of debts pre-
viously contracted would be exempt from 
any deduction from capital. The Board in-
tends to monitor nonreciprocal holdings of 
other banking organizations’ capital instru-
ments and to provide information on such 
holdings to the Basle Supervisors’ Com-
mittee as called for under the Basle capital 
framework.

20 To determine the amount of expected de-
ferred-tax assets realizable in the next 12 
months, an institution should assume that 
all existing temporary differences fully re-
verse as of the report date. Projected future 
taxable income should not include net oper-
ating loss carry-forwards to be used during 
that year or the amount of existing tem-
porary differences a bank expects to reverse 
within the year. Such projections should in-
clude the estimated effect of tax-planning 
strategies that the organization expects to 
implement to realize net operating losses or 
tax-credit carry-forwards that would other-
wise expire during the year. Institutions do 
not have to prepare a new 12-month projec-
tion each quarter. Rather, on interim report 
dates, institutions may use the future-tax-
able income projections for their current fis-
cal year, adjusted for any significant 
changes that have occurred or are expected 
to occur.

meets minimum supervisory capital require-
ments without reliance on the resources in-
vested in such subsidiaries. 

The Federal Reserve will not automati-
cally deduct investments in other consoli-
dated subsidiaries or investments in joint 
ventures and associated companies.17 None-
theless, the resources invested in these enti-
ties, like investments in unconsolidated 
banking and finance subsidiaries, support as-
sets not consolidated with the rest of the 
bank’s activities and, therefore, may not be 
generally available to support additional le-
verage or absorb losses elsewhere in the 
bank. Moreover, experience has shown that 
banks stand behind the losses of affiliated in-
stitutions, such as joint ventures and associ-
ated companies, in order to protect the rep-
utation of the organization as a whole. In 
some cases, this has led to losses that have 
exceeded the investments in such organiza-
tions.

For this reason, the Federal Reserve will 
monitor the level and nature of such invest-
ments for individual banks and, on a case-by-
case basis may, for risk-based capital pur-
poses, deduct such investments from total 
capital components, apply an appropriate 
risk-weighted capital charge against the 
bank’s proportionate share of the assets of 
its associated companies, require a line-by-
line consolidation of the entity (in the event 
that the bank’s control over the entity 
makes it the functional equivalent of a sub-
sidiary), or otherwise require the bank to op-
erate with a risk-based capital ratio above 
the minimum. 

In considering the appropriateness of such 
adjustments or actions, the Federal Reserve 
will generally take into account whether: 

(1) The bank has significant influence over 
the financial or managerial policies or oper-
ations of the subsidiary, joint venture, or as-
sociated company; 

(2) The bank is the largest investor in the 
affiliated company; or 

(3) Other circumstances prevail that ap-
pear to closely tie the activities of the affili-
ated company to the bank. 

3. Reciprocal holdings of banking organiza-
tions’ capital instruments. Reciprocal holdings 
of banking organizations’ capital instru-
ments (that is, instruments that qualify as 
Tier 1 or Tier 2 capital) 18 will be deducted 
from a bank’s total capital components for 

the purpose of determining the numerator of 
the risk-based capital ratio.

Reciprocal holdings are cross-holdings re-
sulting from formal or informal arrange-
ments in which two or more banking organi-
zations swap, exchange, or otherwise agree 
to hold each other’s capital instruments. 
Generally, deductions will be limited to in-
tentional cross-holdings. At present, the 
Board does not intend to require banks to de-
duct non-reciprocal holdings of such capital 
instruments.19

4. Deferred-tax assets. a. The amount of de-
ferred-tax assets that is dependent upon fu-
ture taxable income, net of the valuation al-
lowance for deferred-tax assets, that may be 
included in, that is, not deducted from, a 
bank’s capital may not exceed the lesser of: 

i. The amount of these deferred-tax assets 
that the bank is expected to realize within 
one year of the calendar quarter-end date, 
based on its projections of future taxable in-
come for that year,20 or

ii. 10 percent of tier 1 capital. 
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21 An equity investment made under sec-
tion 302(b) of the Small Business Investment 
Act of 1958 in an SBIC that is not consoli-
dated with the bank is treated as a non-
financial equity investment.

22 For example, if 8 percent of the adjusted 
carrying value of a nonfinancial equity in-

vestment is deducted from Tier 1 capital, the 
entire adjusted carrying value of the invest-
ment will be excluded from risk-weighted as-
sets in calculating the denominator for the 
risk-based capital ratio.

b. The reported amount of deferred-tax as-
sets, net of any valuation allowance for de-
ferred-tax assets, in excess of the lesser of 
these two amounts is to be deducted from a 
bank’s core capital elements in determining 
tier 1 capital. For purposes of calculating the 
10 percent limitation, tier 1 capital is defined 
as the sum of core capital elements, net of 
goodwill and net of all identifiable intan-
gible assets other than mortgage servicing 
assets, nonmortgage servicing assets, and 
purchased credit card relationships, but 
prior to the deduction of any disallowed 
mortgage servicing assets, any disallowed 
nonmortgage servicing assets, any dis-
allowed purchased credit card relationships, 
any disallowed credit-enhancing I/Os, any 
disallowed deferred-tax assets, and any non-
financial equity investments. There gen-
erally is no limit in tier 1 capital on the 
amount of deferred-tax assets that can be re-
alized from taxes paid in prior carry-back 
years or from future reversals of existing 
taxable temporary differences. 

5. Nonfinancial equity investments—a. Gen-
eral. A bank must deduct from its core cap-
ital elements the sum of the appropriate per-
centages (as determined below) of the ad-
justed carrying value of all nonfinancial eq-
uity investments held by the bank or by its 
direct or indirect subsidiaries. For purposes 

of this section II.B.5, investments held by a 
bank include all investments held directly or 
indirectly by the bank or any of its subsidi-
aries. 

b. Scope of nonfinancial equity investments. 
A nonfinancial equity investment means any 
equity investment held by the bank in a non-
financial company: through a small business 
investment company (SBIC) under section 
302(b) of the Small Business Investment Act 
of 1958 (15 U.S.C. 682(b)); 21 or under the port-
folio investment provisions of the Board’s 
Regulation K (12 CFR 211.8(c)(3)). A non-
financial company is an entity that engages 
in any activity that has not been determined 
to be permissible for the bank to conduct di-
rectly, or to be financial in nature or inci-
dental to financial activities under section 
4(k) of the Bank Holding Company Act (12 
U.S.C. 1843(k)).

c. Amount of deduction from core capital. i. 
The bank must deduct from its core capital 
elements the sum of the appropriate percent-
ages, as set forth in Table 1, of the adjusted 
carrying value of all nonfinancial equity in-
vestments held by the bank. The amount of 
the percentage deduction increases as the ag-
gregate amount of nonfinancial equity in-
vestments held by the bank increases as a 
percentage of the bank’s Tier 1 capital.

TABLE 1—DEDUCTION FOR NONFINANCIAL EQUITY INVESTMENTS 

Aggregate adjusted carrying value of all nonfinancial equity investments held directly or indi-
rectly by the bank (as a percentage of the Tier 1 capital of the bank) 1

Deduction from Core Capital 
Elements (as a percentage of 
the adjusted carrying value of 

the investment) 

Less than 15 percent ...................................................................................................................... 8 percent. 
15 percent to 24.99 percent ........................................................................................................... 12 percent. 
25 percent and above ..................................................................................................................... 25 percent. 

1 For purposes of calculating the adjusted carrying value of nonfinancial equity investments as a percentage of Tier 1 capital, 
Tier 1 capital is defined as the sum of core capital elements net of goodwill and net of all identifiable intangible assets other than 
mortgage servicing assets, nonmortgage servicing assets and purchased credit card relationships, but prior to the deduction for 
any disallowed mortgage servicing assets, any disallowed nonmortgage servicing assets, any disallowed purchased credit card 
relationships, any disallowed credit enhancing I/Os (both purchased and retained), any disallowed deferred tax assets, and any 
nonfinancial equity investments. 

ii. These deductions are applied on a mar-
ginal basis to the portions of the adjusted 
carrying value of nonfinancial equity invest-
ments that fall within the specified ranges of 
the parent bank’s Tier 1 capital. For exam-
ple, if the adjusted carrying value of all non-
financial equity investments held by a bank 
equals 20 percent of the Tier 1 capital of the 
bank, then the amount of the deduction 
would be 8 percent of the adjusted carrying 
value of all investments up to 15 percent of 

the bank’s Tier 1 capital, and 12 percent of 
the adjusted carrying value of all invest-
ments in excess of 15 percent of the bank’s 
Tier 1 capital. 

iii. The total adjusted carrying value of 
any nonfinancial equity investment that is 
subject to deduction under this paragraph is 
excluded from the bank’s risk-weighted as-
sets for purposes of computing the denomi-
nator of the bank’s risk-based capital ratio.22
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23 If a bank has an investment in an SBIC 
that is consolidated for accounting purposes 
but that is not wholly owned by the bank, 
the adjusted carrying value of the bank’s 
nonfinancial equity investments through the 
SBIC is equal to the bank’s proportionate 
share of the adjusted carrying value of the 
SBIC’s equity investments in nonfinancial 
companies. The remainder of the SBIC’s ad-
justed carrying value (i.e., the minority in-
terest holders’ proportionate share) is ex-
cluded from the risk-weighted assets of the 
bank. If a bank has an investment in an 
SBIC that is not consolidated for accounting 
purposes and has current information that 
identifies the percentage of the SBIC’s assets 
that are equity investments in nonfinancial 
companies, the bank may reduce the ad-
justed carrying value of its investment in 
the SBIC proportionately to reflect the per-
centage of the adjusted carrying value of the 

SBIC’s assets that are not equity invest-
ments in nonfinancial companies. If a bank 
reduces the adjusted carrying value of its in-
vestment in a non-consolidated SBIC to re-
flect financial investments of the SBIC, the 
amount of the adjustment will be risk 
weighted at 100 percent and included in the 
bank’s risk-weighted assets.

24 A ‘‘binding written commitment’’ means 
a legally binding written agreement that re-
quires the bank to acquire shares or other 
equity of the company, or make a capital 
contribution to the company, under terms 
and conditions set forth in the agreement. 
Options, warrants, and other agreements 
that give a bank the right to acquire equity 
or make an investment, but do not require 
the bank to take such actions, are not con-
sidered a binding written commitment for 
purposes of this section II.B.5.

25 For example, if a bank made an equity 
investment in 100 shares of a nonfinancial 
company prior to March 13, 2000, the ad-
justed carrying value of that investment 
would not be subject to a deduction under 
this section II.B.5. However, if the bank 
made any additional equity investment in 
the company after March 13, 2000, such as by 
purchasing additional shares of the company 
(including through the exercise of options or 
warrants acquired before or after March 13, 
2000) or by making a capital contribution to 

iv. As noted in section I, this appendix es-
tablishes minimum risk-based capital ratios 
and banks are at all times expected to main-
tain capital commensurate with the level 
and nature of the risks to which they are ex-
posed. The risk to a bank from nonfinancial 
equity investments increases with its con-
centration in such investments and strong 
capital levels above the minimum require-
ments are particularly important when a 
bank has a high degree of concentration in 
nonfinancial equity investments (e.g., in ex-
cess of 50 percent of Tier 1 capital). The Fed-
eral Reserve intends to monitor banks and 
apply heightened supervision to equity in-
vestment activities as appropriate, including 
where the bank has a high degree of con-
centration in nonfinancial equity invest-
ments, to ensure that each bank maintains 
capital levels that are appropriate in light of 
its equity investment activities. The Federal 
Reserve also reserves authority to impose a 
higher capital charge in any case where the 
circumstances, such as the level of risk of 
the particular investment or portfolio of in-
vestments, the risk management systems of 
the bank, or other information, indicate that 
a higher minimum capital requirement is ap-
propriate. 

d. SBIC investments. i. No deduction is re-
quired for nonfinancial equity investments 
that are held by a bank through one or more 
SBICs that are consolidated with the bank or 
in one or more SBICs that are not consoli-
dated with the bank to the extent that all 
such investments, in the aggregate, do not 
exceed 15 percent of the bank’s Tier 1 cap-
ital. Any nonfinancial equity investment 
that is held through or in an SBIC and that 
is not required to be deducted from Tier 1 
capital under this section II.B.5.d. will be as-
signed a 100 percent risk-weight and included 
in the bank’s consolidated risk-weighted as-
sets.23

ii. To the extent the adjusted carrying 
value of all nonfinancial equity investments 
that a bank holds through one or more SBICs 
that are consolidated with the bank or in 
one or more SBICs that are not consolidated 
with the bank exceeds, in the aggregate, 15 
percent of the bank’s Tier 1 capital, the ap-
propriate percentage of such amounts (as set 
forth in Table 1) must be deducted from the 
bank’s core capital elements. In addition, 
the aggregate adjusted carrying value of all 
nonfinancial equity investments held 
through a consolidated SBIC and in a non-
consolidated SBIC (including any invest-
ments for which no deduction is required) 
must be included in determining, for pur-
poses of Table 1, the total amount of non-
financial equity investments held by the 
bank in relation to its Tier 1 capital. 

e. Transition provisions. No deduction under 
this section II.B.5 is required to be made 
with respect to the adjusted carrying value 
of any nonfinancial equity investment (or 
portion of such an investment) that was 
made by the bank prior to March 13, 2000, or 
that was made by the bank after such date 
pursuant to a binding written commitment 24 
entered into prior to March 13, 2000, provided 
that in either case the bank has continu-
ously held the investment since the relevant 
investment date.25 For purposes of this sec-
tion II.B.5.e., a nonfinancial equity invest-
ment made prior to March 13, 2000, includes 

VerDate jul<14>2003 11:29 Feb 18, 2004 Jkt 203035 PO 00000 Frm 00238 Fmt 8010 Sfmt 8002 Y:\SGML\203035T.XXX 203035T



239

Federal Reserve System Pt. 208, App. A 

the company and such investment was not 
made pursuant to a binding written commit-
ment entered into before March 13, 2000, the 
adjusted carrying value of the additional in-
vestment would be subject to a deduction 
under this section II.B.5. In addition, if the 
bank sold and repurchased, after March 13, 
2000, 40 shares of the company, the adjusted 
carrying value of those 40 shares would be 
subject to a deduction under this section 
II.B.5.

26 Unrealized gains on AFS equity invest-
ments may be included in supplementary 
capital to the extent permitted under section 
II.A.2.e. of this appendix A. In addition, the 
unrealized losses on AFS equity investments 
are deducted from Tier 1 capital in accord-
ance with section II.A.1.a. of this appendix 
A.

any shares or other interests received by the 
bank through a stock split or stock dividend 
on an investment made prior to March 13, 
2000, provided the bank provides no consider-
ation for the shares or interests received and 
the transaction does not materially increase 
the bank’s proportional interest in the com-
pany. The exercise on or after March 13, 2000, 
of options or warrants acquired prior to 
March 13, 2000, is not considered to be an in-
vestment made prior to March 13, 2000, if the 
bank provides any consideration for the 
shares or interests received upon exercise of 
the options or warrants. Any nonfinancial 
equity investment (or portion thereof) that 
is not required to be deducted from Tier 1 
capital under this section II.B.5.e. must be 
included in determining the total amount of 
nonfinancial equity investments held by the 
bank in relation to its Tier 1 capital for pur-
poses of Table 1. In addition, any non-
financial equity investment (or portion 
thereof) that is not required to be deducted 
from Tier 1 capital under this section 
II.B.5.e. will be assigned a 100-percent risk 
weight and included in the bank’s consoli-
dated risk-weighted assets.

f. Adjusted carrying value. i. For purposes of 
this section II.B.5., the ‘‘adjusted carrying 
value’’ of investments is the aggregate value 
at which the investments are carried on the 
balance sheet of the bank reduced by any un-
realized gains on those investments that are 
reflected in such carrying value but excluded 
from the bank’s Tier 1 capital and associated 
deferred tax liabilities. For example, for in-
vestments held as available-for-sale (AFS), 
the adjusted carrying value of the invest-
ments would be the aggregate carrying value 
of the investments (as reflected on the con-
solidated balance sheet of the bank) less any 
unrealized gains on those investments that 
are included in other comprehensive income 
and not reflected in Tier 1 capital, and asso-
ciated deferred tax liabilities.26

ii. As discussed above with respect to con-
solidated SBICs, some equity investments 
may be in companies that are consolidated 
for accounting purposes. For investments in 
a nonfinancial company that is consolidated 
for accounting purposes under generally ac-
cepted accounting principles, the bank’s ad-
justed carrying value of the investment is 
determined under the equity method of ac-
counting (net of any intangibles associated 
with the investment that are deducted from 
the bank’s core capital in accordance with 
section II.B.1. of this appendix A). Even 
though the assets of the nonfinancial com-
pany are consolidated for accounting pur-
poses, these assets (as well as the credit 
equivalent amounts of the company’s off-bal-
ance sheet items) should be excluded from 
the bank’s risk-weighted assets for regu-
latory capital purposes. 

g. Equity investments. For purposes of this 
section II.B.5., an equity investment means 
any equity instrument (including common 
stock, preferred stock, partnership interests, 
interests in limited liability companies, 
trust certificates and warrants and call op-
tions that give the holder the right to pur-
chase an equity instrument), any equity fea-
ture of a debt instrument (such as a warrant 
or call option), and any debt instrument that 
is convertible into equity where the instru-
ment or feature is held under one of the legal 
authorities listed in section II.B.5.b. of this 
appendix A. An investment in any other in-
strument (including subordinated debt) may 
be treated as an equity investment if, in the 
judgment of the Federal Reserve, the instru-
ment is the functional equivalent of equity 
or exposes the state member bank to essen-
tially the same risks as an equity instru-
ment. 

6. Asset-backed commercial paper programs. a. 
An asset-backed commercial paper (ABCP) 
program typically is a program through 
which a bank provides funding to its cor-
porate customers by sponsoring and admin-
istering a bankruptcy-remote special pur-
pose entity that purchases asset pools from, 
or extends loans to, the bank’s customers. 
The ABCP program raises the cash to pro-
vide the funding through the issuance of 
commercial paper in the market. 

b. A bank that qualifies as a primary bene-
ficiary and must consolidate an ABCP pro-
gram that is defined as a variable interest 
entity under GAAP may exclude the consoli-
dated ABCP program assets from its risk-
weighted assets provided that the bank is 
the sponsor of the consolidated ABCP pro-
gram. If a bank excludes such consolidated 
ABCP program assets, the bank must apply 
the appropriate risk-based capital charge 
against any risk exposures of the bank aris-
ing in connection with such ABCP programs, 
including direct credit substitutes, recourse 
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27 An investment in shares of a fund whose 
portfolio consists primarily of various secu-
rities or money market instruments that, if 
held separately, would be assigned to dif-
ferent risk categories, generally is assigned 
to the risk category appropriate to the high-
est risk-weighted asset that the fund is per-
mitted to hold in accordance with the stated 
investment objectives set forth in its pro-
spectus. A bank may, at its option, assign a 
fund investment on a pro rata basis to dif-
ferent risk categories according to the in-
vestment limits in the fund’s prospectus. In 
no case will an investment in shares in any 
fund be assigned to a total risk weight less 
than 20 percent. If a bank chooses to assign 
a fund investment on a pro rata basis, and 

the sum of the investment limits of assets in 
the fund’s prospectus exceeds 100 percent, 
the bank must assign risk weights in de-
scending order. If, in order to maintain a 
necessary degree of short-term liquidity, a 
fund is permitted to hold an insignificant 
amount of its assets in short-term, highly 
liquid securities of superior credit quality 
that do not qualify for a preferential risk 
weight, such securities generally will be dis-
regarded when determining the risk category 
into which the bank’s holding in the overall 
fund should be assigned. The prudent use of 
hedging instruments by a fund to reduce the 
risk of its assets also will not increase the 
risk weighting of the fund investment. For 
example, the use of hedging instruments by 
a fund to reduce the interest rate risk of its 
government bond portfolio will not increase 
the risk weight of that fund above the 20 per-
cent category. Nonetheless, if a fund engages 
in any activities that appear speculative in 
nature or has any other characteristics that 
are inconsistent with the preferential risk 
weighting assigned to the fund’s assets, hold-
ings in the fund will be assigned to the 100 
percent risk category.

obligations, residual interests, liquidity fa-
cilities, and loans, in accordance with sec-
tions III.B.3., III.C. and III.D. of this appen-
dix. 

c. This capital treatment for consolidated 
assets of certain ABCP programs will be ef-
fective from July 1, 2003 and will expire on 
April 1, 2004. 

III. Procedures for Computing Weighted Risk 
Assets and Off-Balance Sheet Items 

A. Procedures 

Assets and credit equivalent amounts of 
off-balance sheet items of state member 
banks are assigned to one of several broad 
risk categories, according to the obligor, or, 
if relevant, the guarantor or the nature of 
the collateral. The aggregate dollar value of 
the amount in each category is then multi-
plied by the risk weight associated with that 
category. The resulting weighted values 
from each of the risk categories are added 
together, and this sum is the bank’s total 
weighted risk assets that comprise the de-
nominator of the risk-based capital ratio. 
Attachment I provides a sample calculation. 

Risk weights for all off-balance sheet 
items are determined by a two-step process. 
First, the ‘‘credit equivalent amount’’ of off-
balance sheet items is determined, in most 
cases by multiplying the off-balance sheet 
item by a credit conversion factor. Second, 
the credit equivalent amount is treated like 
any balance sheet asset and generally is as-
signed to the appropriate risk category ac-
cording to the obligor, or, if relevant, the 
guarantor or the nature of the collateral. 

In general, if a particular item qualifies for 
placement in more than one risk category, it 
is assigned to the category that has the low-
est risk weight. A holding of a U.S. munic-
ipal revenue bond that is fully guaranteed by 
a U.S. bank, for example, would be assigned 
the 20 percent risk weight appropriate to 
claims guaranteed by U.S. banks, rather 
than the 50 percent risk weight appropriate 
to U.S. municipal revenue bonds.27

The terms claims and securities used in the 
context of the discussion of risk weights, un-
less otherwise specified, refer to loans or 
debt obligations of the entity on whom the 
claim is held. Assets in the form of stock or 
equity holdings in commercial or financial 
firms are assigned to the 100 percent risk 
category, unless some other treatment is ex-
plicitly permitted. 

The Federal Reserve will, on a case-by-case 
basis, determine the appropriate risk weight 
for any asset or credit equivalent amount of 
an off-balance sheet item that does not fit 
wholly within one of the risk weight cat-
egories set forth below or that imposes risks 
on a bank that are incommensurate with the 
risk weight otherwise specified below for the 
asset or off-balance sheet item. In addition, 
the Federal Reserve will, on a case-by-case 
basis, determine the appropriate credit con-
version factor for any off-balance sheet item 
that does not fit wholly within one of the 
credit conversion factors set forth below or 
that imposes risks on a bank that are incom-
mensurate with the credit conversion factors 
otherwise specified below for the off-balance 
sheet item. In making such a determination, 
the Federal Reserve will consider the simi-
larity of the asset or off-balance sheet item 
to assets or off-balance sheet items explic-
itly treated in the guidelines, as well as 
other relevant factors. 

