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section also would bring calculation of dividend-paying capacity into line 
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FEDERAL RESERVE SYSTEM

12 CFR Parts 208 and 250

[Docket No. R-0696]

Regulation H - Payment of Dividends by State 
Bank Members of the Federal Reserve System; 

Miscellaneous Interpretations

AGENCY: Board of Governors of the Federal Reserve System.

ACTION: Notice of proposed rulemaking.

SUMMARY: The Board of Governors of the Federal Reserve System is

proposing the addition of a new section to its Regulation H, 

Membership in the Federal Reserve System, that will clarify the 

circumstances under which state member banks may pay dividends 

and will bring calculation of dividend-paying capacity into line 

with current regulatory reporting standards and generally 

accepted accounting principles (GAAP). The rule would define the 

terms used in two statutory provisions that impose capital and 

current earnings restrictions on the payment of dividends by 

national banks. These provisions, 12 U.S.C. §§ 56 and 60, are 

made applicable to state member banks by section 9 of the Federal 

Reserve Act.

DATE: Comments should be received by August 13, 1990.
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ADDRESS: Comments, which should refer to Docket No. R-0696, may

be mailed to the Board of Governors of the Federal Reserve 

System, 20th Street and Constitution Avenue, N.W., Washington, 

D.C. 20551, to the attention of Mr. William W. Wiles, Secretary; 

or delivered between 8:45 a.m. and 5:15 p.m. to Room B-2223. 

Comments may be inspected in Room B-1122 between 9:00 a.m. and 

5:00 p.m., except as provided in section 2 61.8 of the Board's 

Rules Regarding Availability of Information, 12 C.F.R. § 261.8. 

FOR FURTHER INFORMATION: Oliver Ireland, Associate General

Counsel (202/452-3625), or Lawranne Stewart, Attorney (202/452- 

3513), Legal Division; or Rhoger Pugh, Manager, Policy 

Development (202/728-5883), or Charles Holm, Senior Accountant 

(202/452-3502), Division of Banking Supervision and Regulation, 

Board of Governors of the Federal Reserve System, Washington,

D.C. 20551. For the hearing impaired only. Telecommunications 

Device for the Deaf ("TDD")., Ernestine Hill or Dorothea Thompson 

(202/452-3544).

SUPPLEMENTARY INFORMATION:

Background

Before a state member bank can declare a dividend, it 

must establish that the payment of the dividend will not impair 

its capital under 12 U.S.C. § 56, and that the dividend can be 

paid out of recent earnings under 12 U.S.C. § 60.1 If the

1 Sections 5204 and 5199 of the Revised Statutes, 
respectively.



-  3 -

dividend payment does not meet the requirements of these sections 

the state member bank must obtain the approval of the Board 

before paying the dividend. These provisions are designed to 

protect and stabilize the capital support of a bank's operations.

Both sections 56 and 60 were adopted as part of the 

National Bank Act. The coverage of these provisions extends to 

state member banks under section 9 of the Federal Reserve Act, 

which provides that all state member banks are required "to 

conform to those provisions of law imposed on national 

banks . . . which relate to the withdrawal of capital or 

impairment of their capital stock, and to conform with the 

provisions of sections 56 and 60(b) of this title with respect to 

the payment of dividends."2 Both of these provisions, however, 

were enacted prior to the widespread use of accrual accounting 

systems, and use terminology that is ambiguous and imprecise in 

the context of modern regulatory reporting and accounting 

practices. The OCC and the Board have issued various 

interpretations of sections 56 and 60,3 some of which are 

inconsistent or have become outdated as a result of changes in 

regulatory reporting and accounting practices. The OCC has 

published a proposed rule concerning the payment of dividends by

2 Section 9, paragraph 6 of the Federal Reserve Act (12 
U.S.C. § 324).

3 See OCC Interpretive Rulings at 12 C.F.R. §§ 7.6100 and 
7.6125; Interpretations of the Board at 12 C.F.R. 250.104.
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national banks.4 The OCC's rule is intended to clarify the 

calculations of dividend paying capacity, and to make these 

calculations consistent with the modern accrual accounting 

methods used under generally accepted accounting principles 

(GAAP). The Board's proposed rule is substantially similar to 

the OCC's rule, and is being taken under the authority provided 

by section ll(i) of the Federal Reserve Act (12 U.S.C. § 248(i)). 