B. Collateral, Guarantees, and Other 
Considerations 

1. Collateral. The only forms of collateral 
that are formally recognized by the risk-
based capital framework are: Cash on deposit 
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28The OECD-based group of countries com-
prises all full members of the Organization 
for Economic Cooperation and Development 
(OECD) regardless of entry date, as well as 
countries that have concluded special lend-
ing arrangements with the International 
Monetary Fund (IMF) associated with the 
IMF’s General Arrangements to Borrow, but 
excludes any country that has rescheduled 
its external sovereign debt within the pre-
vious five years. As of November 1995, the 
OECD included the following countries: Aus-
tralia, Austria, Belgium, Canada, Denmark, 
Finland, France, Germany, Greece, Iceland, 
Ireland, Italy, Japan, Luxembourg, Mexico, 
the Netherlands, New Zealand, Norway, Por-
tugal, Spain, Sweden, Switzerland, Turkey, 
the United Kingdom, and the United States; 
and Saudi Arabia had concluded special lend-
ing arrangements with the IMF associated 
with the IMF’s General Arrangements to 
Borrow. A rescheduling of external sovereign 
debt generally would include any renegoti-
ation of terms arising from a country’s in-
ability or unwillingness to meet its external 
debt service obligations, but generally would 
not include renegotiations of debt in the nor-
mal course of business, such as a renegoti-
ation to allow the borrower to take advan-
tage of a decline in interest rates or other 
change in market conditions.

in the bank; securities issued or guaranteed 
by the central governments of the OECD-
based group of countries,28 U.S. Government 
agencies, or U.S. Government-sponsored 
agencies; and securities issued by multilat-
eral lending institutions or regional develop-
ment banks. Claims fully secured by such 
collateral generally are assigned to the 20 
percent risk-weight category. Collateralized 
transactions meeting all the conditions de-
scribed in section III.C.1. may be assigned a 
zero percent risk weight.

With regard to collateralized claims that 
may be assigned to the 20 percent risk-
weight category, the extent to which quali-
fying securities are recognized as collateral 
is determined by their current market value. 
If such a claim is only partially secured, that 
is, the market value of the pledged securities 
is less than the face amount of a balance-
sheet asset or an off-balance-sheet item, the 
portion that is covered by the market value 
of the qualifying collateral is assigned to the 
20 percent risk category, and the portion of 
the claim that is not covered by collateral in 
the form of cash or a qualifying security is 
assigned to the risk category appropriate to 
the obligor or, if relevant, the guarantor. 
For example, to the extent that a claim on a 
private sector obligor is collateralized by the 
current market value of U.S. Government se-
curities, it would be placed in the 20 percent 
risk category, and the balance would be as-
signed to the 100 percent risk category. 

2. Guarantees. Guarantees of the OECD and 
non-OECD central governments, U.S. Gov-
ernment agencies, U.S. Government-spon-
sored agencies, state and local governments 
of the OECD-based group of countries, multi-
lateral lending institutions and regional de-
velopment banks, U.S. depository institu-
tions, and foreign banks are also recognized. 
If a claim is partially guaranteed, that is, 
coverage of the guarantee is less than the 
face amount of a balance sheet asset or an 
off-balance sheet item, the portion that is 
not fully covered by the guarantee is as-
signed to the risk category appropriate to 
the obligor or, if relevant, to any collateral. 
The face amount of a claim covered by two 
types of guarantees that have different risk 
weights, such as a U.S. Government guar-
antee and a state guarantee, is to be appor-
tioned between the two risk categories ap-
propriate to the guarantors. 

The existence of other forms of collateral 
or guarantees that the risk-based capital 
framework does not formally recognize may 
be taken into consideration in evaluating 
the risks inherent in a bank’s loan port-
folio—which, in turn, would affect the over-
all supervisory assessment of the bank’s cap-
ital adequacy. 

3. Recourse obligations, direct credit sub-
stitutes, residual interests, and asset- and mort-
gage-backed securities. Direct credit sub-
stitutes, assets transferred with recourse, 
and securities issued in connection with 
asset securitizations and structured 
financings are treated as described below. 
The term ‘‘asset securitizations’’ or 
‘‘securitizations’’ in this rule includes struc-
tured financings, as well as asset 
securitization transactions. 

a. Definitions—i. Credit derivative means a 
contract that allows one party (the ‘‘protec-
tion purchaser’’) to transfer the credit risk 
of an asset or off-balance sheet credit expo-
sure to another party (the ‘‘protection pro-
vider’’) The value of a credit derivative is de-
pendent, at least in part, on the credit per-
formance of the ‘‘reference asset.’’ 

ii. Credit-enhancing representations and war-
ranties means representations and warranties 
that are made or assumed in connection with 
a transfer of assets (including loan servicing 
assets) and that obligate the bank to protect 
investors from losses arising from credit risk 
in the assets transferred or the loans serv-
iced. Credit-enhancing representations and 
warranties include promises to protect a 
party from losses resulting from the default 
or nonperformance of another party or from 
an insufficiency in the value of the collat-
eral. Credit-enhancing representations and 
warranties do not include: 

1. Early default clauses and similar war-
ranties that permit the return of, or pre-
mium refund clauses covering, 1–4 family 
residential first mortgage loans that qualify 
for a 50 percent risk weight for a period not 
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to exceed 120 days from the date of transfer. 
These warranties may cover only those loans 
that were originated within 1 year of the 
date of transfer; 

2. Premium refund clauses that cover as-
sets guaranteed, in whole or in part, by the 
U.S. Government, a U.S. Government agency 
or a government-sponsored enterprise, pro-
vided the premium refund clauses are for a 
period not to exceed 120 days from the date 
of transfer; or 

3. Warranties that permit the return of as-
sets in instances of misrepresentation, fraud 
or incomplete documentation. 

iii. Direct credit substitute means an ar-
rangement in which a bank assumes, in form 
or in substance, credit risk associated with 
an on-or off-balance sheet credit exposure 
that was not previously owned by the bank 
(third-party asset) and the risk assumed by 
the bank exceeds the pro rata share of the 
bank’s interest in the third-party asset. If 
the bank has no claim on the third-party 
asset, then the bank’s assumption of any 
credit risk with respect to the third party 
asset is a direct credit substitute. Direct 
credit substitutes include, but are not lim-
ited to: 

1. Financial standby letters of credit that 
support financial claims on a third party 
that exceed a bank’s pro rata share of losses 
in the financial claim; 

2. Guarantees, surety arrangements, credit 
derivatives, and similar instruments backing 
financial claims that exceed a bank’s pro 
rata share in the financial claim; 

3. Purchased subordinated interests or se-
curities that absorb more than their pro rata 
share of losses from the underlying assets; 

4. Credit derivative contracts under which 
the bank assumes more than its pro rata 
share of credit risk on a third party expo-
sure; 

5. Loans or lines of credit that provide 
credit enhancement for the financial obliga-
tions of an account party; 

6. Purchased loan servicing assets if the 
servicer is responsible for credit losses or if 
the servicer makes or assumes credit-en-
hancing representations and warranties with 
respect to the loans serviced. Mortgage 
servicer cash advances that meet the condi-
tions of section III.B.3.a.viii. of this appendix 
are not direct credit substitutes; and 

7. Clean-up calls on third party assets are 
direct credit substittues. Clean-up calls that 
are 10 percent or less of the original pool bal-
ance that are exercisable at the option of the 
bank are not direct credit substitutes. 

iv. Externally rated means that an instru-
ment or obligation has received a credit rat-
ing from a nationally-recognized statistical 
rating organization. 

v. Face amount means the notional prin-
cipal, or face value, amount of an off-balance 
sheet item; the amortized cost of an asset 

not held for trading purposes; and the fair 
value of a trading asset. 

vi. Financial asset means cash or other 
monetary instrument, evidence of debt, evi-
dence of an ownership interest in an entity, 
or a contract that conveys a right to receive 
or exchange cash or another financial instru-
ment from another party. 

vii. Financial standby letter of credit means 
a letter of credit or similar arrangement 
that represents an irrevocable obligation to 
a third-party beneficiary: 

1. To repay money borrowed by, or ad-
vanced to, or for the account of, a second 
party (the account party), or 

2. To make payment on behalf of the ac-
count party, in the event that the account 
party fails to fulfill its obligation to the ben-
eficiary. 

viii. Mortgage servicer cash advance means 
funds that a residential mortgage loan 
servicer advances to ensure an uninterrupted 
flow of payments, including advances made 
to cover foreclosure costs or other expenses 
to facilitate the timely collection of the 
loan. A mortgage servicer cash advance is 
not a recourse obligation or a direct credit 
substitute if: 

1. The servicer is entitled to full reim-
bursement and this right is not subordinated 
to other claims on the cash flows from the 
underlying asset pool; or 

2. For any one loan, the servicer’s obliga-
tion to make nonreimbursable advances is 
contractually limited to an insignificant 
amount of the outstanding principal balance 
of that loan. 

ix. Nationally recognized statistical rating or-
ganization (NRSRO) means an entity recog-
nized by the Division of Market Regulation 
of the Securities and Exchange Commission 
(or any successor Division) (Commission) as 
a nationally recognized statistical rating or-
ganization for various purposes, including 
the Commission’s uniform net capital re-
quirements for brokers and dealers. 

x. Recourse means the retention, by a bank, 
in form or in substance, of any credit risk di-
rectly or indirectly associated with an asset 
it has transferred and sold that exceeds a pro 
rata share of the bank’s claim on the asset. 
If a bank has no claim on a transferred asset, 
then the retention of any risk of credit loss 
is recourse. A recourse obligation typically 
arises when a bank transfers assets and re-
tains an explicit obligation to repurchase the 
assets or absorb losses due to a default on 
the payment of principal or interest or any 
other deficiency in the performance of the 
underlying obligor or some other party. Re-
course may also exist implicitly if a bank 
provides credit enhancement beyond any 
contractual obligation to support assets it 
has sold. The following are examples of re-
course arrangements: 

1. Credit-enhancing representations and 
warranties made on the transferred assets; 
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2. Loan servicing assets retained pursuant 
to an agreement under which the bank will 
be responsible for credit losses associated 
with the loans being serviced. Mortgage 
servicer cash advances that meet the condi-
tions of section III.B.3.a.viii. of this appendix 
are not recourse arrangements; 

3. Retained subordinated interests that ab-
sorb more than their pro rata share of losses 
from the underlying assets; 

4. Assets sold under an agreement to repur-
chase, if the assets are not already included 
on the balance sheet; 

5. Loan strips sold without contractual re-
course where the maturity of the transferred 
loan is shorter than the maturity of the 
commitment under which the loan is drawn; 

6. Credit derivatives issued that absorb 
more than the bank’s pro rata share of losses 
from the transferred assets; and 

7. Clean-up calls at inception that are 
greater than 10 percent of the balance of the 
original pool of transferred loans. Clean-up 
calls that are 10 percent or less of the origi-
nal pool balance that are exercisable at the 
option of the bank are not recourse arrange-
ments. 

xi. Residual interest means any on-balance 
sheet asset that represents an interest (in-
cluding a beneficial interest) created by a 
transfer that qualifies as a sale (in accord-
ance with generally accepted accounting 
principles) of financial assets, whether 
through a securitization or otherwise, and 
that exposes the bank to credit risk directly 
or indirectly associated with the transferred 
assets that exceeds a pro rata share of the 
bank’s claim on the assets, whether through 
subordination provisions or other credit en-
hancement techniques. Residual interests 
generally include credit-enhancing I/Os, 
spread accounts, cash collateral accounts, 
retained subordinated interests, other forms 
of over-collateralization, and similar assets 
that function as a credit enhancement. Re-
sidual interests further include those expo-
sures that, in substance, cause the bank to 
retain the credit risk of an asset or exposure 
that had qualified as a residual interest be-
fore it was sold. Residual interests generally 
do not include interests purchased from a 
third party, except that purchased credit-en-
hancing I/Os are residual interests for pur-
poses of this appendix. 

xii. Risk participation means a participation 
in which the originating party remains liable 
to the beneficiary for the full amount of an 
obligation (e.g., a direct credit substitute) 
notwithstanding that another party has ac-
quired a participation in that obligation. 

xiii. Securitization means the pooling and 
repackaging by a special purpose entity of 
assets or other credit exposures into securi-
ties that can be sold to investors. 
Securitization includes transactions that 
create stratified credit risk positions whose 
performance is dependent upon an under-

lying pool of credit exposures, including 
loans and commitments. 

xiv. Sponsor means a bank that establishes 
an asset-backed commercial paper program; 
approves the sellers permitted to participate 
in the program; approves the asset pools to 
be purchased by the program; or administers 
the asset-backed commercial paper program 
by monitoring the assets, arranging for debt 
placement, compiling monthly reports, or 
ensuring compliance with the program docu-
ments and with the program’s credit and in-
vestment policy. 

xv. Structured finance program means a pro-
gram where receivable interests and asset-
backed securities issued by multiple partici-
pants are purchased by a special purpose en-
tity that repackages those exposures into se-
curities that can be sold to investors. Struc-
tured finance programs allocate credit risks, 
generally, between the participants and cred-
it enhancement provided to the program. 

xvi. Traded position means a position that 
is externally rated and is retained, assumed, 
or issued in connection with an asset 
securitization, where there is a reasonable 
expectation that, in the near future, the rat-
ing will be relied upon by unaffiliated inves-
tors to purchase the position; or an unaffili-
ated third party to enter into a transaction 
involving the position, such as a purchase, 
loan, or repurchase agreement. 

b. Credit equivalent amounts and risk weight 
of recourse obligations and direct credit sub-
stitutes. i. Credit equivalent amount. Except as 
otherwise provided in sections III.B.3.c. 
through f. and III.B.5. of this appendix, the 
credit equivalent amount for a recourse obli-
gation or direct credit substitute is the full 
amount of the credit-enhanced assets for 
which the bank directly or indirectly retains 
or assumes credit risk multiplied by a 100 
percent conversion factor. 

ii. Risk-weight factor. To determine the 
bank’s risk-weight factor for off-balance 
sheet recourse obligations and direct credit 
substitutes, the credit equivalent amount is 
assigned to the risk category appropriate to 
the obligor in the underlying transaction, 
after considering any associated guarantees 
or collateral. For a direct credit substitute 
that is an on-balance sheet asset (e.g., a pur-
chased subordinated security), a bank must 
calculate risk-weighted assets using the 
amount of the direct credit substitute and 
the full amount of the assets it supports, i.e., 
all the more senior positions in the struc-
ture. The treatment of direct credit sub-
stitutes that have been syndicated or in 
which risk participations have been con-
veyed or acquired is set forth in section 
III.D.1 of this appendix. 

c. Externally-rated positions: credit equivalent 
amounts and risk weights of recourse obliga-
tions, direct credit substitutes, residual interests, 
and asset- and mortgage-backed securities (in-
cluding asset-backed commercial paper). i. 
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Traded positions. With respect to a recourse 
obligation, direct credit substitute, residual 
interest (other than a credit-enhancing I/O 
strip) or asset- and mortgage-backed secu-
rity (including asset-backed commercial 
paper) that is a traded position and that has 
received an external rating on a long-term 
position that is one grade below investment 
grade or better or a short-term rating that is 
investment grade, the bank may multiply 

the face amount of the position by the appro-
priate risk weight, determined in accordance 
with the tables below. Stripped mortgage-
backed securities and other similar instru-
ments, such as interest-only or principal-
only strips that are not credit enhance-
ments, must be assigned to the 100 percent 
risk category. If a traded position has re-
ceived more than one external rating, the 
lowest single rating will apply.

Long-term rating category Examples Risk weight
(In percent) 

Highest or second highest investment grade ............................................. AAA, AA ........................................... 20 
Third highest investment grade .................................................................. A ...................................................... 50 
Lowest investment grade ............................................................................ BBB .................................................. 100 
One category below investment grade ....................................................... BB .................................................... 200

Short-term rating Examples Risk weight
(In percent) 

Highest investment grade ........................................................................... A–1, P–1 .......................................... 20 
Second highest investment grade .............................................................. A–2, P–2 .......................................... 50 
Lowest investment grade ............................................................................ A–3, P–3 .......................................... 100

ii. Non-traded positions. A recourse obliga-
tion, direct credit substitute, or residual in-
terest (but not a credit-enhancing I/O strip) 
extended in connection with a securitization 
that is not a traded position may be assigned 
a risk weight in accordance with section 
III.B.3.c.i. of this appendix if: 

1. It has been externally rated by more 
than one NRSRO; 

2. It has received an external rating on a 
long-term position that is one grade below 
investment grade or better or on a short-
term position that is investment grade by all 
NRSROs providing a rating; 

3. The ratings are publicly available; and 
4. The ratings are based on the same cri-

teria used to rate traded positions. 
If the ratings are different, the lowest rat-

ing will determine the risk category to 
which the recourse obligation, direct credit 
substitute, or residual interest will be as-
signed. 

d. Senior positions not externally rated. For a 
recourse obligation, direct credit substitute, 
residual interest, or asset- or mortgage-
backed security that is not externally rated 
but is senior or preferred in all features to a 
traded position (including collateralization 
and maturity), a bank may apply a risk 
weight to the face amount of the senior posi-
tion in accordance with section III.B.3.c.i. of 
this appendix, based on the traded position, 
subject to any current or prospective super-
visory guidance and the bank satisfying the 
Federal Reserve that this treatment is ap-
propriate. This section will apply only if the 
traded subordinated position provides sub-
stantive credit support to the unrated posi-
tion until the unrated position matures. 

e. Capital requirement for residual interests—
i. Capital requirement for credit-enhancing I/O 

strips. After applying the concentration limit 
to credit-enhancing I/O strips (both pur-
chased and retained) in accordance with sec-
tions II.B.2.c. through e. of this appendix, a 
bank must maintain risk-based capital for a 
credit-enhancing I/O strip (both purchased 
and retained), regardless of the external rat-
ing on that position, equal to the remaining 
amount of the credit-enhancing I/O strip (net 
of any existing associated deferred tax liabil-
ity), even if the amount of risk-based capital 
required to be maintained exceeds the full 
risk-based capital requirement for the assets 
transferred. Transactions that, in substance, 
result in the retention of credit risk associ-
ated with a transferred credit-enhancing I/O 
strip will be treated as if the credit-enhanc-
ing I/O strip was retained by the bank and 
not transferred. 

ii. Capital requirement for other residual in-
terests. 1. If a residual interest does not meet 
the requirements of sections III.B.3.c. or d. of 
this appendix, a bank must maintain risk-
based capital equal to the remaining amount 
of the residual interest that is retained on 
the balance sheet (net of any existing associ-
ated deferred tax liability), even if the 
amount of risk-based capital required to be 
maintained exceeds the full risk-based cap-
ital requirement for the assets transferred. 
Transactions that, in substance, result in 
the retention of credit risk associated with a 
transferred residual interest will be treated 
as if the residual interest was retained by 
the bank and not transferred. 

2. Where the aggregate capital requirement 
for residual interests and other recourse ob-
ligation in connection with the same trans-
fer of assets exceed the full risk-based cap-
ital requirement for those assets, a bank 
must maintain risk-based capital equal to 
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the greater of the risk-based capital require-
ment for the residual interest as calculated 
under section III.B.3.e.ii.1 of this appendix or 
the full risk-based capital requirement for 
the assets transferred. 

f. Positions that are not rated by an NRSRO. 
A position (but not a residual interest) main-
tained in connection with a securitization 
and that is not rated by a NRSRO may be 

risk-weighted based on the bank’s deter-
mination of the credit rating of the position, 
as specified in the table below, multiplied by 
the face amount of the position. In order to 
obtain this treatment, the bank’s system for 
determining the credit rating of the position 
must meet one of the three alternative 
standards set out in sections III.B.3.f.i. 
through III.B.3.f.iii. of this appendix.

Rating category Examples Risk weight
(In percent) 

Highest or second highest investment grade ............................................. AAA,AA ............................................ 100 
Third highet investment grade .................................................................... A ...................................................... 100 
Lowest investment grade ............................................................................ BBB .................................................. 100 
One category below investment grade ....................................................... BB .................................................... 200

i. Internal risk rating used for asset-backed 
programs. A direct credit substitute (other 
than a purchased credit-enhancing I/O) is as-
sumed in connection with an asset-backed 
commercial paper program sponsored by the 
bank and the bank is able to demonstrate to 
the satisfaction of the Federal Reserve, prior 
to relying upon its use, that the bank’s in-
ternal credit risk rating system is adequate. 
Adequate internal credit risk rating systems 
usually contain the following criteria: 

1. The internal credit risk system is an in-
tegral part of the bank’s risk management 
system, which explicitly incorporates the 
full range of risks arising from a bank’s par-
ticipation in securitization activities; 

2. Internal credit ratings are linked to 
measurable outcomes, such as the prob-
ability that the position will experience any 
loss, the position’s expected loss given de-
fault, and the degree of variance in losses 
given default on that position; 

3. The bank’s internal credit risk system 
must separately consider the risk associated 
with the underlying loans or borrowers, and 
the risk associated with the structure of a 
particular securitization transaction; 

4. The bank’s internal credit risk system 
must identify gradations of risk among 
‘‘pass’’ assets and other risk positions; 

5. The bank must have clear, explicit cri-
teria that are used to classify assets into 
each internal risk grade, including subjec-
tive factors; 

6. The bank must have independent credit 
risk management or loan review personnel 
assigning or reviewing the credit risk rat-
ings; 

7. The bank must have an internal audit 
procedure that periodically verifies that the 
internal credit risk ratings are assigned in 
accordance with the established criteria; 

8. The bank must monitor the performance 
of the internal credit risk ratings assigned to 
nonrated, nontraded direct credit substitutes 
over time to determine the appropriateness 
of the initial credit risk rating assignment 
and adjust individual credit risk ratings, or 

the overall internal credit risk ratings sys-
tem, as needed; and 

9. The internal credit risk system must 
make credit risk rating assumptions that are 
consistent with, or more conservative than, 
the credit risk rating assumptions and meth-
odologies of NRSROs. 

ii. Program Ratings. A direct credit sub-
stitute or recourse obligation (other than a 
residual interest) is assumed or retained in 
connection with a structured finance pro-
gram and a NRSRO has reviewed the terms 
of the program and stated a rating for posi-
tions associated with the program. If the 
program has options for different combina-
tions of assets, standards, internal credit en-
hancements and other relevant factors, and 
the NRSRO specifies ranges of rating cat-
egories to them, the bank may apply the rat-
ing category that corresponds to the bank’s 
position. In order to rely on a program rat-
ing, the bank must demonstrate to the Fed-
eral Reserve’s satisfaction that the credit 
risk rating assigned to the program meets 
the same standards generally used by 
NRSROs for rating traded positions. The 
bank must also demonstrate to the Federal 
Reserve’s satisfaction that the criteria un-
derlying the NRSRO’s assignment of ratings 
for the program are satisfied for the par-
ticular position. If a bank participates in a 
securitization sponsored by another party, 
the Federal Reserve may authorize the bank 
to use this approach based on a pro-
grammatic rating obtained by the sponsor of 
the program. 

iii. Computer Program. The bank is using an 
acceptable credit assessment computer pro-
gram to determine the rating of a direct 
credit substitute or recourse obligation (but 
not residual interest) issued in connection 
with a structured finance program. A 
NRSRO must have developed the computer 
program, and the bank must demonstrate to 
the Federal Reserve’s satisfaction that rat-
ings under the program correspond credibly 
and reliably with the rating of traded posi-
tions. 
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g. Limitations on risk-based capital require-
ments—i. Low-level exposure. If the maximum 
contractual exposure to loss retained or as-
sumed by a bank in connection with a re-
course obligation or a direct credit sub-
stitute is less than the effective risk-based 
capital requirement for the enhanced assets, 
the risk-based capital requirement is limited 
to the maximum contractual exposure, less 
any recourse liability account established in 
accordance with generally accepted account-
ing principles. This limitation does not apply 
when a bank provides credit enhancement 
beyond any contractual obligation to sup-
port assets it has sold. 

ii. Mortgage-related securities or participation 
certificates retained in a mortgage loan swap. If 
a bank holds a mortgage-related security or 
a participation certificate as a result of a 
mortgage loan swap with recourse, capital is 
required to support the recourse obligation 
plus the percentage of the mortgage-related 
security or participation certificate that is 
not covered by the recourse obligation. The 
total amount of capital required for the on-
balance sheet asset and the recourse obliga-
tion, however, is limited to the capital re-
quirement for the underlying loans, cal-
culated as if the bank continued to hold 
these loans as on-balance sheet assets. 

iii. Related on-balance sheet assets. If a re-
course obligation or direct credit substitute 
subject to section III.B.3. of this appendix 
also appears as a balance sheet asset, the 
balance sheet asset is not included in a 
bank’s risk-weighted assets to the extent the 
value of the balance sheet asset is already 
included in the off-balance sheet credit 
equivalent amount for the recourse obliga-
tion or direct credit substitute, except in the 
case of loan servicing assets and similar ar-
rangements with embedded recourse obliga-
tions or direct credit substitutes. In that 
case, both the on-balance sheet assets and 
the related recourse obligations and direct 
credit substitutes must be separately risk-
weighted and incorporated into the risk-
based capital calculation. 

4. Maturity. Maturity is generally not a 
factor in assigning items to risk categories 
with the exception of claims on non-OECD 
banks, commitments, and interest rate and 
foreign exchange rate contracts. Except for 
commitments, short-term is defined as one 
year or less remaining maturity and long-
term is defined as over one year remaining 
maturity. In the case of commitments, 
short-term is defined as one year or less 
original maturity and long-term is defined as 
over one year original maturity. 

5. Small Business Loans and Leases on Per-
sonal Property Transferred with Recourse. a. 
Notwithstanding other provisions of this ap-
pendix A, a qualifying bank that has trans-
ferred small business loans and leases on per-
sonal property (small business obligations) 
with recourse shall include in weighted-risk 

assets only the amount of retained recourse, 
provided two conditions are met. First, the 
transaction must be treated as a sale under 
GAAP and, second, the bank must establish 
pursuant to GAAP a non-capital reserve suf-
ficient to meet the bank’s reasonably esti-
mated liability under the recourse arrange-
ment. Only loans and leases to businesses 
that meet the criteria for a small business 
concern established by the Small Business 
Administration under section 3(a) of the 
Small Business Act are eligible for this cap-
ital treatment. 

b. For purposes of this appendix A, a bank 
is qualifying if it meets the criteria set forth 
in the Board’s prompt corrective action reg-
ulation (12 CFR 208.40) for well capitalized 
or, by order of the Board, adequately capital-
ized. For purposes of determining whether a 
bank meets the criteria, its capital ratios 
must be calculated without regard to the 
preferential capital treatment for transfers 
of small business obligations with recourse 
specified in section III.B.5.a. of this appendix 
A. The total outstanding amount of recourse 
retained by a qualifying bank on transfers of 
small business obligations receiving the pref-
erential capital treatment cannot exceed 15 
percent of the bank’s total risk-based cap-
ital. By order, the Board may approve a 
higher limit. 

c. If a bank ceases to be qualifying or ex-
ceeds the 15 percent capital limitation, the 
preferential capital treatment will continue 
to apply to any transfers of small business 
obligations with recourse that were con-
summated during the time that the bank 
was qualifying and did not exceed the capital 
limit. 

d. The risk-based capital ratios of the bank 
shall be calculated without regard to the 
preferential capital treatment for transfers 
of small business obligations with recourse 
specified in section III.B.5.a. of this appendix 
A for purposes of: 

(i) Determining whether a bank is ade-
quately capitalized, undercapitalized, signifi-
cantly undercapitalized, or critically under-
capitalized under prompt corrective action 
(12 CFR 208.43(b)(1)); and 

(ii) Reclassifying a well capitalized bank to 
adequately capitalized and requiring an ade-
quately capitalized bank to comply with cer-
tain mandatory or discretionary supervisory 
actions as if the bank were in the next lower 
prompt corrective action capital category (12 
CFR 208.43(c)). 

C. Risk Weights 

Attachment III contains a listing of the 
risk categories, a summary of the types of 
assets assigned to each category and the 
weight associated with each category, that 
is, 0 percent, 20 percent, 50 percent, and 100 
percent. A brief explanation of the compo-
nents of each category follows. 
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29 All other holdings of bullion are assigned 
to the 100 percent risk category.

30 A central government is defined to in-
clude departments and ministries, including 
the central bank, of the central government. 
The U.S. central bank includes the 12 Fed-
eral Reserve Banks, and the stock held in 
these banks as a condition of membership is 
assigned to the zero percent risk category. 
The definition of central government does 
not include state, provincial, or local govern-
ments; or commercial enterprises owned by 
the central government. In addition, it does 
not include local government entities or 
commercial enterprises whose obligations 
are guaranteed by the central government, 
although any claims on such entities guaran-
teed by central governments are placed in 
the same general risk category as other 
claims guaranteed by central governments. 
OECD central governments are defined as 
central governments of the OECD-based 
group of countries; non-OECD central gov-
ernments are defined as central governments 
that do not belong to the OECD-based group 
countries.

31 A U.S. Government agency is defined as 
an instrumentality of the U.S. Government 
whose obligations are fully and explicitly 
guaranteed as to the timely payment of prin-
cipal and interest by the full faith and credit 
of the U.S. Government. Such agencies in-
clude the Government National Mortgage 
Association (GNMA), the Veterans Adminis-
tration (VA), the Federal Housing Adminis-
tration (FHA), the Export-Import Bank 
(Exim Bank), the Overseas Private Invest-
ment Corporation (OPIC), the Commodity 
Credit Corporation (CCC), and the Small 
Business Administration (SBA).

32 Claims guaranteed by U.S. depository in-
stitutions and foreign banks include risk 
participations in both bankers acceptances 
and standby letters of credit, as well as par-
ticipations in commitments, that are con-
veyed to other U.S. depository institutions 
or foreign banks.

33 U.S. depository institutions are defined 
to include branches (foreign and domestic) of 
federally-insured banks and depository insti-
tutions chartered and headquartered in the 
50 states of the United States, the District of 
Columbia, Puerto Rico, and U.S. territories 
and possessions. The definition encompasses 
banks, mutual or stock savings banks, sav-
ings or building and loan associations, coop-
erative banks, credit unions, and inter-
national banking facilities of domestic 
banks. U.S.-chartered depository institu-
tions owned by foreigners are also included 
in the definition. However, branches and 
agencies of foreign banks located in the U.S., 
as well as all bank holding companies, are 
excluded.

34 Foreign banks are distinguished as either 
OECD banks or non-OECD banks. OECD 
banks include banks and their branches (for-
eign and domestic) organized under the laws 
of countries (other than the U.S.) that be-
long to the OECD-based group of countries. 
Non-OECD banks include banks and their 
branches (foreign and domestic) organized 
under the laws of countries that do not be-
long to the OECD-based group of countries. 
For this purpose, a bank is defined as an in-
stitution that engages in the business of 
banking; is recognized as a bank by the bank 
supervisory or monetary authorities of the 
country of its organization or principal 
banking operations; receives deposits to a 
substantial extent in the regular course of 
business; and has the power to accept de-
mand deposits.

1. Category 1: zero percent. This category in-
cludes cash (domestic and foreign) owned and 
held in all offices of the bank or in transit 
and gold bullion held in the bank’s own 
vaults or in another bank’s vaults on an allo-
cated basis, to the extent it is offset by gold 
bullion liabilities.29 The category also in-
cludes all direct claims (including securities, 
loans, and leases) on, and the portions of 
claims that are directly and unconditionally 
guaranteed by, the central governments 30 of 
the OECD countries and U.S. Government 
agencies,31 as well as all direct local cur-
rency claims on, and the portions of local 
currency claims that are directly and uncon-
ditionally guaranteed by, the central govern-
ments of non-OECD countries, to the extent 
that the bank has liabilities booked in that 
currency. A claim is not considered to be un-
conditionally guaranteed by a central gov-
ernment if the validity of the guarantee is 
dependent upon some affirmative action by 
the holder or a third party. Generally, secu-
rities guaranteed by the U.S. Government or 
its agencies that are actively traded in fi-

nancial markets, such as GNMA securities, 
are considered to be unconditionally guaran-
teed.

This category also includes claims 
collateralized by cash on deposit in the bank 
or by securities issued or guaranteed by 
OECD central governments or U.S. govern-
ment agencies for which a positive margin of 
collateral is maintained on a daily basis, 
fully taking into account any change in the 
bank’s exposure to the obligor or 
counterparty under a claim in relation to 
the market value of the collateral held in 
support of that claim. 

2. Category 2: 20 percent. a. This category 
includes cash items in the process of collec-
tion, both foreign and domestic; short-term 
claims (including demand deposits) on, and 
the portions of short-term claims that are 
guaranteed 32 by, U.S. depository institu-
tions 33 and foreign banks; 34 and long-term 
claims on, and the portions of long-term 
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35 Long-term claims on, or guaranteed by, 
non-OECD banks and all claims on bank 
holding companies are assigned to the 100 
percent risk category, as are holdings of 
bank-issued securities that qualify as capital 
of the issuing banks.

36 For this purpose, U.S. government-spon-
sored agencies are defined as agencies origi-
nally established or chartered by the Federal 
government to serve public purposes speci-
fied by the U.S. Congress but whose obliga-
tions are not explicitly guaranteed by the full 
faith and credit of the U.S. government. 
These agencies include the Federal Home 
Loan Mortgage Corporation (FHLMC), the 
Federal National Mortgage Association 
(FNMA), the Farm Credit System, the Fed-
eral Home Loan Bank System, and the Stu-
dent Loan Marketing Association (SLMA). 
Claims on U.S. government-sponsored agen-
cies include capital stock in a Federal Home 
Loan Bank that is held as a condition of 
membership in that Bank.

37 Claims on, or guaranteed by, states or 
other political subdivisions of countries that 
do not belong to the OECD-based group of 
countries are placed in the 100 percent risk 
category.

38 Claims on a qualifying securities firm 
that are instruments the firm, or its parent 
company, uses to satisfy its applicable cap-
ital requirements are not eligible for this 
risk weight.

39 With regard to securities firms incor-
porated in the United States, qualifying se-
curities firms are those securities firms that 
are broker-dealers registered with the Secu-
rities and Exchange Commission (SEC) and 
are in compliance with the SEC’s net capital 
rule, 17 CFR 240.15c3–1. With regard to securi-
ties firms incorporated in any other country 
in the OECD-based group of countries, quali-
fying securities firms are those securities 
firms that a bank is able to demonstrate are 
subject to consolidated supervision and regu-
lation (covering their direct and indirect 
subsidiaries, but not necessarily their parent 
organizations) comparable to that imposed 
on banks in OECD countries. Such regula-
tion must include risk-based capital require-
ments comparable to those applied to banks 
under the Accord on International Conver-
gence of Capital Measurement and Capital 
Standards (1988, as amended in 1998) (Basel 
Accord).

claims that are guaranteed by, U.S. deposi-
tory institutions and OECD banks.35

b. This category also includes the portions 
of claims that are conditionally guaranteed 
by OECD central governments and U.S. Gov-
ernment agencies, as well as the portions of 
local currency claims that are conditionally 
guaranteed by non-OECD central govern-
ments, to the extent that the bank has li-
abilities booked in that currency. In addi-
tion, this category also includes claims on, 
and the portions of claims that are guaran-
teed by, U.S. government-sponsored 36 agen-
cies and claims on, and the portions of 
claims guaranteed by, the International 
Bank for Reconstruction and Development 
(World Bank), the International Finance 
Corporation, the Interamerican Development 
Bank, the Asian Development Bank, the Af-
rican Development Bank, the European In-
vestment Bank, the European Bank for Re-
construction and Development, the Nordic 
Investment Bank, and other multilateral 
lending institutions or regional development 
banks in which the U.S. government is a 
shareholder or contributing member. Gen-
eral obligation claims on, or portions of 
claims guaranteed by the full faith and cred-
it of, states or other political subdivisions of 
the U.S. or other countries of the OECD-
based group are also assigned to this cat-
egory.37

c. This category also includes the portions 
of claims (including repurchase transactions) 
collateralized by cash on deposit in the bank 
or by securities issued or guaranteed by 
OECD central governments or U.S. govern-

ment agencies that do not qualify for the 
zero percent risk-weight category; 
collateralized by securities issued or guaran-
teed by U.S. government-sponsored agencies; 
or collateralized by securities issued by mul-
tilateral lending institutions or regional de-
velopment banks in which the U.S. govern-
ment is a shareholder or contributing mem-
ber. 

d. This category also includes claims 38 on, 
or guaranteed by, a qualifying securities 
firm incorporated in the United States or 
other member of the OECD-based group of 
countries 39 provided that: The qualifying se-
curities firm has a long-term issuer credit 
rating, or a rating on at least one issue of 
long-term debt, in one of the three highest 
investment grade rating categories from a 
nationally recognized statistical rating orga-
nization; or the claim is guaranteed by the 
firm’s parent company and the parent com-
pany has such a rating. If ratings are avail-
able from more than one rating agency, the 
lowest rating will be used to determine 
whether the rating requirement has been 
met. This category also includes a 
collateralized claim on a qualifying securi-
ties firm in such a country, without regard 
to satisfaction of the rating standard, pro-
vided that the claim arises under a contract 
that:

(1) Is a reverse repurchase/repurchase 
agreement or securities lending/borrowing 
transaction executed using standard indus-
try documentation; 

(2) Is collateralized by debt or equity secu-
rities that are liquid and readily marketable; 

(3) Is marked-to-market daily; 
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40 For example, a claim is exempt from the 
automatic stay in bankruptcy in the United 
States if it arises under a securities contract 
or a repurchase agreement subject to section 
555 or 559 of the Bankruptcy Code, respec-
tively (11 U.S.C. 555 or 559), a qualified finan-
cial contract under section 11(e)(8) of the 
Federal Deposit Insurance Act (12 U.S.C. 
1821(e)(8)), or a netting contract between fi-
nancial institutions under sections 401–407 of 
the Federal Deposit Insurance Corporation 
Improvement Act of 1991 (12 U.S.C. 4401–4407), 
or the Board’s Regulation EE (12 CFR Part 
231).

41 If a bank holds the first and junior lien(s) 
on a residential property and no other party 
holds an intervening lien, the transaction is 
treated as a single loan secured by a first 
lien for the purposes of determining the 
loan-to-value ratio and assigning a risk 
weight.

42 Loans that qualify as loans secured by 1- 
to 4-family residential properties or multi-
family residential properties are listed in the 
instructions to the commercial bank Call 
Report. In addition, for risk-based capital 
purposes, loans secured by 1- to 4-family resi-
dential properties include loans to builders 
with substantial project equity for the con-
struction of 1- to 4-family residences that 
have been presold under firm contracts to 
purchasers who have obtained firm commit-
ments for permanent qualifying mortgage 
loans and have made substantial earnest 
money deposits. Such loans to builders will 
be considered prudently underwritten only if 
the bank has obtained sufficient documenta-
tion that the buyer of the home intends to 
purchase the home (i.e., has a legally binding 
written sales contract) and has the ability to 
obtain a mortgage loan sufficient to pur-
chase the home (i.e., has a firm written com-
mitment for permanent financing of the 
home upon completion). The instructions 
to the Call Report also discuss the treatment 
of loans, including multifamily housing 
loans, that are sold subject to a pro rata loss 
sharing arrangement. Such an arrangement 
should be treated by the selling bank as sold 
(and excluded from balance sheet assets) to 
the extent that the sales agreement provides 

for the purchaser of the loan to share in any 
loss incurred on the loan on a pro rata basis 
with the selling bank. In such a transaction, 
from the standpoint of the selling bank, the 
portion of the loan that is treated as sold is 
not subject to the risk-based capital stand-
ards. In connection with sales of multifamily 
housing loans in which the purchaser of a 
loan shares in any loss incurred on the loan 
with the selling institution on other than a 
pro rata basis, these other loss sharing ar-
rangements are taken into account for pur-
poses of determining the extent to which 
such loans are treated by the selling bank as 
sold (and excluded from balance sheet assets) 
under the risk-based capital framework in 
the same manner as prescribed for reporting 
purposes in the instructions to the Call Re-
port.

43 Residential property loans that do not 
meet all the specified criteria or that are 
made for the purpose of speculative property 
development are placed in the 100 percent 
risk category.

44 Prudent underwriting standards include 
a conservative ratio of the current loan bal-
ance to the value of the property. In the case 
of a loan secured by multifamily residential 
property, the loan-to-value ratio is not con-
servative if it exceeds 80 percent (75 percent 
if the loan is based on a floating interest 
rate). Prudent underwriting standards also 
dictate that a loan-to-value ratio used in the 
case of originating a loan to acquire a prop-
erty would not be deemed conservative un-
less the value is based on the lower of the ac-
quisition cost of the property or appraised 
(or if appropriate, evaluated) value. Other-
wise, the loan-to-value ratio generally would 
be based upon the value of the property as 
determined by the most current appraisal, or 
if appropriate, the most current evaluation. 
All appraisals must be made in a manner 
consistent with the Federal banking agen-
cies’ real estate appraisal regulations and 
guidelines and with the bank’s own appraisal 
guidelines.

(4) Is subject to a daily margin mainte-
nance requirement under the standard indus-
try documentation; and 

(5) Can be liquidated, terminated, or accel-
erated immediately in bankruptcy or similar 
proceeding, and the security or collateral 
agreement will not be stayed or avoided, 
under applicable law of the relevant jurisdic-
tion.40

3. Category 3: 50 percent. This category in-
cludes loans fully secured by first liens 41 on 
1- to 4-family residential properties, either 
owner-occupied or rented, or on multifamily 
residential properties,42 that meet certain 

criteria.43 Loans included in this category 
must have been made in accordance with 
prudent underwriting standards;44 be per-
forming in accordance with their original 
terms; and not be 90 days or more past due or 
carried in nonaccrual status. The following 
additional criteria must also be applied to a 
loan secured by a multifamily residential 
property that is included in this category: 
all principal and interest payments on the 
loan must have been made on time for at 
least the year preceding placement in this 
category, or in the case where the existing 
property owner is refinancing a loan on that 
property, all principal and interest payments 
on the loan being refinanced must have been 
made on time for at least the year preceding 
placement in this category; amortization of 
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45 Such assets include all nonlocal currency 
claims on, and the portions of claims that 
are guaranteed by, non-OECD central gov-
ernments and those portions of local cur-
rency claims on, or guaranteed by, non-
OECD central governments that exceed the 
local currency liabilities held by the bank.

46 Customer liabilities on acceptances out-
standing involving nonstandard risk claims, 
such as claims on U.S. depository institu-
tions, are assigned to the risk category ap-
propriate to the identity of the obligor or, if 
relevant, the nature of the collateral or 
guarantees backing the claims. Portions of 
acceptances conveyed as risk participations 
to U.S. depository institutions or foreign 
banks are assigned to the 20 percent risk cat-
egory appropriate to short-term claims guar-
anteed by U.S. depository institutions and 
foreign banks.

the principal and interest must occur over a 
period of not more than 30 years and the 
minimum original maturity for repayment 
of principal must not be less than 7 years; 
and the annual net operating income (before 
debt service) generated by the property dur-
ing its most recent fiscal year must not be 
less than 120 percent of the loan’s current 
annual debt service (115 percent if the loan is 
based on a floating interest rate) or, in the 
case of a cooperative or other not-for-profit 
housing project, the property must generate 
sufficient cash flow to provide comparable 
protection to the institution. Also included 
in this category are privately-issued mort-
gage-backed securities provided that

(1) The structure of the security meets the 
criteria described in section III(B)(3) above; 

(2) If the security is backed by a pool of 
conventional mortgages, on 1- to 4-family 
residential or multifamily residential prop-
erties each underlying mortgage meets the 
criteria described above in this section for 
eligibility for the 50 percent risk category at 
the time the pool is originated; 

(3) If the security is backed by privately-
issued mortgage-backed securities, each un-
derlying security qualifies for the 50 percent 
risk category; and 

(4) If the security is backed by a pool of 
multifamily residential mortgages, principal 
and interest payments on the security are 
not 30 days or more past due. 

Privately-issued mortgage-backed securi-
ties that do not meet these criteria or that 
do not qualify for a lower risk weight are 
generally assigned to the 100 percent risk 
category. 

Also assigned to this category are revenue 
(non-general obligation) bonds or similar ob-
ligations, including loans and leases, that 
are obligations of states or other political 
subdivisions of the U.S. (for example, munic-
ipal revenue bonds) or other countries of the 
OECD-based group, but for which the govern-
ment entity is committed to repay the debt 
with revenues from the specific projects fi-
nanced, rather than from general tax funds. 

Credit equivalent amounts of derivative 
contracts involving standard risk obligors 
(that is, obligors whose loans or debt securi-
ties would be assigned to the 100 percent risk 
category) are included in the 50 percent cat-
egory, unless they are backed by collateral 
or guarantees that allow them to be placed 
in a lower risk category. 

4. Category 4: 100 percent. a. All assets not 
included in the categories above are assigned 
to this category, which comprises standard 
risk assets. The bulk of the assets typically 
found in a loan portfolio would be assigned 
to the 100 percent category. 

b. This category includes long-term claims 
on, and the portions of long-term claims that 
are guaranteed by, non-OECD banks, and all 
claims on non-OECD central governments 

that entail some degree of transfer risk.45 
This category includes all claims on foreign 
and domestic private-sector obligors not in-
cluded in the categories above (including 
loans to nondepository financial institutions 
and bank holding companies); claims on 
commercial firms owned by the public sec-
tor; customer liabilities to the bank on ac-
ceptances outstanding involving standard 
risk claims;46 investments in fixed assets, 
premises, and other real estate owned; com-
mon and preferred stock of corporations, in-
cluding stock acquired for debts previously 
contracted; all stripped mortgage-backed se-
curities and similar instruments; and com-
mercial and consumer loans (except those as-
signed to lower risk categories due to recog-
nized guarantees or collateral and loans se-
cured by residential property that qualify for 
a lower risk weight). This category also in-
cludes claims representing capital of a quali-
fying securities firm.

c. Also included in this category are indus-
trial-development bonds and similar obliga-
tions issued under the auspices of states or 
political subdivisions of the OECD-based 
group of countries for the benefit of a private 
party or enterprise where that party or en-
terprise, not the government entity, is obli-
gated to pay the principal and interest, and 
all obligations of states or political subdivi-
sions of countries that do not belong to the 
OECD-based group. 

d. The following assets also are assigned a 
risk weight of 100 percent if they have not 
been deducted from capital: investments in 
unconsolidated companies, joint ventures, or 
associated companies; instruments that 
qualify as capital issued by other banking 
organizations; and any intangibles, including 
those that may have been grandfathered into 
capital. 

VerDate jul<14>2003 11:29 Feb 18, 2004 Jkt 203035 PO 00000 Frm 00250 Fmt 8010 Sfmt 8002 Y:\SGML\203035T.XXX 203035T



251

Federal Reserve System Pt. 208, App. A 

47 The sufficiency of collateral and guaran-
tees for off-balance-sheet items is deter-
mined by the market value of the collateral 
or the amount of the guarantee in relation 
to the face amount of the item, except for 
derivative contracts, for which this deter-
mination is generally made in relation to the 
credit equivalent amount. Collateral and 
guarantees are subject to the same provi-
sions noted under section III.B. of this ap-
pendix A.

48 Forward forward deposits accepted are 
treated as interest rate contracts.

49 That is, a participation in which the 
originating bank remains liable to the bene-
ficiary for the full amount of the direct cred-
it substitute if the party that has acquired 
the participation fails to pay when the in-
strument is drawn.

50 A risk participation in bankers accept-
ances conveyed to other institutions is also 
assigned to the risk category appropriate to 
the institution acquiring the participation 
or, if relevant, the guarantor or nature of the 
collateral.

51 Risk participations with a remaining ma-
turity of over one year that are conveyed to 
non-OECD banks are to be assigned to the 100 
percent risk category, unless a lower risk 
category is appropriate to the obligor, guar-
antor, or collateral.