Purpose

The statutory provisions concerning the payment of 

dividends require that state member banks seek the approval of 

the Board in order to pay any dividend that does not meet the 

requirements of the statute.5 The purpose of this notice of 

proposed rulemaking is to provide definitive guidelines for state 

member banks to use in calculating their dividend paying capacity 

and to clarify the circumstances under which state member banks 

are required to obtain the approval of the Board to pay 

dividends. Because of the importance of the maintenance of sound 

capital to the safety and soundness of member banks, the current 

action is being taken in the form of a regulation, the violation 

of which would provide the basis for an enforcement action.

Issues

A. Section 56

4 54 F.R. 33711 (Aug. 16, 1989) and 54 F.R. 42306 (Oct. 16, 
1989) .

5 12 U.S.C. §§ 56, 59, and 60.
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Section 56 provides that no bank may withdraw any 

portion of its capital by the payment of dividends or otherwise, 

and states that no dividend may be paid if losses have been 

sustained that equal or exceed the "undivided profits then on 

hand". It also provides that no dividend may be paid in excess 

of the bank's "net profits then on hand", after deducting losses 

and "bad debts". An exception to this prohibition is provided by 

section 59, under which a dividend that would impair capital may 

be paid by a vote of two-thirds of the shares of each class of 

stock if the permission of the Board is obtained. The Board's 

proposed rule would define a number of the terms used in this 

section, and would establish which accounts are to be used in 

calculating a bank's dividend paying capacity.

"Bad debt" —  The definition of bad debt included in 

the Board's proposed rule is identical to the OCC provisions, 

which were in turn adopted from a long-standing OCC 

interpretation of section 56.6 Under this definition, the term 

"bad debts" used in section 56 includes matured obligations due 

to the bank on which interest is past due and unpaid for six 

months unless the debt is well secured and in the process of 

collection. The question of whether a debt has matured is to be 

determined under the terms of the debt contract. Demand debts 

for which the payment of interest is six months past due will be 

considered to be mature regardless of whether the debt is

5 OCC Interpretive Ruling 7.6125, 12 CFR 7.6125.
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considered to have matured under the contract or by operation of 

law.

"Undivided profits then on hand" and "net profits then 

on hand" —  The OCC treats the phrases "undivided profits then on 

hand" and "net profits then on hand" used in section 56 as 

interchangeable terms. As the legislative history of section 56 

does not indicate that these phrases were intended to have 

different meanings, the Board is proposing to adopt the same 

interpretation of these terms.

Under the Board's proposed implementation of section 

56, the current calculation of "undivided profits then on hand" 

will be affected in the following areas:

—  Allowance for loan and lease losses (ALLL) —  The 

ALLL would not be included as part of undivided profits then on 

hand for the purpose of determining if the payment of a dividend 

would impair capital pursuant to section 56. Previously, banks 

have been allowed to include ALLL in undivided profits for the 

purposes of this section. However, as the purpose of the ALLL is 

to protect a bank from anticipated (although as yet unidentified) 

losses in its loan and lease portfolio, it would be imprudent to 

allow a bank to pay dividends from the ALLL when other components 

of undivided profits are exhausted. Furthermore, while the ALLL 

is treated as part of capital under the Board's capital adequacy 

guidelines, banks do not treat the ALLL as part of undivided 

profits under modern regulatory reporting and accounting
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practices. Consequently, the proposed rule would conform 

dividend paying capacity to current regulatory reporting 

practices and GAAP.

—  Bad debt. Under the proposed rule, only bad debts 

in excess of the ALLL (if any) would be deducted from undivided 

profits then on hand. Previously, all bad debts were deducted.

As the ALLL would be excluded from undivided profits under the 

proposed rules, if banks were also required to deduct all bad 

debts from undivided profits amounts related to loan losses would 

in effect be deducted twice.