D. Off-Balance Sheet Items 

The face amount of an off-balance sheet 
item is generally incorporated into risk-
weighted assets in two steps. The face 
amount is first multiplied by a credit con-
version factor, except for direct credit sub-
stitutes and recourse obligations as dis-
cussed in section III.D.1. of this appendix. 
The resultant credit equivalent amount is 
assigned to the appropriate risk category ac-
cording to the obligor or, if relevant, the 
guarantor or the nature of the collateral.47 
Attachment IV to this appendix sets forth 
the conversion factors for various types of 
off-balance sheet items.

1. Items with a 100-percent conversion factor. 
a. Except as otherwise provided in section 
III.B.3. of this appendix, the full amount of 
an asset or transaction supported, in whole 
or in part, by a direct credit substitute or a 
recourse obligation. Direct credit substitutes 
and recourse obligations are defined in sec-
tion III.B.3. of this appendix. 

b. Sale and repurchase agreements and for-
ward agreements. Forward agreements are 
legally binding contractual obligations to 
purchase assets with certain drawdown at a 
specified future date. Such obligations in-
clude forward purchases, forward forward de-
posits placed,48 and partly-paid shares and 
securities; they do not include commitments 
to make residential mortgage loans or for-
ward foreign exchange contracts.

c. Securities lent by a bank are treated in 
one of two ways, depending upon whether the 
lender is at risk of loss. If a bank, as agent 
for a customer, lends the customer’s securi-
ties and does not indemnify the customer 
against loss, then the transaction is excluded 
from the risk-based capital calculation. If, 
alternatively, a bank lends its own securities 
or, acting as agent for a customer, lends the 
customer’s securities and indemnifies the 
customer against loss, the transaction is 
converted at 100 percent and assigned to the 
risk weight category appropriate to the obli-
gor, or, if applicable, to any collateral deliv-
ered to the lending bank, or the independent 
custodian acting on the lending bank’s be-
half. Where a bank is acting as agent for a 
customer in a transaction involving the 
lending or sale of securities that is 

collateralized by cash delivered to the bank, 
the transaction is deemed to be 
collateralized by cash on deposit in the bank 
for purposes of determining the appropriate 
risk-weight category, provided that any in-
demnification is limited to no more than the 
difference between the market value of the 
securities and the cash collateral received 
and any reinvestment risk associated with 
that cash collateral is borne by the cus-
tomer. 

d. In the case of direct credit substitutes in 
which a risk participation 49 has been con-
veyed, the full amount of the assets that are 
supported, in whole or in part, by the credit 
enhancement are converted to a credit 
equivalent amount at 100 percent. However, 
the pro rata share of the credit equivalent 
amount that has been conveyed through a 
risk participation is assigned to whichever 
risk category is lower: the risk category ap-
propriate to the obligor, after considering 
any relevant guarantees or collateral, or the 
risk category appropriate to the institution 
acquiring the participation.50 Any remainder 
is assigned to the risk category appropriate 
to the obligor, guarantor, or collateral. For 
example, the pro rata share of the full 
amount of the assets supported, in whole or 
in part, by a direct credit substitute con-
veyed as a risk participation to a U.S. do-
mestic depository institution or foreign 
bank is assigned to the 20 percent risk cat-
egory.51

e. In the case of direct credit substitutes in 
which a risk participation has been acquired, 
the acquiring bank’s percentage share of the 
direct credit substitute is multiplied by the 
full amount of the assets that are supported, 
in whole or in part, by the credit enhance-
ment and converted to a credit equivalent 
amount at 100 percent. The credit equivalent 
amount of an acquisition of a risk participa-
tion in a direct credit substitute is assigned 
to the risk category appropriate to the ac-
count party obligor or, if relevant, the na-
ture of the collateral or guarantees. 
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52 For example, if a bank has a 10 percent 
share of a $10 syndicated direct credit sub-
stitute that provides credit support to a $100 
loan, then the bank’s $1 pro rata share in the 
enhancement means that a $10 pro rata share 
of the loan is included in risk weighted as-
sets.

53 In the case of consumer home equity or 
mortgage lines of credit secured by liens on 
1–4 family residential properties, the bank is 
deemed able to unconditionally cancel the 
commitment for the purpose of this criterion 
if, at its option, it can prohibit additional 
extensions of credit, reduce the credit line, 
and terminate the commitment to the full 
extent permitted by relevant Federal law.

f. In the case of direct credit substitutes 
that take the form of a syndication where 
each bank is obligated only for its pro rata 
share of the risk and there is no recourse to 
the originating bank, each bank will only in-
clude its pro rata share of the assets sup-
ported, in whole or in part, by the direct 
credit substitute in its risk-based capital 
calculation.52

* * * * *

2. Items with a 50 percent conversion factor. 
Transaction-related contingencies are con-
verted at 50 percent. Such contingencies in-
clude bid bonds, performance bonds, warran-
ties, standby letters of credit related to par-
ticular transactions, and performance stand-
by letters of credit, as well as acquisitions of 
risk participations in performance standby 
letters of credit. Performance standby let-
ters of credit represent obligations backing 
the performance of nonfinancial or commer-
cial contracts or undertakings. To the extent 
permitted by law or regulation, performance 
standby letters of credit include arrange-
ments backing, among other things, sub-
contractors’ and suppliers’ performance, 
labor and materials contracts, and construc-
tion bids. 

The unused portion of commitments with 
an original maturity exceeding one year, in-
cluding underwriting commitments, and 
commercial and consumer credit commit-
ments also are converted at 50 percent. 
Original maturity is defined as the length of 
time between the date the commitment is 
issued and the earliest date on which: (1) The 
bank can, at its option, unconditionally 
(without cause) cancel the commitment,53 
and (2) the bank is scheduled to (and as a 
normal practice actually does) review the fa-
cility to determine whether or not it should 
be extended. Such reviews must continue to 
be conducted at least annually for such a fa-
cility to qualify as a short-term commit-
ment.

Commitments are defined as any legally 
binding arrangements that obligate a bank 

to extend credit in the form of loans or 
leases; to purchase loans, securities, or other 
assets; or to participate in loans and leases. 
They also include overdraft facilities, revolv-
ing credit, home equity and mortgage lines 
of credit, and similar transactions. Nor-
mally, commitments involve a written con-
tract or agreement and a commitment fee, or 
some other form of consideration. Commit-
ments are included in weighted risk assets 
regardless of whether they contain ‘‘material 
adverse change’’ clauses or other provisions 
that are intended to relieve the issuer of its 
funding obligation under certain conditions. 
In the case of commitments structured as 
syndications, where the bank is obligated 
solely for its pro rata share, only the bank’s 
proportional share of the syndicated com-
mitment is taken into account in calcu-
lating the risk-based capital ratio. 

Facilities that are unconditionally 
cancellable (without cause) at any time by 
the bank are not deemed to be commitments, 
provided the bank makes a separate credit 
decision before each drawing under the facil-
ity. Commitments with an original maturity 
of one year or less are deemed to involve low 
risk and, therefore, are not assessed a capital 
charge. Such short-term commitments are 
defined to include the unused portion of lines 
of credit on retail credit cards and related 
plans (as defined in the instructions to the 
commercial bank Call Report) if the bank 
has the unconditional right to cancel the 
line of credit at any time, in accordance with 
applicable law. 

Once a commitment has been converted at 
50 percent, any portion that has been con-
veyed to other U.S. depository institutions 
or OECD banks as participations in which 
the originating bank retains the full obliga-
tion to the borrower if the participating 
bank fails to pay when the instrument is 
drawn, is assigned to the 20 percent risk cat-
egory. This treatment is analogous to that 
accorded to conveyances of risk participa-
tions in standby letters of credit. The acqui-
sition of a participation in a commitment by 
a bank is converted at 50 percent and as-
signed to the risk category appropriate to 
the account party obligor or, if relevant, the 
nature of the collateral or guarantees. 

Revolving underwriting facilities (RUFs), 
note issuance facilities (NIFs), and other 
similar arrangements also are converted at 
50 percent regardless of maturity. These are 
facilities under which a borrower can issue 
on a revolving basis short-term paper in its 
own name, but for which the underwriting 
banks have a legally binding commitment ei-
ther to purchase any notes the borrower is 
unable to sell by the roll-over date or to ad-
vance funds to the borrower. 

3. Items with a 20 percent conversion factor. 
Short-term, self-liquidating trade-related 
contingencies which arise from the move-
ment of goods are converted at 20 percent. 
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54 Through year-end 1992, remaining matu-
rity may be used for determining term to 
maturity for off-balance sheet loan commit-

ments; thereafter, original maturity must be 
used.

Such contingencies generally include com-
mercial letters of credit and other documen-
tary letters of credit collateralized by the 
underlying shipments. 

4. Items with a zero percent conversion factor. 
These include unused portions of commit-
ments with an original maturity of one year 
or less,54 or which are unconditionally 
cancellable at any time, provided a separate 
credit decision is made before each drawing 
under the facility. Unused portions of lines 
of credit on retail credit cards and related 
plans are deemed to be short-term commit-
ments if the bank has the unconditional 
right to cancel the line of credit at any time, 
in accordance with applicable law.

E. Derivative Contracts (Interest Rate, Ex-
change Rate, Commodity—(including pre-
cious metals) and Equity-Linked Contracts) 

1. Scope. Credit equivalent amounts are 
computed for each of the following off-bal-
ance-sheet derivative contracts: 

a. Interest Rate Contracts. These include 
single currency interest rate swaps, basis 
swaps, forward rate agreements, interest 
rate options purchased (including caps, col-
lars, and floors purchased), and any other in-
strument linked to interest rates that gives 
rise to similar credit risks (including when-
issued securities and forward forward depos-
its accepted). 

b. Exchange Rate Contracts. These include 
cross-currency interest rate swaps, forward 
foreign exchange contracts, currency options 
purchased, and any other instrument linked 
to exchange rates that gives rise to similar 
credit risks. 

c. Equity Derivative Contracts. These in-
clude equity-linked swaps, equity-linked op-
tions purchased, forward equity-linked con-
tracts, and any other instrument linked to 
equities that gives rise to similar credit 
risks. 

d. Commodity (including precious metal) 
Derivative Contracts. These include com-
modity-linked swaps, commodity-linked op-
tions purchased, forward commodity-linked 
contracts, and any other instrument linked 

to commodities that gives rise to similar 
credit risks. 

e. Exceptions. Exchange rate contracts 
with an original maturity of fourteen or 
fewer calendar days and derivative contracts 
traded on exchanges that require daily re-
ceipt and payment of cash variation margin 
may be excluded from the risk-based ratio 
calculation. Gold contracts are accorded the 
same treatment as exchange rate contracts 
except that gold contracts with an original 
maturity of fourteen or fewer calendar days 
are included in the risk-based ratio calcula-
tion. Over-the-counter options purchased are 
included and treated in the same way as 
other derivative contracts. 

2. Calculation of credit equivalent amounts. a. 
The credit equivalent amount of a derivative 
contract that is not subject to a qualifying 
bilateral netting contract in accordance with 
section III.E.3. of this appendix A is equal to 
the sum of (i) the current exposure (some-
times referred to as the replacement cost) of 
the contract; and (ii) an estimate of the po-
tential future credit exposure of the con-
tract. 

b. The current exposure is determined by 
the mark-to-market value of the contract. If 
the mark-to-market value is positive, then 
the current exposure is equal to that mark-
to-market value. If the mark-to-market 
value is zero or negative, then the current 
exposure is zero. Mark-to-market values are 
measured in dollars, regardless of the cur-
rency or currencies specified in the contract, 
and should reflect changes in underlying 
rates, prices, and indices, as well as 
counterparty credit quality. 

c. The potential future credit exposure of a 
contract, including a contract with a nega-
tive mark-to-market value, is estimated by 
multiplying the notional principal amount 
of the contract by a credit conversion factor. 
Banks should use, subject to examiner re-
view, the effective rather than the apparent 
or stated notional amount in this calcula-
tion. The credit conversion factors are:

CONVERSION FACTORS 
[In percent] 

Remaining maturity Interest rate 
Exchange 
rate and 

gold 
Equity 

Commodity, 
excluding 
precious 
metals 

Precious 
metals, ex-
cept gold 

One year or less ........................................................... 0.0 1.0 6.0 10.0 7.0
Over one to five years .................................................. 0.5 5.0 8.0 12.0 7.0
Over five years .............................................................. 1.5 7.5 10.0 15.0 8.0
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55 A walkaway clause is a provision in a 
netting contract that permits a non-default-
ing counterparty to make lower payments 
than it would make otherwise under the con-
tract, or no payment at all, to a defaulter or 
to the estate of a defaulter, even if the de-
faulter or the estate of the defaulter is a net 
creditor under the contract.

56 For purposes of calculating potential fu-
ture credit exposure to a netting 
counterparty for foreign exchange contracts 
and other similar contracts in which no-
tional principal is equivalent to cash flows, 
total notional principal is defined as the net 

d. For a contract that is structured such 
that on specified dates any outstanding ex-
posure is settled and the terms are reset so 
that the market value of the contract is 
zero, the remaining maturity is equal to the 
time until the next reset date. For an inter-
est rate contract with a remaining maturity 
of more than one year that meets these cri-
teria, the minimum conversion factor is 0.5 
percent. 

e. For a contract with multiple exchanges 
of principal, the conversion factor is multi-
plied by the number of remaining payments 
in the contract. A derivative contract not in-
cluded in the definitions of interest rate, ex-
change rate, equity, or commodity contracts 
as set forth in section III.E.1. of this appen-
dix A, is subject to the same conversion fac-
tors as a commodity, excluding precious 
metals. 

f. No potential future exposure is cal-
culated for a single currency interest rate 
swap in which payments are made based 
upon two floating rate indices (a so called 
floating/floating or basis swap); the credit 
exposure on such a contract is evaluated 
solely on the basis of the mark-to-market 
value. 

g. The Board notes that the conversion fac-
tors set forth above, which are based on ob-
served volatilities of the particular types of 
instruments, are subject to review and modi-
fication in light of changing volatilities or 
market conditions. 

3. Netting. a. For purposes of this appendix 
A, netting refers to the offsetting of positive 
and negative mark-to-market values when 
determining a current exposure to be used in 
the calculation of a credit equivalent 
amount. Any legally enforceable form of bi-
lateral netting (that is, netting with a single 
counterparty) of derivative contracts is rec-
ognized for purposes of calculating the credit 
equivalent amount provided that: 

i. The netting is accomplished under a 
written netting contract that creates a sin-
gle legal obligation, covering all included in-
dividual contracts, with the effect that the 
bank would have a claim to receive, or obli-
gation to pay, only the net amount of the 
sum of the positive and negative mark-to-
market values on included individual con-
tracts in the event that a counterparty, or a 
counterparty to whom the contract has been 
validly assigned, fails to perform due to any 
of the following events: default, insolvency, 
liquidation, or similar circumstances. 

ii. The bank obtains a written and rea-
soned legal opinion(s) representing that in 
the event of a legal challenge—including one 
resulting from default, insolvency, liquida-
tion, or similar circumstances—the relevant 
court and administrative authorities would 
find the bank’s exposure to be the net 
amount under: 

1. The law of the jurisdiction in which the 
counterparty is chartered or the equivalent 

location in the case of noncorporate entities, 
and if a branch of the counterparty is in-
volved, then also under the law of the juris-
diction in which the branch is located; 

2. The law that governs the individual con-
tracts covered by the netting contract; and 

3. The law that governs the netting con-
tract. 

iii. The bank establishes and maintains 
procedures to ensure that the legal charac-
teristics of netting contracts are kept under 
review in the light of possible changes in rel-
evant law. 

iv. The bank maintains in its files docu-
mentation adequate to support the netting 
of derivative contracts, including a copy of 
the bilateral netting contract and necessary 
legal opinions. 

b. A contract containing a walkaway 
clause is not eligible for netting for purposes 
of calculating the credit equivalent 
amount.55

c. A bank netting individual contracts for 
the purpose of calculating credit equivalent 
amounts of derivative contracts, represents 
that it has met the requirements of this ap-
pendix A and all the appropriate documents 
are in the bank’s files and available for in-
spection by the Federal Reserve. The Federal 
Reserve may determine that a bank’s files 
are inadequate or that a netting contract, or 
any of its underlying individual contracts, 
may not be legally enforceable under any 
one of the bodies of law described in section 
III.E.3.a.ii. of this appendix A. If such a de-
termination is made, the netting contract 
may be disqualified from recognition for 
risk-based capital purposes or underlying in-
dividual contracts may be treated as though 
they are not subject to the netting contract. 

d. The credit equivalent amount of con-
tracts that are subject to a qualifying bilat-
eral netting contract is calculated by adding 
(i) the current exposure of the netting con-
tract (net current exposure) and (ii) the sum 
of the estimates of potential future credit 
exposures on all individual contracts subject 
to the netting contract (gross potential fu-
ture exposure) adjusted to reflect the effects 
of the netting contract.56
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receipts falling due on each value date in 
each currency.

57 For derivative contracts, sufficiency of 
collateral or guarantees is generally deter-
mined by the market value of the collateral 
or the amount of the guarantee in relation 
to the credit equivalent amount. Collateral 
and guarantees are subject to the same pro-
visions noted under section III.B. of this ap-
pendix A.

e. The net current exposure is the sum of 
all positive and negative mark-to-market 
values of the individual contracts included 
in the netting contract. If the net sum of the 
mark-to-market values is positive, then the 
net current exposure is equal to that sum. If 
the net sum of the mark-to-market values is 
zero or negative, then the net current expo-
sure is zero. The Federal Reserve may deter-
mine that a netting contract qualifies for 
risk-based capital netting treatment even 
though certain individual contracts included 
under the netting contract may not qualify. 
In such instances, the nonqualifying con-
tracts should be treated as individual con-
tracts that are not subject to the netting 
contract. 

f. Gross potential future exposure, or Agross 
is calculated by summing the estimates of 
potential future exposure (determined in ac-
cordance with section III.E.2 of this appendix 
A) for each individual contract subject to the 
qualifying bilateral netting contract. 

g. The effects of the bilateral netting con-
tract on the gross potential future exposure 
are recognized through the application of a 
formula that results in an adjusted add-on 
amount (Anet). The formula, which employs 
the ratio of net current exposure to gross 
current exposure (NGR) is expressed as:

Anet = (0.4×Agross) + 0.6(NGR×Agross)

h. The NGR may be calculated in accord-
ance with either the counterparty-by-
counterparty approach or the aggregate ap-
proach. 

i. Under the counterparty-by-counterparty 
approach, the NGR is the ratio of the net 
current exposure for a netting contract to 
the gross current exposure of the netting 
contract. The gross current exposure is the 
sum of the current exposures of all indi-
vidual contracts subject to the netting con-
tract calculated in accordance with section 
III.E.2. of this appendix A. Net negative 
mark-to-market values for individual net-
ting contracts with the same counterparty 
may not be used to offset net positive mark-
to-market values for other netting contracts 
with that counterparty. 

ii. Under the aggregate approach, the NGR 
is the ratio of the sum of all of the net cur-
rent exposures for qualifying bilateral net-
ting contracts to the sum of all of the gross 
current exposures for those netting con-
tracts (each gross current exposure is cal-
culated in the same manner as in section 
III.E.3.h.i. of this appendix A). Net negative 
mark-to-market values for individual 
counterparties may not be used to offset net 
positive mark-to-market values for other 
counterparties. 

iii. A bank must consistently use either 
the counterparty-by-counterparty approach 
or the aggregate approach to calculate the 
NGR. Regardless of the approach used, the 
NGR should be applied individually to each 
qualifying bilateral netting contract to de-
termine the adjusted add-on for that netting 
contract. 

i. In the event a netting contract covers 
contracts that are normally excluded from 
the risk-based ratio calculation—for exam-
ple, exchange rate contracts with an original 
maturity of fourteen or fewer calendar days 
or instruments traded on exchanges that re-
quire daily payment and receipt of cash vari-
ation margin—a bank may elect to either in-
clude or exclude all mark-to-market values 
of such contracts when determining net cur-
rent exposure, provided the method chosen is 
applied consistently. 

4. Risk Weights. Once the credit equivalent 
amount for a derivative contract, or a group 
of derivative contracts subject to a quali-
fying bilateral netting contract, has been de-
termined, that amount is assigned to the 
risk category appropriate to the 
counterparty, or, if relevant, the guarantor 
or the nature of any collateral.57 However, 
the maximum risk weight applicable to the 
credit equivalent amount of such contracts 
is 50 percent.

5. Avoidance of double counting. a. In cer-
tain cases, credit exposures arising from the 
derivative contracts covered by section III.E. 
of this appendix A may already be reflected, 
in part, on the balance sheet. To avoid dou-
ble counting such exposures in the assess-
ment of capital adequacy and, perhaps, as-
signing inappropriate risk weights, 
counterparty credit exposures arising from 
the derivative instruments covered by these 
guidelines may need to be excluded from bal-
ance sheet assets in calculating a bank’s 
risk-based capital ratios. 

b. Examples of the calculation of credit 
equivalent amounts for contracts covered 
under this section III.E. are contained in At-
tachment V of this appendix A. 

IV. Minimum Supervisory Ratios and Standards 

The interim and final supervisory stand-
ards set forth below specify minimum super-
visory ratios based primarily on broad credit 
risk considerations. As noted above, the 
risk-based ratio does not take explicit ac-
count of the quality of individual asset port-
folios or the range of other types of risks to 
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which banks may be exposed, such as inter-
est rate, liquidity, market or operational 
risks. For this reason, banks are generally 
expected to operate with capital positions 
above the minimum ratios. 

Institutions with high or inordinate levels 
of risk are expected to operate well above 
minimum capital standards. Banks experi-
encing or anticipating significant growth are 
also expected to maintain capital, including 
tangible capital positions, well above the 
minimum levels. For example, most such in-
stitutions generally have operated at capital 
levels ranging from 100 to 200 basis points 
above the stated minimums. Higher capital 
ratios could be required if warranted by the 
particular circumstances or risk profiles of 
individual banks. In all cases, banks should 
hold capital commensurate with the level 
and nature of all of the risks, including the 
volume and severity of problem loans, to 
which they are exposed. 

Upon adoption of the risk-based frame-
work, any bank that does not meet the in-
terim or final supervisory ratios, or whose 
capital is otherwise considered inadequate, 
is expected to develop and implement a plan 
acceptable to the Federal Reserve for achiev-
ing an adequate level of capital consistent 
with the provisions of these guidelines or 
with the special circumstances affecting the 
individual institution. In addition, such 
banks should avoid any actions, including in-
creased risk-taking or unwarranted expan-
sion, that would lower or further erode their 
capital positions. 

A. Minimum Risk-Based Ratio After 
Transition Period 

As reflected in Attachment VI, by year-end 
1992, all state member banks should meet a 
minimum ratio of qualifying total capital to 
weighted risk assets of 8 percent, of which at 
least 4.0 percentage points should be in the 
form of Tier 1 capital. For purposes of sec-
tion IV.A., Tier 1 capital is defined as the 
sum of core capital elements less goodwill 
and other intangible assets required to be de-
ducted in accordance with section II.B.1.b. of 
this appendix. The maximum amount of sup-
plementary capital elements that qualifies 
as Tier 2 capital is limited to 100 percent of 
Tier 1 capital. In addition, the combined 
maximum amount of subordinated debt and 
intermediate-term preferred stock that 
qualifies as Tier 2 capital is limited to 50 
percent of Tier 1 capital. The maximum 

amount of the allowance for loan and lease 
losses that qualifies as Tier 2 capital is lim-
ited to 1.25 percent of gross weighted risk as-
sets. Allowances for loan and lease losses in 
excess of this limit may, of course, be main-
tained, but would not be included in a bank’s 
total capital. The Federal Reserve will con-
tinue to require banks to maintain reserves 
at levels fully sufficient to cover losses in-
herent in their loan portfolios. 

Qualifying total capital is calculated by 
adding Tier 1 capital and Tier 2 capital (lim-
ited to 100 percent of Tier 1 capital) and then 
deducting from this sum certain investments 
in banking or finance subsidiaries that are 
not consolidated for accounting or super-
visory purposes, reciprocal holdings of bank-
ing organization capital securities, or other 
items at the direction of the Federal Re-
serve. These deductions are discussed above 
in section II(B). 

B. Transition Arrangements 

The transition period for implementing the 
risk-based capital standard ends on Decem-
ber 31, 1992. Initially, the risk-based capital 
guidelines do not establish a minimum level 
of capital. However, by year-end 1990, banks 
are expected to meet a minimum interim 
target ratio for qualifying total capital to 
weighted risk assets of 7.25 percent, at least 
one-half of which should be in the form of 
Tier 1 capital. For purposes of meeting the 
1990 interim target, the amount of loan loss 
reserves that may be included in capital is 
limited to 1.5 percent of weighted risk assets 
and up to 10 percent of a bank’s Tier 1 cap-
ital may consist of supplementary capital 
elements. Thus, the 7.25 percent interim tar-
get ratio implies a minimum ratio of Tier 1 
capital to weighted risk assets of 3.6 percent 
(one-half of 7.25) and a minimum ratio of 
core capital elements to weighted risk assets 
ratio of 3.25 percent (nine-tenths of the Tier 
1 capital ratio). 

Through year-end 1990, banks have the op-
tion of complying with the minimum 7.25 
percent year-end 1990 risk-based capital 
standard, in lieu of the minimum 5.5 percent 
primary and 6 percent total capital to total 
assets capital ratios set forth in appendix B 
to part 225 of the Federal Reserve’s Regula-
tion Y. In addition, as more fully set forth in 
appendix B to this part, banks are expected 
to maintain a minimum ratio of Tier 1 cap-
ital total assets during this transition pe-
riod.
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ATTACHMENT I—SAMPLE CALCULATION OF RISK-BASED CAPITAL RATIO FOR STATE MEMBER BANKS 

Example of a bank with $6,000 in total capital and the following assets and off-balance sheet items: 
Balance Sheet Assets: 

Cash ........................................................................................................................................................................................................................................................................ $5,000
U.S. Treasuries ........................................................................................................................................................................................................................................................ 20,000
Balances at domestic banks ................................................................................................................................................................................................................................... 5,000
Loans secured by first liens on 1–4 family residential properties ........................................................................................................................................................................... 5,000
Loans to private corporations .................................................................................................................................................................................................................................. 65,000

Total Balance Sheet Assets ................................................................................................................................................................................................................................ $100,000
Off-Balance Sheet Items: 

Standby letters of credit (‘‘SLCs’’) backing general obligation debt issues of U.S. municipalities (‘‘GOs’’) .......................................................................................................... $10,000
Long-term legally binding commitments to private corporations ............................................................................................................................................................................ 20,000

Total Off-Balance Sheet Items ............................................................................................................................................................................................................................ 30,000
This bank’s total capital to total assets (leverage) ratio would be: ($6,000/$100,000)=6.00%

To compute the bank’s weighted risk assets: 
1. Compute the credit equivalent amount of each off-balance sheet (‘‘OBS’’) item 

OBS item Face value Conversion 
factor 

Credit 
equivalent 

amount 

SLCS backing municipal GOs .......................................................................................................................................................................... $10,000 × 1.00 = $10,000
Long-term commitments to private corporations .............................................................................................................................................. 20,000 × 0.50 = 10,000

2. Multiply each balance sheet asset and the credit equivalent amount of each OBS item by the appropriate risk weight. 
0% Category: 

Cash ........................................................................................................................................................................................................... $ 5,000
U.S. Treasuries .......................................................................................................................................................................................... 20,000

25,000 × 0 = 0
20% Category: 

Balances at domestic banks ...................................................................................................................................................................... 5,000
Credit equivalent amounts of SLCs backing GOs of U.S. municipalities ................................................................................................. 10,000

15,000 × .20 = $3,000
50% Category: 

Loans secured by first liens on 1–4 family residential properties ............................................................................................................. 5,000 × .50 = 2,500
100% Category: 

Loans to private corporations .................................................................................................................................................................... 65,000
Credit equivalent amounts of long-term commitments to private corporations ......................................................................................... 10,000

75,000 × 1.00 = 75,000

Total risk-weighted assets ...................................................................................................................................................................... .................... .. .................... .... 80,500

This bank’s ratio of total capital to weighted risk assets (risk-based capital ratio) would be: ($6,000/$80,500)=7.45%
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1 For the purpose of calculating the risk-
based capital ratio, a U.S. Government agen-
cy is defined as an instrumentality of the 
U.S. Government whose obligations are fully 
and explicitly guaranteed as to the timely 
payment of principal and interest by the full 
faith and credit of the U.S. Government.

ATTACHMENT II—SUMMARY OF DEFINITION OF QUALIFYING CAPITAL FOR STATE MEMBER BANKS \*\
[Using the Year-End 1992 Standard] 

Components Minimum requirements 

CORE CAPITAL (Tier 1) ............................................................. Must equal or exceed 4% of weighted-risk assets. 
Common stockholders’ equity ..................................................... No limit. 
Qualifying noncumulative perpetual preferred stock ................... No limit; banks should avoid undue reliance on preferred stock 

in tier 1. 
Minority interest in equity accounts of consolidated ................... Banks should avoid using minority interests to subsidiaries in-

troduce elements not otherwise qualifying for tier 1 capital. 
Less: Goodwill, other intangible assets, credit-enhancing inter-

est-only strips and nonfinancial equity investments required 
to be deducted from capital 1

SUPPLEMENTARY CAPITAL (Tier 2) ........................................ Total of tier 2 is limited to 100% of tier 1.2
Allowance for loan and lease losses ................................... Limited to 1.25% of weighted-risk assets.2
Perpetual preferred stock ..................................................... No limit within tier 2. 
Hybrid capital instruments and equity contract notes .......... No limit within tier 2. 
Subordinated debt and intermediate-term preferred stock 

(original weighted average maturity of 5 years or more).
Subordinated debt and intermediate-term preferred stock are 

limited to 50% of tier 1,2 amortized for capital purposes as 
they approach maturity.

Revaluation reserves (equity and building) .......................... Not included; banks encouraged to disclose; may be evaluated 
on a case-by-case basis for international comparisons; and 
taken into account in making an overall assessment of cap-
ital. 

DEDUCTIONS (from sum of tier 1 and tier 2) 
Investments in unconsolidated subsidiaries ......................... As a general rule, one-half of the aggregate investments will 

be deducted from tier 1 capital and one-half from tier 2 cap-
ital.3

Reciprocal holdings of banking organizations’ capital securities 
Other deductions (such as other subsidiaries or joint ven-

tures) as determined by supervisory authority after a for-
mal rulemaking.

On a case-by-case basis or as a matter of policy. 

TOTAL CAPITAL (tier 1 + tier 2—deductions) ......... Must equal or exceed 8% of weighted-risk assets. 

1 Requirements for the deduction of other intangible assets, residual interests and nonfinancial equity investments are set forth 
in section II.B. of this appendix. 

2 Amounts in excess of limitations are permitted but do not qualify as capital. 
3 A proportionately greater amount may be deducted from tier 1 capital, if the risks associated with the subsidiary so warrant. 
* See discussion in section II of the guidelines for a complete description of the requirements for, and the limitations on, the 

components of qualifying capital. 

ATTACHMENT III—SUMMARY OF RISK WEIGHTS 
AND RISK CATEGORIES FOR STATE MEMBER 
BANKS 

Category 1: Zero Percent 

1. Cash (domestic and foreign) held in the 
bank or in transit. 

2. Balances due from Federal Reserve 
Banks (including Federal Reserve Bank 
stock) and central banks in other OECD 
countries. 

3. Direct claims on, and the portions of 
claims that are unconditionally guaranteed 
by, the U.S. Treasury and U.S. Government 
agencies 1 and the central governments of 
other OECD countries, and local currency 
claims on, and the portions of local currency 
claims that are unconditionally guaranteed 
by, the central governments of non-OECD 
countries including the central banks of non-

OECD countries), to the extent that the 
bank has liabilities booked in that currency.

4. Gold bullion held in the bank’s vaults or 
in another’s vaults on an allocated basis, to 
the extent offset by gold bullion liabilities. 

5. Claims collateralized by cash on deposit 
in the bank or by securities issued or guar-
anteed by OECD central governments or U.S. 
government agencies for which a positive 
margin of collateral is maintained on a daily 
basis, fully taking into account any change 
in the bank’s exposure to the obligor or 
counterparty under a claim in relation to 
the market value of the collateral held in 
support of that claim. 

Category 2: 20 Percent 

1. Cash items in the process of collection. 
2. All claims (long- or short-term) on, and 

the portions of claims (long- or short-term) 
that are guaranteed by, U.S. depository in-
stitutions and OCED banks. 

3. Short-term claims (remaining maturity 
of one year or less) on, and the portions of 
short-term claims that are guaranteed by, 
non-OECD banks. 
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2 For the purpose of calculating the risk-
based capital ratio, a U.S. Government-spon-
sored agency is defined as an agency origi-
nally established or chartered to serve public 
purposes specified by the U.S. Congress but 
whose obligations are not explicitly guaran-
teed by the full faith and credit of the U.S. 
Government.

3 The extent of collateralization is deter-
mined by current market value.

4. The portions of claims that are condi-
tionally guaranteed by the central govern-
ments of OECD countries and U.S. Govern-
ment agencies, and the portions of local cur-
rency claims that are conditionally guaran-
teed by the central governments of non-
OECD countries, to the extent that the bank 
has liabilities booked in that currency. 

5. Claims on, and the portions of claims 
that are guaranteed by, U.S. Government-
sponsored agencies.2

6. General obligation claims on, and the 
portions of claims that are guaranteed by 
the full faith and credit of, local govern-
ments and political subdivisions of the U.S. 
and other OECD local governments. 

7. Claims on, and the portions of claims 
that are guaranteed by, official multilateral 
lending institutions or regional development 
banks. 

8. The portions of claims that are 
collateralized 3 by cash on deposit in the 
bank or by securities issued or guaranteed 
by the U.S. Treasury, the central govern-
ments of other OECD countries, and U.S gov-
ernment agencies that do not qualify for the 
zero percent risk-weight category, or that 
are collateralized by securities issued or 
guaranteed by U.S. government-sponsored 
agencies.

9. The portions of claims that are 
collateralized 3 by securities issued by offi-
cial multilateral lending institutions or re-
gional development banks. 

10. Certain privately-issued securities rep-
resenting indirect ownership of mortgage-
backed U.S. Government agency or U.S. Gov-
ernment-sponsored agency securities. 

11. Investment in shares of a fund whose 
portfolio is permitted to hold only securities 
that would qualify for the zero or 20 percent 
risk categories. 

12. Claims on, and claims guaranteed by, 
qualifying securities firms incorporated in 
the United States or other member of the 
OECD-based group of countries provided 
that: 

a. The qualifying securities firm has a rat-
ing in one of the top three investment grade 
rating categories from a nationally recog-
nized statistical rating organization; or 

b. The claim is guaranteed by a qualifying 
securities firm’s parent company with such a 
rating. 

13. Certain collateralized claims on quali-
fying securities firms in the United States or 

other member of the OECD-based group of 
countries, without regard to satisfaction of 
the rating standard, provided that the claim 
arises under a contract that: 

a. Is a reverse repurchase/repurchase agree-
ment or securities lending/borrowing trans-
action executed using standard industry doc-
umentation; 

b. Is collateralized by liquid and readily 
marketable debt or equity securities; 

c. Is marked to market daily; 
d. Is subject to a daily margin mainte-

nance requirement under the standard indus-
try documentation; and 

e. Can be liquidated, terminated, or accel-
erated immediately in bankruptcy or similar 
proceeding, and the security or collateral 
agreement will not be stayed or avoided, 
under applicable law of the relevant jurisdic-
tion. 

Category 3: 50 Percent 

1. Loans fully secured by first liens on 1-to 
4-family residential properties or on multi-
family residential properties that have been 
made in accordance with prudent under-
writing standards, that are performing in ac-
cordance with their original terms, that are 
not past due or in nonaccrual status, and 
that meet other qualifying criteria, and cer-
tain privately-issued mortgage-backed secu-
rities representing indirect ownership of 
such loans. (Loans made for speculative pur-
poses are excluded.) 

2. Revenue bonds or similar claims that are 
obligations of U.S. state or local govern-
ments, or other OECD local governments, 
but for which the government entity is com-
mitted to repay the debt only out of reve-
nues from the facilities financed. 

3. Credit equivalent amounts of interest 
rate and foreign exchange rate related con-
tracts, except for those assigned to a lower 
risk category. 

Category 4: 100 Percent 

1. All other claims on private obligors. 
2. Claims on, or guaranteed by, non-OECD 

foreign banks with a remaining maturity ex-
ceeding one year. 

3. Claims on, or guaranteed by, non-OECD 
central governments that are not included in 
item 3 of Category 1 or item 4 of Category 2; 
all claims on non-OECD state or local gov-
ernments. 

4. Obligations issued by U.S. state or local 
governments, or other OECD local govern-
ments (including industrial development au-
thorities and similar entities), repayable 
solely by a private party or enterprise. 

5. Premises, plant, and equipment; other 
fixed assets; and other real estate owned. 

6. Investments in any unconsolidated sub-
sidiaries, joint ventures, or associated com-
panies—if not deducted from capital. 
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7. Instruments issued by other banking or-
ganizations that qualify as capital—if not 
deducted from capital. 

8. Claims on commercial firms owned by a 
government. 

9. All other assets, including any intan-
gible assets that are not deducted from cap-
ital. 

ATTACHMENT IV—CREDIT CONVERSION FAC-
TORS FOR OFF-BALANCE-SHEET ITEMS FOR 
STATE MEMBER BANKS 

100 Percent Conversion Factor 

1. Direct credit substitutes. (These include 
general guarantees of indebtedness and all 
guarantee-type instruments, including 
standby letters of credit backing the finan-
cial obligations of other parties.) 

2. Risk participations in bankers accept-
ances and direct credit substitutes, such as 
standby letters of credit. 

3. Sale and repurchase agreements and as-
sets sold with recourse that are not included 
on the balance sheet. 

4. Forward agreements to purchase assets, 
including financing facilities, on which 
drawdown is certain. 

5. Securities lent for which the bank is at 
risk. 

50 Percent Conversion Factor 

1. Transaction-related contingencies. 
(These include bid-bonds, performance bonds, 
warranties, and standby letters of credit 
backing the nonfinancial performance of 
other parties.) 

2. Unused portions of commitments with 
an original maturity exceeding one year, in-

cluding underwriting commitments and com-
mercial credit lines. 

3. Revolving underwriting facilities 
(RUFs), note issuance facilities (NIFs), and 
similar arrangements. 

20 Percent Conversion Factor 

Short-term, self-liquidating trade-related 
contingencies, including commercial letters 
of credit. 

Zero Percent Conversion Factor 

Unused portions of commitments with an 
original maturity of one year or less, or 
which are unconditionally cancellable at any 
time, provided a separate credit decision is 
made before each drawing. 

Credit Conversion for Derivative Contracts 

1. The credit equivalent amount of a deriv-
ative contract is the sum of the current cred-
it exposure of the contract and an estimate 
of potential future increases in credit expo-
sure. The current exposure is the positive 
mark-to-market value of the contract (or 
zero if the mark-to-market value is zero or 
negative). For derivative contracts that are 
subject to a qualifying bilateral netting con-
tract, the current exposure is, generally, the 
net sum of the positive and negative mark-
to-market values of the contracts included 
in the netting contract (or zero if the net 
sum of the mark-to-market values is zero or 
negative). The potential future exposure is 
calculated by multiplying the effective no-
tional amount of a contract by one of the 
following credit conversion factors, as appro-
priate:

CONVERSION FACTORS 
[In percent] 

Remaining maturity Interest rate 
Exchange 
rate and 

gold 
Equity 

Commodity, 
excluding 
precious 
metals 

Precious 
metals, ex-
cept gold 

One year or less ........................................................... 0.0 1.0 6.0 10.0 7.0 
Over one to five years .................................................. 0.5 5.0 8.0 12.0 7.0 
Over five years .............................................................. 1.5 7.5 10.0 15.0 8.0

For contracts subject to a qualifying bilat-
eral netting contract, the potential future 
exposure is, generally, the sum of the indi-
vidual potential future exposures for each 
contract included under the netting contract 
adjusted by the application of the following 
formula:

Anet=(0.4×Agross)+0.6(NGR×Agross)

NGR is the ratio of net current exposure to 
gross current exposure.

2. No potential future exposure is cal-
culated for single currency interest rate 
swaps in which payments are made based 
upon two floating indices, that is, so called 
floating/floating or basis swaps. The credit 
exposure on these contracts is evaluated 
solely on the basis of their mark-to-market 
value. Exchange rate contracts with an 
original maturity of fourteen days or fewer 
are excluded. Instruments traded on ex-
changes that require daily receipt and pay-
ment of cash variation margin are also ex-
cluded.
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ATTACHMENT V—CALCULATING CREDIT EQUIVALENT AMOUNTS FOR DERIVATIVE CONTRACTS 

Type of contract 
Notional 
principal 
amount 

Conversion 
factor 

Potential ex-
posure (dol-

lars) 

Mark-to-
market 

Current ex-
posure (dol-

lars) 

Credit 
equivalent 

amount 

(1) 120-day forward foreign exchange 5,000,000 0.01 50,000 100,000 100,000 150,000 
(2) 4-year forward foreign exchange .... 6,000,000 0.05 300,000 ¥120,000 0 300,000 
(3) 3-year single-currency fixed & float-

ing interest rate swap ........................ 10,000,000 0.005 50,000 200,000 200,000 250,000 
(4) 6-month oil swap ............................. 10,000,000 0.10 1,000,000 ¥250,000 0 1,000,000 
(5) 7-year cross-currency floating & 

floating interest rate swap ................. 20,000,000 0.075 1,500,000 ¥1,500,000 0 1,500,000 
Total ........................................... .................... .................... 2,900,000 + 300,000 3,200,000

a. If contracts (1) through (5) above are 
subject to a qualifying bilateral netting con-
tract, then the following applies:

Contract 
Potential fu-
ture expo-

sure 

Net current 
exposure 

Credit 
equivalent 

amount 

(1) .................................................................................................................................. 50,000 .................... ....................
(2) .................................................................................................................................. 300,000 .................... ....................
(3) .................................................................................................................................. 50,000 .................... ....................
(4) .................................................................................................................................. 1,000,000 .................... ....................
(5) .................................................................................................................................. 1,500,000 .................... ....................

Total .................................................................................................................... 2,900,000 +0 2,900,000

NOTE: The total of the mark-to-market values from the first table is ¥$1,370,000. Since this is a negative amount, the net cur-
rent exposure is zero. 

b. To recognize the effects of bilateral net-
ting on potential future exposure the fol-
lowing formula applies:

Anet=(.4×Agross)+.6(NGR×Agross)

c. In the above example where the net cur-
rent exposure is zero, the credit equivalent 
amount would be calculated as follows:

NGR=0=(0/300,000) 
Anet=(0.4×$2,900,000)+0.6 (0×$2,900,000) 
Anet=$1,160,000 

The credit equivalent amount is 
$1,160,000+0=$1,160,000. 

d. If the net current exposure was a posi-
tive number, for example $200,000, the credit 
equivalent amount would be calculated as 
follows:

NGR=.67=($200,000/$300,000) 
Anet=(0.4×$2,900,000)+0.6(.67×$2,900,000) 
Anet=$2,325,800. 

The credit equivalent amount would be 
$2,325,800+$200,000=$2,525,800.
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ATTACHMENT VI—SUMMARY 

Transitional arrangements for State member banks 
Final arrangement—Year-end 1992

Initial Year-end 1990 

1. Minimum standard of total capital to weight-
ed risk assets.

None .............................................................. 7.25% ............................................................. 8.0%

2. Definition of Tier 1 capital ............................. Common equity, qualifying noncum. per-
petual preferred stock, minority interests, 
plus supplementary elements 1 less good-
will.

Common equity, qualifying noncum. per-
petual preferred stock, minority interests, 
plus supplementary elements 2 less good-
will.

Common equity, qualifying noncumulative 
perpetual preferred stock, and minority in-
terest less goodwill and other intangible 
assets required to be deducted from cap-
ital.3

3. Minimum standard of Tier 1 capital to 
weighted risk assets.

None .............................................................. 3.625% ........................................................... 4.0%

4. Minimum standard of stockholders’ equity to 
weighted risk assets.

None .............................................................. 3.25% ............................................................. 4.0%

5. Limitations on supplementary capital ele-
ments: 

a. Allowance for loan and lease losses ..... No limit within Tier 2 ...................................... 1.5% of weighted risk assets ......................... 1.25% of weighted risk assets. 
b. Qualifying perpetual preferred stock ...... No limit within Tier 2 ...................................... No limit within Tier 2 ...................................... No limit within Tier 2. 
c. Hybrid capital instruments and equity 

contract notes.
No limit within Tier 2 ...................................... No limit within Tier 2 ...................................... No limit within Tier 2. 

d. Subordinated debt and intermediate 
term preferred stock.

Combined maximum of 50% of Tier 1 .......... Combined maximum of 50% of Tier 1 .......... Combined maximum of 50% of Tier 1. 

e. Total qualifying Tier 2 capital ................. May not exceed Tier 1 capital ....................... May not exceed Tier 1 capital ....................... May not exceed Tier 1 capital. 
6. Definition of total capital ................................ Tier 1 plus Tier 2 less .................................... Tier 1 plus Tier 2 less .................................... Tier 1 plus Tier 2 less

—reciprocal holdings of banking organiza-
tions’ capital instruments.

—reciprocal holdings of banking organiza-
tions’ capital instruments.

—reciprocal holdings of banking organiza-
tions’ capital instruments. 

—investments in unconsolidated subsidi-
aries.

—investments in unconsolidated subsidi-
aries.

—investments in unconsolidated subsidi-
aries. 

1 Supplementary elements may be included in Tier 1 up to 25% of the sum of Tier 1 plus goodwill. 
2 Supplementary elements may be included in Tier 1 up to 10% of the sum of Tier 1 plus goodwill. 
3 Requirements for the deduction of other intangible assets are set forth in section II.B.1.b. of this appendix. 

[54 FR 4198, Jan. 27, 1989; 54 FR 12531, Mar. 27, 1989, as amended at 55 FR 32831, Aug. 10, 1990; 56 FR 51156, Oct. 10, 1991; 57 FR 2012, Jan. 
17, 1992; 57 FR 60719, Dec. 22, 1992; 57 FR 62179, 62182, Dec. 30, 1992; 58 FR 7979, Feb. 11, 1993; 58 FR 68738, Dec. 29, 1993; Reg. H, 59 FR 62992, 
Dec. 7, 1994; 59 FR 63244, Dec. 8, 1994; 59 FR 64563, Dec. 15, 1994; 59 FR 65924, 65925, Dec. 22, 1994; 60 FR 8180, Feb. 13, 1995; 60 FR 39229, 
39230, Aug. 1, 1995; 60 FR 39493, Aug. 2, 1995; 60 FR 45615, Aug. 31, 1995; 60 FR 46176, 46178, Sept. 5, 1995; 60 FR 66044, Dec. 20, 1995; 61 FR 
47370, Sept. 6, 1996; 63 FR 42675, Aug. 10, 1998; 63 FR 46522, Sept. 1, 1998; 63 FR 58621, Nov. 2, 1998; 64 FR 10200, Mar. 2, 1999; 66 FR 59636, 
Nov. 29, 2001; 66 FR 67074, Dec. 28, 2001; 67 FR 3797, Jan. 25, 2002; 67 FR 16977, Apr. 9, 2002; 68 FR 56535, Oct. 1, 2003]
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1 Supervisory risk-based capital ratios that 
related capital to weighted-risk assets for 
state member banks are outlined in Appen-
dix A to this part.