—  Surplus surplus7. Only the portion of surplus 

surplus that has been earned rather than paid in as capital may 

be transferred to undivided profits in order to pay dividends.8 

Before any "earned surplus surplus" may be transferred to 

undivided profits, however, a bank must obtain the approval of 

the Board and the bank's board of directors. Although the Board 

has not previously addressed the issue, the OCC has previously 

expressed the opinion that all of the surplus surplus is legally

7 In general, state member banks are required to maintain 
surplus accounts equal to common capital. See section 9, 
paragraph 11 of the Federal Reserve Act and 12 U.S.C. § 60(a). 
Funds held in the surplus account in excess of the minimum 
required are known as the "surplus surplus".

8 Corporate shares, including those of banks, are 
typically issued for more than the par value of the shares. The 
portion of the payment representing the par value is placed in 
the capital account, and the balance of the value received is 
credited to the surplus account. Such payments into the surplus 
account are considered "unearned surplus".
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available for the payment of dividends. The OCC is now proposing 

to revise this opinion to limit dividend payments to the portion 

of surplus that has been earned.

Scope of the proposed rule. —  The Board's proposed rule 

clarifies that, as applied to state member banks, the provisions 

of section 56 cover the payment of dividends on preferred as well 

as common stock. This aspect of the proposal differs technically 

from the OCC's proposed rule, which states that section 56 does 

not apply to the payment of dividends on preferred stock. This 

difference between the interpretations is due to differences in 

the statutes applicable to national and state member banks.9 

In spite of the differing statutes, there should be little 

difference in practice between the Board and the OCC on the 

treatment of dividends on preferred stock. Although the OCC has 

excluded preferred stock from the coverage of section 56, it 

still considers the provisions of section 59 to apply. Under 

section 59, payments that will reduce capital require the 

permission of the OCC as well as the approval of two-thirds of 

all shares. The provisions of section 59 also apply to state 

member banks, which must obtain the permission of the Board in 

addition to shareholder approval. Thus, for both classes of

9 The National Bank Act contains a provision at 12 U.S.C. § 
51b(a) that the OCC has interpreted as overriding section 56 with 
regard to the payment of dividends on preferred stock. This 
provision is not applicable to state member banks,and there is no 
similar override provision in the Federal Reserve Act.
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banks, any dividends on preferred stock in excess of the limit of 

section 56 would be payable only with the approval of the primary 

federal regulator and shareholders as required under section 59.

Effective date. —  This paragraph would be effective 

immediately upon final publication.

B. Section 60

State member banks wishing to pay dividends that meet 

the capital requirements of section 56 must also meet the current 

earnings requirements of section 60(b). Section 60(b) provides 

that the approval of the Board must be obtained whenever the 

total of all dividends declared in a calendar year exceeds the 

net profits of that year combined with the retained net profits 

of the past two years, less any required transfers to surplus or 

retirement funds for preferred stock. Under section 60, net 

profits are defined as "the remainder of all earnings from 

current operations plus actual recoveries on loans and 

investments and other assets, after deducting from the total 

thereof all current operating expenses, actual losses, accrued 

dividends on preferred stock, if any, and all Federal and state 

taxes."10 The statutory definition was adopted at a time when 

few banks were using the accrual method of accounting11 and

10 12 U.S.C. § 60(c) (Revised Statutes § 5199(c)).

11 Pub. L. 86-730, which added §§ 60(a) and (b), was 
adopted in 1959.
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deals with recoveries, losses, and charge offs on a cash basis by 

adding or subtracting these from earnings.

As discussed under section 56 above, accrual accounting 

methods require provisions to be made for the losses anticipated 

in a bank's loan portfolio by the creation of an ALLL account 

prior to recognition of loan charge offs. Provisions for Loan 

and Lease Losses (PLLL) are treated as operating expenses and are 

charged to current earnings. Under GAAP, therefore, provisions 

made to the ALLL account during the year are not part of that 

year's earnings available for the payment of dividends.