2 Tier 1 capital for state member banks in-
cludes common equity, minority interest in 

the equity accounts of consolidated subsidi-
aries, and qualifying noncumulative per-
petual preferred stock. In addition, as a gen-
eral matter, Tier 1 capital excludes goodwill; 
amounts of mortgage servicing assets, non-
mortgage servicing assets, and purchased 
credit card relationships that, in the aggre-
gate, exceed 100 percent of Tier 1 capital; 
nonmortgage servicing assets and purchased 
credit card relationships that, in the aggre-
gate, exceed 25 percent of Tier 1 capital; 
amounts of credit enhancing interest-only 
strips in excess of 25 percent of Tier 1 cap-
ital; other identifiable intangible assets; de-
ferred tax assets that are dependent upon fu-
ture taxable income, net of their valuation 
allowance, in excess of certain limitations; 
and a percentage of the bank’s nonfinancial 
equity investments. The Federal Reserve 
may exclude certain other investments in 
subsidiaries or associated companies as ap-
propriate.

3 Deductions from Tier 1 capital and other 
adjustments are discussed more fully in sec-
tion II.B in appendix A of this part.

APPENDIX B TO PART 208—CAPITAL ADE-
QUACY GUIDELINES FOR STATE MEM-
BER BANKS: TIER 1 LEVERAGE MEAS-
URE 

I. OVERVIEW 

a. The Board of Governors of the Federal 
Reserve System has adopted a minimum 
ratio of tier 1 capital to total assets to assist 
in the assessment of the capital adequacy of 
state member banks.1 The principal objec-
tive of this measure is to place a constraint 
on the maximum degree to which a state 
member bank can leverage its equity capital 
base. It is intended to be used as a supple-
ment to the risk-based capital measure.

b. The guidelines apply to all state member 
banks on a consolidated basis and are to be 
used in the examination and supervisory 
process as well as in the analysis of applica-
tions acted upon by the Federal Reserve. The 
Board will review the guidelines from time 
to time and will consider the need for pos-
sible adjustments in light of any significant 
changes in the economy, financial markets, 
and banking practices. 

II. THE TIER 1 LEVERAGE RATIO

a. The minimum ratio of Tier 1 capital to 
total assets for strong banking institutions 
(rated composite ‘‘1’’ under the UFIRS rat-
ing system of banks) is 3.0 percent. For all 
other institutions, the minimum ratio of 
Tier 1 capital to total assets is 4.0 percent. 
Banking institutions with supervisory, fi-
nancial, operational, or managerial weak-
nesses, as well as institutions that are an-
ticipating or experiencing significant 
growth, are expected to maintain capital ra-
tios well above the minimum levels. More-
over, higher capital ratios may be required 
for any banking institution if warranted by 
its particular circumstances or risk profile. 
In all cases, institutions should hold capital 
commensurate with the level and nature of 
the risks, including the volume and severity 
of problem loans, to which they are exposed. 

b. A bank’s tier 1 leverage ratio is cal-
culated by dividing its tier 1 capital (the nu-
merator of the ratio) by its average total 
consolidated assets (the denominator of the 
ratio). The ratio will also be calculated using 
period-end assets whenever necessary, on a 
case-by-case basis. For the purpose of this le-
verage ratio, the definition of tier 1 capital 
as set forth in the risk-based capital guide-
lines contained in appendix A of this part 
will be used.2 As a general matter, average 

total consolidated assets are defined as the 
quarterly average total assets (defined net of 
the allowance for loan and lease losses) re-
ported on the bank’s Reports of Condition 
and Income (Call Reports), less goodwill; 
amounts of mortgage servicing assets, non-
mortgage servicing assets, and purchased 
credit card relationships that, in the aggre-
gate, are in excess of 100 percent of Tier 1 
capital; amounts of nonmortgage servicing 
assets and purchased credit card relation-
ships that, in the aggregate, are in excess of 
25 percent of Tier 1 capital; amounts of cred-
it-enhancing interest-only strips that are in 
excess of 25 percent of Tier 1 capital; all 
other identifiable intangible assets; any in-
vestments in subsidiaries or associated com-
panies that the Federal Reserve determines 
should be deducted Tier 1 capital; deferred 
tax assets that are dependent upon future 
taxable income, net of their valuation allow-
ance, in excess of the limitations set forth in 
section II.B.4 of appendix A of this part; and 
the amount of the total adjusted carrying 
value of nonfinancial equity investments 
that is subject to a deduction from Tier 1 
capital.3

c. Notwithstanding other provisions of this 
appendix B, a qualifying bank that has 
transferred small business loans and leases 
on personal property (small business obliga-
tions) with recourse shall, for purposes of 
calculating its tier 1 leverage ratio, exclude 
from its average total consolidated assets 
the outstanding principal amount of the 
small business loans and leases transferred 
with recourse, provided two conditions are 
met. First, the transaction must be treated 
as a sale under generally accepted account-
ing principles (GAAP) and, second, the bank 
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1 The agencies have adopted a uniform rule 
on real estate lending. See 12 CFR part 365 
(FDIC); 12 CFR part 208, subpart E (FRB); 12 
CFR part 34, subpart D (OCC); and 12 CFR 
563.100–101 (OTS).

must establish pursuant to GAAP a non-cap-
ital reserve sufficient to meet the bank’s 
reasonably estimated liability under the re-
course arrangement. Only loans and leases to 
businesses that meet the criteria for a small 
business concern established by the Small 
Business Administration under section 3(a) 
of the Small Business Act are eligible for 
this capital treatment. 

d. For purposes of this appendix B, a bank 
is qualifying if it meets the criteria set forth 
in the Board’s prompt corrective action reg-
ulation (12 CFR 208.40) for well capitalized 
or, by order of the Board, adequately capital-
ized. For purposes of determining whether a 
bank meets these criteria, its capital ratios 
must be calculated without regard to the 
preferential capital treatment for transfers 
of small business obligations with recourse 
specified in section II.c. of this appendix B. 
The total outstanding amount of recourse re-
tained by a qualifying bank on transfers of 
small business obligations receiving the pref-
erential capital treatment cannot exceed 15 
percent of the bank’s total risk-based cap-
ital. By order, the Board may approve a 
higher limit. 

e. If a bank ceases to be qualifying or ex-
ceeds the 15 percent capital limitation, the 
preferential capital treatment will continue 
to apply to any transfers of small business 
obligations with recourse that were con-
summated during the time that the bank 
was qualifying and did not exceed the capital 
limit. 

f. The leverage capital ratio of the bank 
shall be calculated without regard to the 
preferential capital treatment for transfers 
of small business obligations with recourse 
specified in section II of this appendix B for 
purposes of: 

(i) Determining whether a bank is ade-
quately capitalized, undercapitalized, signifi-
cantly undercapitalized, or critically under-
capitalized under prompt corrective action 
(12 CFR 208.43(b)(1)); and 

(ii) Reclassifying a well capitalized bank to 
adequately capitalized and requiring an ade-
quately capitalized bank to comply with cer-
tain mandatory or discretionary supervisory 
actions as if the bank were in the next lower 
prompt corrective action capital category (12 
CFR 208.43(c)). 

g. Whenever appropriate, including when a 
bank is undertaking expansion, seeking to 
engage in new activities or otherwise facing 
unusual or abnormal risks, the Board will 
continue to consider the level of an indi-
vidual bank’s tangible tier 1 leverage ratio 
(after deducting all intangibles) in making 
an overall assessment of capital adequacy. 
This is consistent with the Federal Reserve’s 
risk-based capital guidelines an long-stand-
ing Board policy and practice with regard to 
leverage guidelines. Banks experiencing 
growth, whether internally or by acquisi-
tion, are expected to maintain strong capital 

position substantially above minimum su-
pervisory levels, without significant reliance 
on intangible assets. 

[Reg. H, 59 FR 65925, Dec. 22, 1994, as amend-
ed at 60 FR 39230, Aug. 1, 1995; 60 FR 45615, 
Aug. 31, 1995; 63 FR 42675, Aug. 10, 1998; 63 FR 
58621, Nov. 2, 1998; 64 FR 10200, Mar. 2, 1999; 66 
FR 59643, Nov. 29, 2001; 67 FR 3800, Jan. 25, 
2002]

APPENDIX C TO PART 208—INTERAGENCY 
GUIDELINES FOR REAL ESTATE 
LENDING POLICIES 

The agencies’ regulations require that each 
insured depository institution adopt and 
maintain a written policy that establishes 
appropriate limits and standards for all ex-
tensions of credit that are secured by liens 
on or interests in real estate or made for the 
purpose of financing the construction of a 
building or other improvements.1 These 
guidelines are intended to assist institutions 
in the formulation and maintenance of a real 
estate lending policy that is appropriate to 
the size of the institution and the nature and 
scope of its individual operations, as well as 
satisfies the requirements of the regulation.

Each institution’s policies must be com-
prehensive, and consistent with safe and 
sound lending practices, and must ensure 
that the institution operates within limits 
and according to standards that are reviewed 
and approved at least annually by the board 
of directors. Real estate lending is an inte-
gral part of many institutions’ business 
plans and, when undertaken in a prudent 
manner, will not be subject to examiner crit-
icism. 

LOAN PORTFOLIO MANAGEMENT 
CONSIDERATIONS 

The lending policy should contain a gen-
eral outline of the scope and distribution of 
the institution’s credit facilities and the 
manner in which real estate loans are made, 
serviced, and collected. In particular, the in-
stitution’s policies on real estate lending 
should:

• Identify the geographic areas in which 
the institution will consider lending. 

• Establish a loan portfolio diversification 
policy and set limits for real estate loans by 
type and geographic market (e.g., limits on 
higher risk loans). 

• Identify appropriate terms and conditions 
by type of real estate loan. 
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• Establish loan origination and approval 
procedures, both generally and by size and 
type of loan. 

• Establish prudent underwriting standards 
that are clear and measurable, including 
loan-to-value limits, that are consistent 
with these supervisory guidelines. 

• Establish review and approval procedures 
for exception loans, including loans with 
loan-to-value percentages in excess of super-
visory limits. 

• Establish loan administration proce-
dures, including documentation, disburse-
ment, collateral inspection, collection, and 
loan review. 

• Establish real estate appraisal and eval-
uation programs. 

• Require that management monitor the 
loan portfolio and provide timely and ade-
quate reports to the board of directors.

The institution should consider both inter-
nal and external factors in the formulation 
of its loan policies and strategic plan. Fac-
tors that should be considered include:

• The size and financial condition of the in-
stitution. 

• The expertise and size of the lending 
staff. 

• The need to avoid undue concentrations 
of risk. 

• Compliance with all real estate related 
laws and regulations, including the Commu-
nity Reinvestment Act, anti-discrimination 
laws, and for savings associations, the Quali-
fied Thrift Lender test. 

• Market conditions.

The institution should monitor conditions 
in the real estate markets in its lending area 
so that it can react quickly to changes in 
market conditions that are relevant to its 
lending decisions. Market supply and de-
mand factors that should be considered in-
clude:

• Demographic indicators, including popu-
lation and employment trends. 

• Zoning requirements. 
• Current and projected vacancy, construc-

tion, and absorption rates. 
• Current and projected lease terms, rental 

rates, and sales prices, including conces-
sions. 

• Current and projected operating expenses 
for different types of projects. 

• Economic indicators, including trends 
and diversification of the lending area. 

• Valuation trends, including discount and 
direct capitalization rates. 

UNDERWRITING STANDARDS 

Prudently underwritten real estate loans 
should reflect all relevant credit factors, in-
cluding:

• The capacity of the borrower, or income 
from the underlying property, to adequately 
service the debt. 

• The value of the mortgaged property. 
• The overall creditworthiness of the bor-

rower. 
• The level of equity invested in the prop-

erty. 
• Any secondary sources of repayment. 
• Any additional collateral or credit en-

hancements (such as guarantees, mortgage 
insurance or takeout commitments).

The lending policies should reflect the 
level of risk that is acceptable to the board 
of directors and provide clear and measur-
able underwriting standards that enable the 
institution’s lending staff to evaluate these 
credit factors. The underwriting standards 
should address:

• The maximum loan amount by type of 
property. 

• Maximum loan maturities by type of 
property. 

• Amortization schedules. 
• Pricing structure for different types of 

real estate loans. 
• Loan-to-value limits by type of property.

For development and construction 
projects, and completed commercial prop-
erties, the policy should also establish, com-
mensurate with the size and type of the 
project or property: 

• Requirements for feasibility studies and 
sensitivity and risk analyses (e.g., sensi-
tivity of income projections to changes in 
economic variables such as interest rates, 
vacancy rates, or operating expenses). 

• Minimum requirements for initial invest-
ment and maintenance of hard equity by the 
borrower (e.g., cash or unencumbered invest-
ment in the underlying property). 

• Minimum standards for net worth, cash 
flow, and debt service coverage of the bor-
rower or underlying property.

• Standards for the acceptability of and 
limits on non-amortizing loans. 

• Standards for the acceptability of and 
limits on the use of interest reserves. 

• Pre-leasing and pre-sale requirements for 
income-producing property. 

• Pre-sale and minimum unit release re-
quirements for non-income-producing prop-
erty loans. 

• Limits on partial recourse or non-
recourse loans and requirements for guar-
antor support. 

• Requirements for takeout commitments. 
• Minimum covenants for loan agreements. 

LOAN ADMINISTRATION 

The institution should also establish loan 
administration procedures for its real estate 
portfolio that address:

• Documentation, including:
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2 For the state member banks, the term 
‘‘total capital’’ means ‘‘total risk-based cap-
ital’’ as defined in appendix A to 12 CFR part 
208. For insured state non-member banks, 
‘‘total capital’’ refers to that term described 
in table I of appendix A to 12 CFR part 325. 
For national banks, the term ‘‘total capital’’ 
is defined at 12 CFR 3.2(e). For savings asso-
ciations, the term ‘‘total capital’’ is defined 
at 12 CFR 567.5(c).

Type and frequency of financial state-
ments, including requirements for 
verification of information provided by 
the borrower; 
Type and frequency of collateral evalua-
tions (appraisals and other estimates of 
value). 

• Loan closing and disbursement. 
• Payment processing. 
• Escrow administration. 
• Collateral administration. 
• Loan payoffs. 
• Collections and foreclosure, including:

Delinquency follow-up procedures; 
Foreclosure timing; 
Extensions and other forms of forbear-
ance; 
Acceptance of deeds in lieu of fore-
closure. 

• Claims processing (e.g., seeking recovery 
on a defaulted loan covered by a government 
guaranty or insurance program). 

• Servicing and participation agreements. 

SUPERVISORY LOAN-TO-VALUE LIMITS 

Institutions should establish their own in-
ternal loan-to-value limits for real estate 
loans. These internal limits should not ex-
ceed the following supervisory limits:

Loan category 
Loan-to-

value limit 
(percent) 

Raw land .............................................................. 65
Land development ............................................... 75
Construction: 

Commercial, multifamily,1 and other non-
residential .................................................. 80

1- to 4-family residential ............................... 85
Improved property ............................................... 85
Owner-occupied 1- to 4-family and home equity (2) 

1 Multifamily construction includes condominiums and co-
operatives. 

2 A loan-to-value limit has not been established for perma-
nent mortgage or home equity loans on owner-occupied, 1- to 
4-family residential property. However, for any such loan with 
a loan-to-value ratio that equals or exceeds 90 percent at 
origination, an institution should require appropriate credit en-
hancement in the form of either mortgage insurance or readily 
marketable collateral. 

The supervisory loan-to-value limits 
should be applied to the underlying property 
that collateralizes the loan. For loans that 
fund multiple phases of the same real estate 
project (e.g., a loan for both land develop-
ment and construction of an office building), 
the appropriate loan-to-value limit is the 
limit applicable to the final phase of the 
project funded by the loan; however, loan 
disbursements should not exceed actual de-
velopment or construction outlays. In situa-
tions where a loan is fully cross-
collateralized by two or more properties or is 
secured by a collateral pool of two or more 
properties, the appropriate maximum loan 
amount under supervisory loan-to-value lim-
its is the sum of the value of each property, 
less senior liens, multiplied by the appro-

priate loan-to-value limit for each property. 
To ensure that collateral margins remain 
within the supervisory limits, lenders should 
redetermine conformity whenever collateral 
substitutions are made to the collateral 
pool. 

In establishing internal loan-to-value lim-
its, each lender is expected to carefully con-
sider the institution-specific and market fac-
tors listed under ‘‘Loan Portfolio Manage-
ment Considerations,’’ as well as any other 
relevant factors, such as the particular sub-
category or type of loan. For any sub-
category of loans that exhibits greater credit 
risk than the overall category, a lender 
should consider the establishment of an in-
ternal loan-to-value limit for that sub-
category that is lower than the limit for the 
overall category. 

The loan-to-value ratio is only one of sev-
eral pertinent credit factors to be considered 
when underwriting a real estate loan. Other 
credit factors to be taken into account are 
highlighted in the ‘‘Underwriting Standards’’ 
section above. Because of these other fac-
tors, the establishment of these supervisory 
limits should not be interpreted to mean 
that loans at these levels will automatically 
be considered sound. 

LOANS IN EXCESS OF THE SUPERVISORY LOAN-
TO-VALUE LIMITS 

The agencies recognize that appropriate 
loan-to-value limits vary not only among 
categories of real estate loans but also 
among individual loans. Therefore, it may be 
appropriate in individual cases to originate 
or purchase loans with loan-to-value ratios 
in excess of the supervisory loan-to-value 
limits, based on the support provided by 
other credit factors. Such loans should be 
identified in the institutions’s records, and 
their aggregate amount reported at least 
quarterly to the institution’s board of direc-
tors. (See additional reporting requirements 
described under ‘‘Exceptions to the General 
Policy.’’) 

The aggregate amount of all loans in ex-
cess of the supervisory loan-to-value limits 
should not exceed 100 percent of total cap-
ital.2 Moreover, within the aggregate limit, 
total loans for all commercial, agricultural, 
multifamily or other non-1-to-4 family resi-
dential properties should not exceed 30 per-
cent of total capital. An institution will 
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come under increased supervisory scrutiny 
as the total of such loans approaches these 
levels.

In determining the aggregate amount of 
such loans, institutions should: (a) Include 
all loans secured by the same property if any 
one of those loans exceeds the supervisory 
loan-to-value limits; and (b) include the re-
course obligation of any such loan sold with 
recourse. Conversely, a loan should no longer 
be reported to the directors as part of aggre-
gate totals when reduction in principal or 
senior liens, or additional contribution of 
collateral or equity (e.g., improvements to 
the real property securing the loan), bring 
the loan-to-value ratio into compliance with 
supervisory limits. 

EXCLUDED TRANSACTIONS 

The agencies also recognize that there are 
a number of lending situations in which 
other factors significantly outweigh the need 
to apply the supervisory loan-to-value lim-
its. These include: 

• Loans guaranteed or insured by the U.S. 
government or its agencies, provided that 
the amount of the guaranty or insurance is 
at least equal to the portion of the loan that 
exceeds the supervisory loan-to-value limit. 

• Loans backed by the full faith and credit 
of a state government, provided that the 
amount of the assurance is at least equal to 
the portion of the loan that exceeds the su-
pervisory loan-to-value limit. 

• Loans guaranteed or insured by a state, 
municipal or local government, or an agency 
thereof, provided that the amount of the 
guaranty or insurance is at least equal to 
the portion of the loan that exceeds the su-
pervisory loan-to-value limit, and provided 
that the lender has determined that the 
guarantor or insurer has the financial capac-
ity and willingness to perform under the 
terms of the guaranty or insurance agree-
ment. 

• Loans that are to be sold promptly after 
origination, without recourse, to a finan-
cially responsible third party. 

• Loans that are renewed, refinanced, or 
restructured without the advancement of 
new funds or an increase in the line of credit 
(except for reasonable closing costs), or 
loans that are renewed, refinanced, or re-
structured in connection with a workout sit-
uation, either with or without the advance-
ment of new funds, where consistent with 
safe and sound banking practices and part of 
a clearly defined and well-documented pro-
gram to achieve orderly liquidation of the 
debt, reduce risk of loss, or maximize recov-
ery on the loan. 

• Loans that facilitate the sale of real es-
tate acquired by the lender in the ordinary 
course of collecting a debt previously con-
tracted in good faith. 

• Loans for which a lien on or interest in 
real property is taken as additional collat-

eral through an abundance of caution by the 
lender (e.g., the institution takes a blanket 
lien on all or substantially all of the assets 
of the borrower, and the value of the real 
property is low relative to the aggregate 
value of all other collateral). 

• Loans, such as working capital loans, 
where the lender does not rely principally on 
real estate as security and the extension of 
credit is not used to acquire, develop, or con-
struct permanent improvements on real 
property. 

• Loans for the purpose of financing per-
manent improvements to real property, but 
not secured by the property, if such security 
interest is not required by prudent under-
writing practice. 

EXCEPTIONS TO THE GENERAL LENDING POLICY 

Some provision should be made for the 
consideration of loan requests from credit-
worthy borrowers whose credit needs do not 
fit within the institution’s general lending 
policy. An institution may provide for pru-
dently underwritten exceptions to its lend-
ing policies, including loan-to-value limits, 
on a loan-by-loan basis. However, any excep-
tions from the supervisory loan-to-value lim-
its should conform to the aggregate limits 
on such loans discussed above. 

The board of directors is responsible for es-
tablishing standards for the review and ap-
proval of exception loans. Each institution 
should establish an appropriate internal 
process for the review and approval of loans 
that do not conform to its own internal pol-
icy standards. The approval of any such loan 
should be supported by a written justifica-
tion that clearly sets forth all of the rel-
evant credit factors that support the under-
writing decision. The justification and ap-
proval documents for such loans should be 
maintained as a part of the permanent loan 
file. Each institution should monitor compli-
ance with its real estate lending policy and 
individually report exception loans of a sig-
nificant size to its board of directors. 

SUPERVISORY REVIEW OF REAL ESTATE 
LENDING POLICIES AND PRACTICES 

The real estate lending policies of institu-
tions will be evaluated by examiners during 
the course of their examinations to deter-
mine if the policies are consistent with safe 
and sound lending practices, these guide-
lines, and the requirements of the regula-
tion. In evaluating the adequacy of the insti-
tution’s real estate lending policies and 
practices, examiners will take into consider-
ation the following factors: 

• The nature and scope of the institution’s 
real estate lending activities. 

• The size and financial condition of the 
institution. 

• The quality of the institution’s manage-
ment and internal controls. 
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• The expertise and size of the lending and 
loan administration staff. 

• Market conditions. 
Lending policy exception reports will also 

be reviewed by examiners during the course 
of their examinations to determine whether 
the institutions’ exceptions are adequately 
documented and appropriate in light of all of 
the relevant credit considerations. An exces-
sive volume of exceptions to an institution’s 
real estate lending policy may signal a 
weakening of its underwriting practices, or 
may suggest a need to revise the loan policy. 

DEFINITIONS 

For the purposes of these Guidelines: 
Construction loan means an extension of 

credit for the purpose of erecting or rehabili-
tating buildings or other structures, includ-
ing any infrastructure necessary for develop-
ment. 

Extension of credit or loan means: 
(1) The total amount of any loan, line of 

credit, or other legally binding lending com-
mitment with respect to real property; and 

(2) The total amount, based on the amount 
of consideration paid, of any loan, line of 
credit, or other legally binding lending com-
mitment acquired by a lender by purchase, 
assignment, or otherwise. 

Improved property loan means an extension 
of credit secured by one of the following 
types of real property: 

(1) Farmland, ranchland or timberland 
committed to ongoing management and agri-
cultural production; 

(2) 1- to 4-family residential property that 
is not owner-occupied; 

(3) Residential property containing five or 
more individual dwelling units; 

(4) Completed commercial property; or 
(5) Other income-producing property that 

has been completed and is available for occu-
pancy and use, except income-producing 
owner-occupied 1- to 4-family residential 
property. 

Land development loan means an extension 
of credit for the purpose of improving unim-
proved real property prior to the erection of 
structures. The improvement of unimproved 
real property may include the laying or 
placement of sewers, water pipes, utility ca-
bles, streets, and other infrastructure nec-
essary for future development. 

Loan origination means the time of incep-
tion of the obligation to extend credit (i.e., 
when the last event or prerequisite, control-
lable by the lender, occurs causing the lender 
to become legally bound to fund an extension 
of credit). 

Loan-to-value or loan-to-value ratio means 
the percentage or ratio that is derived at the 
time of loan origination by dividing an ex-
tension of credit by the total value of the 

property(ies) securing or being improved by 
the extension of credit plus the amount of 
any readily marketable collateral and other 
acceptable collateral that secures the exten-
sion of credit. The total amount of all senior 
liens on or interests in such property(ies) 
should be included in determining the loan-
to-value ratio. When mortgage insurance or 
collateral is used in the calculation of the 
loan-to-value ratio, and such credit enhance-
ment is later released or replaced, the loan-
to-value ratio should be recalculated. 

Other acceptable collateral means any col-
lateral in which the lender has a perfected 
security interest, that has a quantifiable 
value, and is accepted by the lender in ac-
cordance with safe and sound lending prac-
tices. Other acceptable collateral should be 
appropriately discounted by the lender con-
sistent with the lender’s usual practices for 
making loans secured by such collateral. 
Other acceptable collateral includes, among 
other items, unconditional irrevocable 
standby letters of credit for the benefit of 
the lender. 

Owner-occupied, when used in conjunction 
with the term 1- to 4-family residential prop-
erty means that the owner of the underlying 
real property occupies at least one unit of 
the real property as a principal residence of 
the owner. 

Readily marketable collateral means insured 
deposits, financial instruments, and bullion 
in which the lender has a perfected interest. 
Financial instruments and bullion must be 
salable under ordinary circumstances with 
reasonable promptness at a fair market 
value determined by quotations based on ac-
tual transactions, on an auction or similarly 
available daily bid and ask price market. 
Readily marketable collateral should be ap-
propriately discounted by the lender con-
sistent with the lender’s usual practices for 
making loans secured by such collateral. 

Value means an opinion or estimate, set 
forth in an appraisal or evaluation, which-
ever may be appropriate, of the market value 
of real property, prepared in accordance with 
the agency’s appraisal regulations and guid-
ance. For loans to purchase an existing prop-
erty, the term ‘‘value’’ means the lesser of 
the actual acquisition cost or the estimate of 
value. 

1- to 4-family residential property means 
property containing fewer than five indi-
vidual dwelling units, including manufac-
tured homes permanently affixed to the un-
derlying property (when deemed to be real 
property under state law). 

[57 FR 62896, 62900, Dec. 31, 1992; 58 FR 4460, 
Jan. 14, 1993; 63 FR 58621, Nov. 2, 1998]
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1 Section 39 of the Federal Deposit Insur-
ance Act (12 U.S.C. 1831p–1) was added by sec-
tion 132 of the Federal Deposit Insurance 
Corporation Improvement Act of 1991 
(FDICIA), Pub. L. 102–242, 105 Stat. 2236 
(1991), and amended by section 956 of the 
Housing and Community Development Act of 
1992, Pub. L. 102–550, 106 Stat. 3895 (1992) and 
section 318 of the Riegle Community Devel-
opment and Regulatory Improvement Act of 
1994, Pub. L. 103–325, 108 Stat. 2160 (1994).

2 For the Office of the Comptroller of the 
Currency, these regulations appear at 12 CFR 
Part 30; for the Board of Governors of the 
Federal Reserve System, these regulations 
appear at 12 CFR Part 263; for the Federal 
Deposit Insurance Corporation, these regula-
tions appear at 12 CFR Part 308, subpart R, 
and for the Office of Thrift Supervision, 
these regulations appear at 12 CFR Part 570.

APPENDIX D–1 TO PART 208—INTER-
AGENCY GUIDELINES ESTABLISHING 
STANDARDS FOR SAFETY AND SOUND-
NESS 
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tems. 

B. Internal audit system. 
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III. Prohibition on Compensation That 
Constitutes an Unsafe and Unsound Practice 

A. Excessive compensation. 
B. Compensation leading to material finan-

cial loss. 

I. INTRODUCTION 

i. Section 39 of the Federal Deposit Insur-
ance Act 1 (FDI Act) requires each Federal 
banking agency (collectively, the agencies) 
to establish certain safety and soundness 
standards by regulation or by guideline for 
all insured depository institutions. Under 
section 39, the agencies must establish three 
types of standards: (1) Operational and man-
agerial standards; (2) compensation stand-
ards; and (3) such standards relating to asset 
quality, earnings, and stock valuation as 
they determine to be appropriate.

ii. Section 39(a) requires the agencies to es-
tablish operational and managerial stand-
ards relating to: (1) Internal controls, infor-
mation systems and internal audit systems, 
in accordance with section 36 of the FDI Act 
(12 U.S.C. 1831m); (2) loan documentation; (3) 
credit underwriting; (4) interest rate expo-
sure; (5) asset growth; and (6) compensation, 
fees, and benefits, in accordance with sub-
section (c) of section 39. Section 39(b) re-
quires the agencies to establish standards re-

lating to asset quality, earnings, and stock 
valuation that the agencies determine to be 
appropriate. 

iii. Section 39(c) requires the agencies to 
establish standards prohibiting as an unsafe 
and unsound practice any compensatory ar-
rangement that would provide any executive 
officer, employee, director, or principal 
shareholder of the institution with excessive 
compensation, fees or benefits and any com-
pensatory arrangement that could lead to 
material financial loss to an institution. 
Section 39(c) also requires that the agencies 
establish standards that specify when com-
pensation is excessive. 

iv. If an agency determines that an institu-
tion fails to meet any standard established 
by guideline under subsection (a) or (b) of 
section 39, the agency may require the insti-
tution to submit to the agency an acceptable 
plan to achieve compliance with the stand-
ard. In the event that an institution fails to 
submit an acceptable plan within the time 
allowed by the agency or fails in any mate-
rial respect to implement an accepted plan, 
the agency must, by order, require the insti-
tution to correct the deficiency. The agency 
may, and in some cases must, take other su-
pervisory actions until the deficiency has 
been corrected. 

v. The agencies have adopted amendments 
to their rules and regulations to establish 
deadlines for submission and review of com-
pliance plans.2

vi. The following Guidelines set out the 
safety and soundness standards that the 
agencies use to identify and address prob-
lems at insured depository institutions be-
fore capital becomes impaired. The agencies 
believe that the standards adopted in these 
Guidelines serve this end without dictating 
how institutions must be managed and oper-
ated. These standards are designed to iden-
tify potential safety and soundness concerns 
and ensure that action is taken to address 
those concerns before they pose a risk to the 
deposit insurance funds. 

A. Preservation of Existing Authority

Neither section 39 nor these Guidelines in 
any way limits the authority of the agencies 
to address unsafe or unsound practices, vio-
lations of law, unsafe or unsound conditions, 
or other practices. Action under section 39 
and these Guidelines may be taken independ-
ently of, in conjunction with, or in addition 
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3 In applying these definitions for savings 
associations, pursuant to 12 U.S.C. 1464, sav-
ings associations shall use the terms ‘‘sav-
ings association’’ and ‘‘insured savings asso-
ciation’’ in place of the terms ‘‘member 
bank’’ and ‘‘insured bank’’.

4 See footnote 3 in section I.B.4. of this ap-
pendix.

5 See footnote 3 in section I.B.4. of this ap-
pendix.

to any other enforcement action available to 
the agencies. Nothing in these Guidelines 
limits the authority of the FDIC pursuant to 
section 38(i)(2)(F) of the FDI Act (12 U.S.C. 
1831(o)) and Part 325 of Title 12 of the Code of 
Federal Regulations. 

B. Definitions

1. In general. For purposes of these Guide-
lines, except as modified in the Guidelines or 
unless the context otherwise requires, the 
terms used have the same meanings as set 
forth in sections 3 and 39 of the FDI Act (12 
U.S.C. 1813 and 1831p–1). 

2. Board of directors, in the case of a state-
licensed insured branch of a foreign bank and 
in the case of a federal branch of a foreign 
bank, means the managing official in charge 
of the insured foreign branch. 

3. Compensation means all direct and indi-
rect payments or benefits, both cash and 
non-cash, granted to or for the benefit of any 
executive officer, employee, director, or 
principal shareholder, including but not lim-
ited to payments or benefits derived from an 
employment contract, compensation or ben-
efit agreement, fee arrangement, perquisite, 
stock option plan, postemployment benefit, 
or other compensatory arrangement. 

4. Director shall have the meaning de-
scribed in 12 CFR 215.2(c).3

5. Executive officer shall have the meaning 
described in 12 CFR 215.2(d).4

6. Principal shareholder shall have the 
meaning described in 12 CFR 215.2(l).5

II. Operational and Managerial Standards 

A. Internal controls and information systems. 
An institution should have internal controls 
and information systems that are appro-
priate to the size of the institution and the 
nature, scope and risk of its activities and 
that provide for: 

1. An organizational structure that estab-
lishes clear lines of authority and responsi-
bility for monitoring adherence to estab-
lished policies; 

2. Effective risk assessment; 
3. Timely and accurate financial, oper-

ational and regulatory reports; 
4. Adequate procedures to safeguard and 

manage assets; and 
5. Compliance with applicable laws and 

regulations. 

B. Internal audit system. An institution 
should have an internal audit system that is 
appropriate to the size of the institution and 
the nature and scope of its activities and 
that provides for: 

1. Adequate monitoring of the system of 
internal controls through an internal audit 
function. For an institution whose size, com-
plexity or scope of operations does not war-
rant a full scale internal audit function, a 
system of independent reviews of key inter-
nal controls may be used; 

2. Independence and objectivity; 
3. Qualified persons; 
4. Adequate testing and review of informa-

tion systems; 
5. Adequate documentation of tests and 

findings and any corrective actions; 
6. Verification and review of management 

actions to address material weaknesses; and 
7. Review by the institution’s audit com-

mittee or board of directors of the effective-
ness of the internal audit systems. 

C. Loan documentation. An institution 
should establish and maintain loan docu-
mentation practices that: 

1. Enable the institution to make an in-
formed lending decision and to assess risk, as 
necessary, on an ongoing basis; 

2. Identify the purpose of a loan and the 
source of repayment, and assess the ability 
of the borrower to repay the indebtedness in 
a timely manner; 

3. Ensure that any claim against a bor-
rower is legally enforceable; 

4. Demonstrate appropriate administration 
and monitoring of a loan; and 

5. Take account of the size and complexity 
of a loan. 

D. Credit underwriting. An institution 
should establish and maintain prudent credit 
underwriting practices that: 

1. Are commensurate with the types of 
loans the institution will make and consider 
the terms and conditions under which they 
will be made; 

2. Consider the nature of the markets in 
which loans will be made; 

3. Provide for consideration, prior to credit 
commitment, of the borrower’s overall finan-
cial condition and resources, the financial 
responsibility of any guarantor, the nature 
and value of any underlying collateral, and 
the borrower’s character and willingness to 
repay as agreed; 

4. Establish a system of independent, ongo-
ing credit review and appropriate commu-
nication to management and to the board of 
directors; 

5. Take adequate account of concentration 
of credit risk; and 

6. Are appropriate to the size of the insti-
tution and the nature and scope of its activi-
ties. 

E. Interest rate exposure. An institution 
should: 

VerDate jul<14>2003 11:29 Feb 18, 2004 Jkt 203035 PO 00000 Frm 00270 Fmt 8010 Sfmt 8002 Y:\SGML\203035T.XXX 203035T



271

Federal Reserve System Pt. 208, App. D–2

1. Manage interest rate risk in a manner 
that is appropriate to the size of the institu-
tion and the complexity of its assets and li-
abilities; and 

2. Provide for periodic reporting to man-
agement and the board of directors regarding 
interest rate risk with adequate information 
for management and the board of directors 
to assess the level of risk. 

F. Asset growth. An institution’s asset 
growth should be prudent and consider: 

1. The source, volatility and use of the 
funds that support asset growth; 

2. Any increase in credit risk or interest 
rate risk as a result of growth; and 

3. The effect of growth on the institution’s 
capital. 

G. Asset quality. An insured depository in-
stitution should establish and maintain a 
system that is commensurate with the insti-
tution’s size and the nature and scope of its 
operations to identify problem assets and 
prevent deterioration in those assets. The in-
stitution should: 

1. Conduct periodic asset quality reviews 
to identify problem assets; 

2. Estimate the inherent losses in those as-
sets and establish reserves that are sufficient 
to absorb estimated losses; 

3. Compare problem asset totals to capital; 
4. Take appropriate corrective action to re-

solve problem assets; 
5. Consider the size and potential risks of 

material asset concentrations; and 
6. Provide periodic asset reports with ade-

quate information for management and the 
board of directors to assess the level of asset 
risk. 

H. Earnings. An insured depository institu-
tion should establish and maintain a system 
that is commensurate with the institution’s 
size and the nature and scope of its oper-
ations to evaluate and monitor earnings and 
ensure that earnings are sufficient to main-
tain adequate capital and reserves. The insti-
tution should: 

1. Compare recent earnings trends relative 
to equity, assets, or other commonly used 
benchmarks to the institution’s historical 
results and those of its peers; 

2. Evaluate the adequacy of earnings given 
the size, complexity, and risk profile of the 
institution’s assets and operations; 

3. Assess the source, volatility, and sus-
tainability of earnings, including the effect 
of nonrecurring or extraordinary income or 
expense; 

4. Take steps to ensure that earnings are 
sufficient to maintain adequate capital and 
reserves after considering the institution’s 
asset quality and growth rate; and 

5. Provide periodic earnings reports with 
adequate information for management and 
the board of directors to assess earnings per-
formance. 

I. Compensation, fees and benefits. An insti-
tution should maintain safeguards to pre-

vent the payment of compensation, fees, and 
benefits that are excessive or that could lead 
to material financial loss to the institution. 

III. PROHIBITION ON COMPENSATION THAT CON-
STITUTES AN UNSAFE AND UNSOUND PRAC-
TICE 

A. Excessive Compensation 

Excessive compensation is prohibited as an 
unsafe and unsound practice. Compensation 
shall be considered excessive when amounts 
paid are unreasonable or disproportionate to 
the services performed by an executive offi-
cer, employee, director, or principal share-
holder, considering the following: 

1. The combined value of all cash and non-
cash benefits provided to the individual; 

2. The compensation history of the indi-
vidual and other individuals with com-
parable expertise at the institution; 

3. The financial condition of the institu-
tion; 

4. Comparable compensation practices at 
comparable institutions, based upon such 
factors as asset size, geographic location, 
and the complexity of the loan portfolio or 
other assets; 

5. For postemployment benefits, the pro-
jected total cost and benefit to the institu-
tion; 

6. Any connection between the individual 
and any fraudulent act or omission, breach 
of trust or fiduciary duty, or insider abuse 
with regard to the institution; and 

7. Any other factors the agencies deter-
mines to be relevant. 

B. Compensation Leading to Material Financial 
Loss 

Compensation that could lead to material 
financial loss to an institution is prohibited 
as an unsafe and unsound practice. 

[60 FR 35678, 35682, July 10, 1995, as amended 
by Reg. H, 61 FR 43951, Aug. 27, 1996]
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I. INTRODUCTION 

These Interagency Guidelines Establishing 
Standards for Safeguarding Customer Infor-
mation (Guidelines) set forth standards pur-
suant to sections 501 and 505 of the Gramm-
Leach-Bliley Act (15 U.S.C. 6801 and 6805), in 
the same manner, to the extent practicable, 
as standards prescribed pursuant to section 
39 of the Federal Deposit Insurance Act (12 
U.S.C. 1831p–1). These Guidelines address 
standards for developing and implementing 
administrative, technical, and physical safe-
guards to protect the security, confiden-
tiality, and integrity of customer informa-
tion. 

A. Scope. The Guidelines apply to customer 
information maintained by or on behalf of 
state member banks (banks) and their 
nonbank subsidiaries, except for brokers, 
dealers, persons providing insurance, invest-
ment companies, and investment advisors. 
Pursuant to §§ 211.9 and 211.24 of this chapter, 
these guidelines also apply to customer in-
formation maintained by or on behalf of 
Edge corporations, agreement corporations, 
and uninsured state-licensed branches or 
agencies of a foreign bank. 

B. Preservation of Existing Authority. Nei-
ther section 39 nor these Guidelines in any 
way limit the authority of the Board to ad-
dress unsafe or unsound practices, violations 
of law, unsafe or unsound conditions, or 
other practices. The Board may take action 
under section 39 and these Guidelines inde-
pendently of, in conjunction with, or in addi-
tion to, any other enforcement action avail-
able to the Board. 

C. Definitions. 
1. Except as modified in the Guidelines, or 

unless the context otherwise requires, the 
terms used in these Guidelines have the 
same meanings as set forth in sections 3 and 
39 of the Federal Deposit Insurance Act (12 
U.S.C. 1813 and 1831p–1). 

2. For purposes of the Guidelines, the fol-
lowing definitions apply: 

a. Board of directors, in the case of a branch 
or agency of a foreign bank, means the man-
aging official in charge of the branch or 
agency. 

b. Customer means any customer of the 
bank as defined in § 216.3(h) of this chapter. 

c. Customer information means any record 
containing nonpublic personal information, 
as defined in § 216.3(n) of this chapter, about 
a customer, whether in paper, electronic, or 
other form, that is maintained by or on be-
half of the bank. 

d. Customer information systems means any 
methods used to access, collect, store, use, 
transmit, protect, or dispose of customer in-
formation. 

e. Service provider means any person or en-
tity that maintains, processes, or otherwise 
is permitted access to customer information 
through its provision of services directly to 
the bank. 

f. Subsidiary means any company con-
trolled by a bank, except a broker, dealer, 
person providing insurance, investment com-
pany, investment advisor, insured depository 
institution, or subsidiary of an insured de-
pository institution. 

II. STANDARDS FOR SAFEGUARDING CUSTOMER 
INFORMATION 

A. Information Security Program. Each bank 
shall implement a comprehensive written in-
formation security program that includes 
administrative, technical, and physical safe-
guards appropriate to the size and com-
plexity of the bank and the nature and scope 
of its activities. While all parts of the bank 
are not required to implement a uniform set 
of policies, all elements of the information 
security program must be coordinated. A 
bank also shall ensure that each of its sub-
sidiaries is subject to a comprehensive infor-
mation security program. The bank may ful-
fill this requirement either by including a 
subsidiary within the scope of the bank’s 
comprehensive information security pro-
gram or by causing the subsidiary to imple-
ment a separate comprehensive information 
security program in accordance with the 
standards and procedures in sections II and 
III of this appendix that apply to banks. 

B. Objectives. A bank’s information secu-
rity program shall be designed to: 

1. Ensure the security and confidentiality 
of customer information; 

2. Protect against any anticipated threats 
or hazards to the security or integrity of 
such information; and 

3. Protect against unauthorized access to 
or use of such information that could result 
in substantial harm or inconvenience to any 
customer. 

III. DEVELOPMENT AND IMPLEMENTATION OF 
INFORMATION SECURITY PROGRAM 

A. Involve the Board of Directors. The board 
of directors or an appropriate committee of 
the board of each bank shall: 

1. Approve the bank’s written information 
security program; and 

2. Oversee the development, implementa-
tion, and maintenance of the bank’s informa-
tion security program, including assigning 
specific responsibility for its implementa-
tion and reviewing reports from manage-
ment. 

B. Assess Risk. Each bank shall: 
1. Identify reasonably foreseeable internal 

and external threats that could result in un-
authorized disclosure, misuse, alteration, or 
destruction of customer information or cus-
tomer information systems. 
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2. Assess the likelihood and potential dam-
age of these threats, taking into consider-
ation the sensitivity of customer informa-
tion. 

3. Assess the sufficiency of policies, proce-
dures, customer information systems, and 
other arrangements in place to control risks. 

C. Manage and Control Risk. Each bank 
shall: 

1. Design its information security program 
to control the identified risks, commensu-
rate with the sensitivity of the information 
as well as the complexity and scope of the 
bank’s activities. Each bank must consider 
whether the following security measures are 
appropriate for the bank and, if so, adopt 
those measures the bank concludes are ap-
propriate: 

a. Access controls on customer informa-
tion systems, including controls to authen-
ticate and permit access only to authorized 
individuals and controls to prevent employ-
ees from providing customer information to 
unauthorized individuals who may seek to 
obtain this information through fraudulent 
means. 

b. Access restrictions at physical locations 
containing customer information, such as 
buildings, computer facilities, and records 
storage facilities to permit access only to 
authorized individuals; 

c. Encryption of electronic customer infor-
mation, including while in transit or in stor-
age on networks or systems to which unau-
thorized individuals may have access; 

d. Procedures designed to ensure that cus-
tomer information system modifications are 
consistent with the bank’s information secu-
rity program; 

e. Dual control procedures, segregation of 
duties, and employee background checks for 
employees with responsibilities for or access 
to customer information; 

f. Monitoring systems and procedures to 
detect actual and attempted attacks on or 
intrusions into customer information sys-
tems; 

g. Response programs that specify actions 
to be taken when the bank suspects or de-
tects that unauthorized individuals have 
gained access to customer information sys-
tems, including appropriate reports to regu-
latory and law enforcement agencies; and 

h. Measures to protect against destruction, 
loss, or damage of customer information due 
to potential environmental hazards, such as 
fire and water damage or technological fail-
ures. 

2. Train staff to implement the bank’s in-
formation security program. 

3. Regularly test the key controls, systems 
and procedures of the information security 
program. The frequency and nature of such 
tests should be determined by the bank’s 
risk assessment. Tests should be conducted 

or reviewed by independent third parties or 
staff independent of those that develop or 
maintain the security programs. 

D. Oversee Service Provider Arrangements. 
Each bank shall: 

1. Exercise appropriate due diligence in se-
lecting its service providers; 

2. Require its service providers by contract 
to implement appropriate measures designed 
to meet the objectives of these Guidelines; 
and 

3. Where indicated by the bank’s risk as-
sessment, monitor its service providers to 
confirm that they have satisfied their obli-
gations as required by paragraph D.2. As part 
of this monitoring, a bank should review au-
dits, summaries of test results, or other 
equivalent evaluations of its service pro-
viders. 

E. Adjust the Program. Each bank shall 
monitor, evaluate, and adjust, as appro-
priate, the information security program in 
light of any relevant changes in technology, 
the sensitivity of its customer information, 
internal or external threats to information, 
and the bank’s own changing business ar-
rangements, such as mergers and acquisi-
tions, alliances and joint ventures, 
outsourcing arrangements, and changes to 
customer information systems. 

F. Report to the Board. Each bank shall re-
port to its board or an appropriate com-
mittee of the board at least annually. This 
report should describe the overall status of 
the information security program and the 
bank’s compliance with these Guidelines. 
The reports should discuss material matters 
related to its program, addressing issues 
such as: risk assessment; risk management 
and control decisions; service provider ar-
rangements; results of testing; security 
breaches or violations and management’s re-
sponses; and recommendations for changes in 
the information security program. 

G. Implement the Standards. 
1. Effective date. Each bank must imple-

ment an information security program pur-
suant to these Guidelines by July 1, 2001. 