Under the Board's proposed rule banks would no longer 

be permitted to adjust their reported net income12 by adding 

back their PLLL and deducting their net charge-offs for the 

purpose of determining their dividend paying capacity under 

section 60. Net loan losses are not deducted directly from net 

income, as these losses are charged against ALLL. In effect, the 

proposed rule will treat the statutory requirement to deduct 

actual losses as being satisfied by the loan loss provisions 

under accrual accounting methods. This treatment would conform 

with modern regulatory reporting practices and GAAP, and with the 

proposed treatment of ALLL under section 56. This will also 

simplify the calculation of dividend payment capacity, as the net

Under modern regulatory reporting practices and GAAP, 
the PLLL is charged to current earnings. Consequently, 
subsequent charge-offs of the loan do not affect earnings.
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income figure from the Reports of Condition and Income may 

generally be used without further adjustment.13

Section 60 does not represent an absolute bar to the 

payment of dividends in excess of net profits for the year-to- 

date and the retained net profits of the prior two years. It 

does mean, however, that a bank will be required to obtain the 

permission of the Board before it may pay out such a dividend, 

enabling the Board to review the financial condition of the 

institution to determine whether the dividend is appropriate.

Scope of the proposed rule. —  Consistent with the OCC 

proposal, the Board's proposed rule provide that the recent- 

earnings limitations of section 60 was intended to apply to the 

payment of dividends by state member and national banks on both 

preferred and common stock.

Effective date. —  Banks will be required to use the 

proposed rules to calculate net profits beginning no later than 

January 1, 1991, but will be allowed to begin using the rule to 

calculate dividend paying capacity for 1990. Because dividend 

payment capacity under section 60 is based on the current year's 

net profits plus the retained net profits for the prior two 

years, banks will also have the option of using the proposed rule 

to recalculate retained net profits for the purpose of section 60

13 In addition to adding back loan loss provisions and 
deducting net loan losses, net profits as now defined is adjusted 
to reflect the tax effects of loan charge offs.
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for one or both of the prior two years. Once a bank has elected 

to use the proposed rule to calculate net profits or retained net 

profits for a particular year, it must use the rule for all 

subsequent periods that are part of that calculation, and it may 

not change the calculation for that year at a later time. This 

transition provision is consistent with the transitional 

provisions to be adopted by the OCC.

Regulatory Flexibility Act:

Pursuant to section 605(b) of the Regulatory 

Flexibility Act (Pub. L. No. 96-354, 5 U.S.C. § 601 et seq.). the 

Board certifies that the proposed amendment will not have a 

significant economic impact on a substantial number of small 

entities. The proposed rule is intended to clarify and interpret 

existing statutory requirements, and does not add any reporting 

or other requirements. The Board anticipates that the proposed 

rule will have some effect on the dividend paying capacity of all 

state member banks, regardless of size, and does not anticipate 

that there will be a disproportionate or significant economic 

impact on a substantial number of small banks.

List of Subjects in 12 CFR Part 208:

Accounting, Agricultural loan losses, Applications, 

Appraisals, Banks, Banking, Branches, Capital adequacy, 

Confidential business information, Dividend payments, Federal 

Reserve System, Flood insurance, Publication of reports of
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condition, Reporting and recordkeeping requirements, Securities, 

State member banks.

For the reasons set out in the preamble, the Board 

proposes to amend 12 CFR Parts 208 and 250 as follows:

PART 208 —  MEMBERSHIP OF STATE BANKING INSTITUTIONS IN THE 

FEDERAL RESERVE SYSTEM

1. The authority citation for Part 208 continues to read as 

follows:

AUTHORITY: Sections 9, 11, and 21 of the Federal

Reserve Act (12 U.S.C. 321-338, 248, and 486, respectively); 

sections 4 and 13(j) of the Federal Deposit Insurance Act (12 

U.S.C. 1814 and 1823(j), respectively); section 7(a) of the 

International Banking Act of 1978 (12 U.S.C. 3105); sections 907- 

910 of the International Lending Supervision Act of 198 3 (12 

U.S.C. 3906 - 3909); sections 2, 12(b), 12(g), 12(i), 15B(c)(5), 

17, 17A, and 23 of the Securities Exchange Act of 1934 (15 U.S.C. 