2. Two-year grandfathering of agreements 
with service providers. Until July 1, 2003, a 
contract that a bank has entered into with a 
service provider to perform services for it or 
functions on its behalf satisfies the provi-
sions of section III.D., even if the contract 
does not include a requirement that the 
servicer maintain the security and confiden-
tiality of customer information, as long as 
the bank entered into the contract on or be-
fore March 5, 2001. 

[Reg. H, 66 FR 8634, Feb. 1, 2001]
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1 This appendix is based on a framework de-
veloped jointly by supervisory authorities 
from the countries represented on the Basle 
Committee on Banking Supervision and en-
dorsed by the Group of Ten Central Bank 
Governors. The framework is described in a 
Basle Committee paper entitled ‘‘Amend-
ment to the Capital Accord to Incorporate 
Market Risks,’’ January 1996. Also see modi-
fications issued in September 1997.

2 Trading activity means the gross sum of 
trading assets and liabilities as reported in 
the bank’s most recent quarterly Consoli-
dated Report of Condition and Income (Call 
Report).

3 Total assets means quarter-end total as-
sets as reported in the bank’s most recent 
Call Report.

4 A bank that voluntarily complies with 
the final rule prior to January 1, 1998, must 
comply with all of its provisions.

5 Subject to supervisory review, a bank 
may exclude structural positions in foreign 
currencies from its covered positions.

6 The term trading account is defined in 
the instructions to the Call Report.

APPENDIX E TO PART 208—CAPITAL ADE-
QUACY GUIDELINES FOR STATE MEM-
BER BANKS; MARKET RISK MEASURE 

Section 1. Purpose, Applicability, Scope, and 
Effective Date 

(a) Purpose. The purpose of this appendix is 
to ensure that banks with significant expo-
sure to market risk maintain adequate cap-
ital to support that exposure.1 This appendix 
supplements and adjusts the risk-based cap-
ital ratio calculations under appendix A of 
this part with respect to those banks.

(b) Applicability. (1) This appendix applies 
to any insured state member bank whose 
trading activity 2 (on a worldwide consoli-
dated basis) equals:

(i) 10 percent or more of total assets; 3 or
(ii) $1 billion or more. 
(2) The Federal Reserve may additionally 

apply this appendix to any insured state 
member bank if the Federal Reserve deems 
it necessary or appropriate for safe and 
sound banking practices. 

(3) The Federal Reserve may exclude an in-
sured state member bank otherwise meeting 
the criteria of paragraph (b)(1) of this section 
from coverage under this appendix if it de-
termines the bank meets such criteria as a 
consequence of accounting, operational, or 
similar considerations, and the Federal Re-
serve deems it consistent with safe and 
sound banking practices. 

(c) Scope. The capital requirements of this 
appendix support market risk associated 
with a bank’s covered positions. 

(d) Effective date. This appendix is effective 
as of January 1, 1997. Compliance is not man-
datory until January 1, 1998. Subject to su-
pervisory approval, a bank may opt to com-
ply with this appendix as early as January 1, 
1997.4

Section 2. Definitions 

For purposes of this appendix, the fol-
lowing definitions apply: 

(a) Covered positions means all positions in 
a bank’s trading account, and all foreign ex-
change 5 and commodity positions, whether 
or not in the trading account.6 Positions in-
clude on-balance-sheet assets and liabilities 
and off-balance-sheet items. Securities sub-
ject to repurchase and lending agreements 
are included as if they are still owned by the 
lender.

(b) Market risk means the risk of loss re-
sulting from movements in market prices. 
Market risk consists of general market risk 
and specific risk components. 

(1) General market risk means changes in 
the market value of covered positions result-
ing from broad market movements, such as 
changes in the general level of interest rates, 
equity prices, foreign exchange rates, or 
commodity prices. 

(2) Specific risk means changes in the mar-
ket value of specific positions due to factors 
other than broad market movements and in-
cludes event and default risk as well as idio-
syncratic variations. 

(c) Tier 1 and Tier 2 capital are defined in 
appendix A of this part. 

(d) Tier 3 capital is subordinated debt that 
is unsecured; is fully paid up; has an original 
maturity of at least two years; is not re-
deemable before maturity without prior ap-
proval by the Federal Reserve; includes a 
lock-in clause precluding payment of either 
interest or principal (even at maturity) if 
the payment would cause the issuing bank’s 
risk-based capital ratio to fall or remain 
below the minimum required under appendix 
A of this part; and does not contain and is 
not covered by any covenants, terms, or re-
strictions that are inconsistent with safe and 
sound banking practices. 

(e) Value-at-risk (VAR) means the estimate 
of the maximum amount that the value of 
covered positions could decline during a 
fixed holding period within a stated con-
fidence level, measured in accordance with 
section 4 of this appendix. 

Section 3. Adjustments to the Risk-Based 
Capital Ratio Calculations 

(a) Risk-based capital ratio denominator. A 
bank subject to this appendix shall calculate 
its risk-based capital ratio denominator as 
follows: 

(1) Adjusted risk-weighted assets. Calcuate 
adjusted risk-weighted assets, which equals 
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7 Foreign exchange positions outside the 
trading account and all over-the-counter de-
rivative positions, whether or not in the 
trading account, must be included in the ad-
justed risk weighted assets asdetermined in 
appendix A of this part.

8 A bank may not allocate Tier 3 capital to 
support credit risk (as calculated under ap-
pendix A of this part).

9 Excess Tier 1 capital means Tier 1 capital 
that has not been allocated in paragraphs 
(b)(1) and (b)(2) of this section. Excess Tier 2 
capital means Tier 2 capital that has not 
been allocated in paragraph (b)(1) and (b)(2) 
of this section, subject to the restrictions in 
paragraph (b)(3) of this section.

10 A bank’s internal model may use any 
generally accepted measurement techniques, 
such as variance-covariance models, histor-
ical simulations, or Monte Carlo simula-
tions. However, the level of sophistication 
and accuracy of a bank’s internal model 
must be commensurate with the nature and 
size of its covered positions. A bank that 
modifies its existing modeling procedures to 

Continued

risk-weighted assets (as determined in ac-
cordance with appendix A of this part), ex-
cluding the risk-weighted amounts of all 
covered positions (except foreign exchange 
positions outside the trading account and 
over-the counter derivative positions) 7 and 
receivables arising from the posting of cash 
collateral that is associated with securities 
borrowing transactions to the extent the re-
ceivables are collateralized by the market 
value of the borrowed securities, provided 
that the following conditions are met:

(i) The transaction is based on securities 
includable in the trading book that are liq-
uid and readily marketable, 

(ii) The transaction is marked to market 
daily, 

(iii) The transaction is subject to daily 
margin maintenance requirements, 

(iv) The transaction is a securities con-
tract for the purposes of section 555 of the 
Bankruptcy Code (11 U.S.C. 555), a qualified 
financial contract for the purposes of section 
11(e)(8) of the Federal Deposit Insurance Act 
(12 U.S.C. 1821(e)(8)), or a netting contract 
between or among financial institutions for 
the purposes of sections 401–407 of the Fed-
eral Deposit Insurance Corporation Improve-
ment Act of 1991 (12 U.S.C. 4401–4407), or the 
Board’s Regulation EE (12 CFR part 231). 

(2) Measure for market risk. Calculate the 
measure for market risk, which equals the 
sum of the VAR-based capital charge, the 
specific risk add-on (if any), and the capital 
charge for de minimis exposures (if any). 

(i) VAR-based capital charge. The VAR-
based capital charge equals the higher of: 

(A) The previous day’s VAR measure; or 
(B) The average of the daily VAR measures 

for each of the preceding 60 business days 
multiplied by three, except as provided in 
section 4(e) of this appendix; 

(ii) Specific risk add-on. The specific risk 
add-on is calculated in accordance with sec-
tion 5 of this appendix; and 

(iii) Capital charge for de minimis exposure. 
The capital charge for de minimis exposure 
is calculated in accordance with section 4(a) 
of this appendix. 

(3) Market risk equivalent assets. Calculate 
market risk equivalent assets by multi-
plying the measure for market risk (as cal-
culated in paragraph (a)(2) of this section) by 
12.5. 

(4) Denominator calculation. Add market 
risk equivalent assets (as calculated in para-
graph (a)(3) of this section) to adjusted risk-
weighted assets (as calculated in paragraph 
(a)(1) of this section). The resulting sum is 

the bank’s risk-based capital ratio denomi-
nator. 

(b) Risk-based capital ratio numerator. A 
bank subject to this appendix shall calculate 
its risk-based capital ratio numerator by al-
locating capital as follows: 

(1) Credit risk allocation. Allocate Tier 1 and 
Tier 2 capital equal to 8.0 percent of adjusted 
risk-weighted assets (as calculated in para-
graph (a)(1) of this section).8

(2) Market risk allocation. Allocate Tier 1, 
Tier 2, and Tier 3 capital equal to the meas-
ure for market risk as calculated in para-
graph (a)(2) of this section. The sum of Tier 
2 and Tier 3 capital allocated for market risk 
must not exceed 250 percent of Tier 1 capital 
allocated for market risk. (This requirement 
means that Tier 1 capital allocated in this 
paragraph (b)(2) must equal at least 28.6 per-
cent of the measure for market risk.) 

(3) Restrictions. (i) The sum of Tier 2 capital 
(both allocated and excess) and Tier 3 capital 
(allocated in paragraph (b)(2) of this section) 
may not exceed 100 percent of Tier 1 capital 
(both allocated and excess).9

(ii) Term subordinated debt (and inter-
mediate-term preferred stock and related 
surplus) included in Tier 2 capital (both allo-
cated and excess) may not exceed 50 percent 
of Tier 1 capital (both allocated and excess). 

(4) Numerator calculation. Add Tier 1 capital 
(both allocated and excess), Tier 2 capital 
(both allocated and excess), and Tier 3 cap-
ital (allocated under paragraph (b)(2) of this 
section). The resulting sum is the bank’s 
risk-based capital ratio numerator. 

Section 4. Internal Models. 

(a) General. For risk-based capital pur-
poses, a bank subject to this appendix must 
use its internal model to measure its daily 
VAR, in accordance with the requirements of 
this section.10 The Federal Reserve may per-
mit a bank to use alternative techniques to 
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comply with the requirements of this appen-
dix for risk-based capital purposes should, 
nonetheless, continue to use the internal 
model it considers most appropriate in eval-
uating risks for other purposes.

11 Stress tests provide information about 
the impact of adverse market events on a 
bank’s covered positions. Backtests provide 
information about the accuracy of an inter-
nal model by comparing a bank’s daily VAR 
measures to its corresponding daily trading 
profits and losses.

12 For material exposures in the major cur-
rencies and markets, modeling techniques 
must capture spread risk and must incor-
porate enough segments of the yield curve—
at least six—to capture differences in vola-
tility and less than perfect correlation of 
rates along the yield curve.

13 Actual net trading profits and losses 
typically include such things as realized and 
unrealized gains and losses on portfolio posi-
tions as well as fee income and commissions 
associated with trading activities.

measure the market risk of de minimis expo-
sures so long as the techniques adequately 
measure associated market risk.

(b) Qualitative requirements. A bank subject 
to this appendix must have a risk manage-
ment system that meets the following min-
imum qualitative requirements: 

(1) The bank must have a risk control unit 
that reports directly to senior management 
and is independent from business trading 
units. 

(2) The bank’s internal risk measurement 
model must be integrated into the daily 
management process. 

(3) The bank’s policies and procedures 
must identify, and the bank must conduct, 
appropriate stress tests and backtests.11 The 
bank’s policies and procedures must identify 
the procedures to follow in response to the 
results of such tests.

(4) The bank must conduct independent re-
views of its risk measurement and risk man-
agement systems at least annually. 

(c) Market risk factors. The bank’s internal 
model must use risk factors sufficient to 
measure the market risk inherent in all cov-
ered positions. The risk factors must address 
interest rate risk,12 equity price risk, foreign 
exchange rate risk, and commodity price 
risk.

(d) Quantitative requirements. For regu-
latory capital purposes, VAR measures must 
meet the following quantitative require-
ments: 

(1) The VAR measures must be calculated 
on a daily basis using a 99 percent, one-tailed 
confidence level with a price shock equiva-
lent to a ten-business day movement in rates 
and prices. In order to calculate VAR meas-
ures based on a ten-day price shock, the 
bank may either calculate ten-day figures 
directly or convert VAR figures based on 
holding periods other than ten days to the 
equivalent of a ten-day holding period (for 
instance, by multiplying a one-day VAR 
measure by the square root of ten). 

(2) The VAR measures must be based on an 
historical observation period (or effective ob-
servation period for a bank using a 
weighting scheme or other similar method) 
of at least one year. The bank must update 
data sets at least once every three months or 
more frequently as market conditions war-
rant. 

(3) The VAR measures must include the 
risks arising from the non-linear price char-
acteristics of options positions and the sensi-
tivity of the market value of the positions to 
changes in the volatility of the underlying 
rates or prices. A bank with a large or com-
plex options portfolio must measure the vol-
atility of options positions by different ma-
turities. 

(4) The VAR measures may incorporate 
empirical correlations within and across risk 
categories, provided that the bank’s process 
for measuring correlations is sound. In the 
event that the VAR measures do not incor-
porate empirical correlations across risk 
categories, then the bank must add the sepa-
rate VAR measures for the four major risk 
categories to determine its aggregate VAR 
measure. 

(e) Backtesting. (1) Beginning one year after 
a bank starts to comply with this appendix, 
a bank must conduct backtesting by com-
paring each of its most recent 250 business 
days’ actual net trading profit or loss 13 with 
the corresponding daily VAR measures gen-
erated for internal risk measurement pur-
poses and calibrated to a one-day holding pe-
riod and a 99 percent, one-tailed confidence 
level.

(2) Once each quarter, the bank must iden-
tify the number of exceptions, that is, the 
number of business days for which the mag-
nitude of the actual daily net trading loss, if 
any, exceeds the corresponding daily VAR 
measure. 

(3) A bank must use the multiplication fac-
tor indicated in Table 1 of this appendix in 
determining its capital charge for market 
risk under section 3(a)(2)(i)(B) of this appen-
dix until it obtains the next quarter’s 
backtesting results, unless the Federal Re-
serve determines that a different adjustment 
or other action is appropriate.

TABLE 1—MULTIPLICATION FACTOR BASED ON 
RESULTS OF BACKTESTING 

Number of exceptions Multiplica-
tion factor 

4 or fewer ............................................................ 3.00
5 ........................................................................... 3.40
6 ........................................................................... 3.50
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14 Organization for Economic Cooperation 
and Development (OECD)-based countries is 
defined in appendix A of this part.

TABLE 1—MULTIPLICATION FACTOR BASED ON 
RESULTS OF BACKTESTING—Continued

Number of exceptions Multiplica-
tion factor 

7 ........................................................................... 3.65
8 ........................................................................... 3.75
9 ........................................................................... 3.85
10 or more ........................................................... 4.00

Section 5. Specific Risk 

(a) Modeled specific risk. A bank may use its 
internal model to measure specific risk. If 
the bank has demonstrated to the Federal 
Reserve that its internal model measures the 
specific risk, including event and default 
risk as well as idiosyncratic variation, of 
covered debt and equity positions and in-
cludes the specific risk measures in the 
VAR-based capital charge in section 3(a)(2)(i) 
of this appendix, then the bank has no spe-
cific risk add-on for purposes of section 
3(a)(2)(ii) of this appendix. The model should 
explain the historical price variation in the 
trading portfolio and capture concentration, 
both magnitude and changes in composition. 
The model should also be robust to an ad-
verse environment and have been validated 
through backtesting which assesses whether 
specific risk is being accurately captured. 

(b) Partially modeled specific risk. (1) A bank 
that incorporates specific risk in its internal 
model but fails to demonstrate to the Fed-
eral Reserve that its internal model ade-
quately measures all aspects of specific risk 
for covered debt and equity positions, includ-
ing event and default risk, as provided by 
section 5(a), of this appendix must calculate 
its specific risk add-on in accordance with 
one of the following methods: 

(i) If the model is susceptible to valid sepa-
ration of the VAR measure into a specific 
risk portion and a general market risk por-
tion, then the specific risk add-on is equal to 
the previous day’s specific risk portion. 

(ii) If the model does not separate the VAR 
measure into a specific risk portion and a 
general market risk portion, then the spe-
cific risk add-on is the sum of the previous 
day’s VAR measures for subportfolios of cov-
ered debt and equity positions that contain 
specific risk. 

(2) If a bank models the specific risk of 
covered debt positions but not covered eq-
uity positions (or vice versa), then the bank 
may determine its specific risk charge for 
the included positions under section 5(a) or 
5(b)(1) of this appendix, as appropriate. The 
specific risk charge for the positions not in-
cluded equals the standard specific risk cap-
ital charge under paragraph (c) of this sec-
tion. 

(c) Specific risk not modeled. If a bank does 
not model specific risk in accordance with 
section 5(a) or 5(b) of this appendix, then the 
bank’s specific risk capital charge shall 

equal the standard specific risk capital 
charge, calculated as follows: 

(1) Covered debt positions. (i) For purposes of 
this section 5, covered debt positions means 
fixed-rate or floating-rate debt instruments 
located in the trading account and instru-
ments located in the trading account with 
values that react primarily to changes in in-
terest rates, including certain non-convert-
ible preferred stock, convertible bonds, and 
instruments subject to repurchase and lend-
ing agreements. Also included are deriva-
tives (including written and purchased op-
tions) for which the underlying instrument 
is a covered debt instrument that is subject 
to a non-zero specific risk capital charge. 

(A) For covered debt positions that are de-
rivatives, a bank must risk-weight (as de-
scribed in paragraph (c)(1)(iii) of this sec-
tion) the market value of the effective no-
tional amount of the underlying debt instru-
ment or index portfolio. Swaps must be in-
cluded as the notional position in the under-
lying debt instrument or index portfolio, 
with a receiving side treated as a long posi-
tion and a paying side treated as a short po-
sition; and 

(B) For covered debt positions that are op-
tions, whether long or short, a bank must 
risk-weight (as described in paragraph 
(c)(1)(iii) of this section) the market value of 
the effective notional amount of the under-
lying debt instrument or index multiplied by 
the option’s delta. 

(ii) A bank may net long and short covered 
debt positions (including derivatives) in 
identical debt issues or indices. 

(iii) A bank must multiply the absolute 
value of the current market value of each 
net long or short covered debt position by 
the appropriate specific risk weighting fac-
tor indicated in Table 2 of this appendix. The 
specific risk capital charge component for 
covered debt positions is the sum of the 
weighted values.

TABLE 2—SPECIFIC RISK WEIGHTING FACTORS 
FOR COVERED DEBT POSITIONS 

Category Remaining maturity 
(contractual) 

Weighting 
factor (in 
percent) 

Government ................ N/A ................................ 0.00 
Qualifying .................... 6 months or less ........... 0.25

Over 6 months to 24 
months.

1.00 

Over 24 months ............ 1.60 
Other ........................... N/A ................................ 8.00

(A) The government category includes all 
debt instruments of central governments of 
OECD-based countries 14 including bonds, 
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15 U.S. government-sponsored agencies, 
multilateral development banks, and OECD 
banks are defined in appendix A of this part.

16 A bank may also net positions in deposi-
tory receipts against an opposite position in 
the underlying equity or identical equity in 
different markets, provided that the bank in-
cludes the costs of conversion.

17 A portfolio is liquid and well-diversified 
if: (1) It is characterized by a limited sensi-
tivity to price changes of any single equity 
issue or closely related group of equity 
issues held in the portfolio; (2) the volatility 
of the portfolio’s value is not dominated by 
the volatility of any individual equity issue 
or by equity issues from any single industry 
or economic sector; (3) it contains a large 
number of individual equity positions, with 
no single position representing a substantial 
portion of the portfolio’s total market value; 
and (4) it consists mainly of issues traded on 
organized exchanges or in well-established 
over-the-counter markets.

Treasury bills, and other short-term instru-
ments, as well as local currency instruments 
of non-OECD central governments to the ex-
tent the bank has liabilities booked in that 
currency.

(B) The qualifying category includes debt 
instruments of U.S. government-sponsored 
agencies, general obligation debt instru-
ments issued by states and other political 
subdivisions of OECD-based countries, multi-
lateral development banks, and debt instru-
ments issued by U.S. depository institutions 
or OECD-banks that do not qualify as capital 
of the issuing institution.15 This category 
also includes other debt instruments, includ-
ing corporate debt and revenue instruments 
issued by states and other political subdivi-
sions of OECD countries, that are:

(1) Rated investment-grade by at least two 
nationally recognized credit rating services; 

(2) Rated investment-grade by one nation-
ally recognized credit rating agency and not 
rated less than investment-grade by any 
other credit rating agency; or 

(3) Unrated, but deemed to be of com-
parable investment quality by the reporting 
bank and the issuer has instruments listed 
on a recognized stock exchange, subject to 
review by the Federal Reserve. 

(C) The other category includes debt instru-
ments that are not included in the govern-
ment or qualifying categories. 

(2) Covered equity positions. (i) For purposes 
of this section 5, covered equity positions 
means equity instruments located in the 
trading account and instruments located in 
the trading account with values that react 
primarily to changes in equity prices, in-
cluding voting or non-voting common stock, 
certain convertible bonds, and commitments 
to buy or sell equity instruments. Also in-
cluded are derivatives (including written and 
purchased options) for which the underlying 
is a covered equity position. 

(A) For covered equity positions that are 
derivatives, a bank must risk weight (as de-
scribed in paragraph (c)(2)(iii) of this sec-
tion) the market value of the effective no-
tional amount of the underlying equity in-
strument or equity portfolio. Swaps must be 
included as the notional position in the un-
derlying equity instrument or index port-
folio, with a receiving side treated as a long 
position and a paying side treated as a short 
position; and 

(B) For covered equity positions that are 
options, whether long or short, a bank must 
risk weight (as described in paragraph 
(c)(2)(iii) of this section) the market value of 
the effective notional amount of the under-
lying equity instrument or index multiplied 
by the option’s delta. 

(ii) A bank may net long and short covered 
equity positions (including derivatives) in 
identical equity issues or equity indices in 
the same market.16

(iii)(A) A bank must multiply the absolute 
value of the current market value of each 
net long or short covered equity position by 
a risk weighting factor of 8.0 percent, or by 
4.0 percent if the equity is held in a portfolio 
that is both liquid and well-diversified.17 For 
covered equity positions that are index con-
tracts comprising a well-diversified portfolio 
of equity instruments, the net long or short 
position is multiplied by a risk weighting 
factor of 2.0 percent.

(B) For covered equity positions from the 
following futures-related arbitrage strate-
gies, a bank may apply a 2.0 percent risk 
weighting factor to one side (long or short) 
of each position with the opposite side ex-
empt from charge, subject to review by the 
Federal Reserve: 

(1) Long and short positions in exactly the 
same index at different dates or in different 
market centers; or 

(2) Long and short positions in index con-
tracts at the same date in different but simi-
lar indices. 

(C) For futures contracts on broadly-based 
indices that are matched by offsetting posi-
tions in a basket of stocks comprising the 
index, a bank may apply a 2.0 percent risk 
weighting factor to the futures and stock 
basket positions (long and short), provided 
that such trades are deliberately entered 
into and separately controlled, and that the 
basket of stocks comprises at least 90 per-
cent of the capitalization of the index. 

(iv) The specific risk capital charge compo-
nent for covered equity positions is the sum 
of the weighted values. 

[Reg. H, 61 FR 47370, Sept. 6, 1996, as amended 
at 62 FR 68067, Dec. 30, 1997; 64 FR 19037, 
19038, Apr. 19, 1999; 65 FR 75858, Dec. 5, 2000]

VerDate jul<14>2003 11:29 Feb 18, 2004 Jkt 203035 PO 00000 Frm 00278 Fmt 8010 Sfmt 8002 Y:\SGML\203035T.XXX 203035T