78b, 781(b), 781(g), 78l(i), 78o-4(c)(5), 78q, 78q-l, and 78w, 

respectively); and section 5155 of the Revised Statutes (12 

U.S.C. 3 6) as amended by the McFadden Act of 1927.

2. Section 208.19 is added to read as follows:

§ 2 08.19 Payment of dividends.

(a) Capital limitations on payment of dividends. No 

state member bank shall, during the time it continues its banking 

operations, withdraw, or permit to be withdrawn, either in the 

form of dividends or otherwise, any portion of its capital. If
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losses have at any time been sustained by a state member bank 

that equal or exceed its undivided profits then on hand, no 

dividend shall be paid. No dividend shall be paid by a state 

member bank while it continues its banking operations, to an 

amount greater than its net profits than on hand, deducting 

therefrom its losses and bad debts.

(1) Exceptions. Exceptions to the limitations 

contained in paragraph (a) may be made only with the prior 

approval of the Board under the provisions of 12 USC 59 (Revised 

Statutes section 5143).

(2) Dividends on common and preferred stock. The 

provisions of paragraph (a) shall apply to the payment of 

dividends on both common and preferred stock.

(3) "Bad debt.” Under the capital limitations, bad 

debts must be deducted from the net profits then on hand in 

computing funds available for the payment of dividends. The term 

"bad debt" includes matured obligations due a bank on which the 

interest is past due and unpaid for six months unless the debts 

are well secured and in the process of collection. Obligations 

include every type of indebtedness owing to the bank, including 

loans and investment securities. The six-month period of default 

may begin at any time, regardless of when the debt matures.

(i) Matured debt. Whether a debt has matured for 

the purposes of this subsection usually will be 

determined by applicable contract law. Generally, a
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debt is matured when all or a part of the principal is 

due and payable as a result of demand, arrival of the 

stated maturity date, or acceleration by contract or by 

operation of law. Nevertheless, any demand debt on 

which the payment of interest is six months past due 

will be considered matured even though payment on the 

debt has not been demanded. Installment loans on which 

any payment is six months past due will be considered 

matured even though acceleration of the total debt may 

not have occurred.

(ii) Well-secured debt. A debt is well secured

if it is secured by collateral in the form of liens on,

or pledges of, real or personal property, including 

securities, having realizable value sufficient to 

discharge the debt in full, or by the guaranty of a 

financially responsible party. If a loan is partially 

secured, that portion not properly secured will be 

considered a bad debt.

(iii) Debt in process of collection. A debt is

in the process of collection if collection of the debt

is proceeding in due course, either through legal 

action, including judgment enforcement procedures, or, 

in appropriate circumstances, through collection 

efforts not involving legal action which are reasonably 

expected to result in repayment of the debt or in its
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restoration to current status. In any case, the bank 

should have a plan of collection setting forth the 

reasons for the selected method of collection, the 

responsibilities of the bank and the borrower, and the 

expected date of repayment of the debt or its 

restoration to current status.

(iv) Debts of bankrupt or deceased debtors. A

claim duly filed against the estate of a bankrupt or

deceased debtor is considered as being in the process 

of collection. The obligation is well secured if it 

meets the criteria set forth in paragraph 3(a)(ii) of

this section or if the claim of the bank against the

estate has been duly filed and the statutory period for

filing has expired and the assets of the estate are

adequate to discharge all obligations in full.

(v) Documentation. The bank must maintain in its 

files documentation to support its evaluation of the 

security. In addition, the bank must retain, at a 

minimum, monthly progress reports on its collection 

efforts, noting and explaining any deviation from the 

collection plan.

(4) "Undivided profits then on hand". For the purpose 

of this section, the terms "undivided profits then on hand" and

"net profits then on hand" shall be considered to have the same
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meaning, and shall be referred to herein as "undivided profits 

then on hand".

(i) Allowance for loan and lease losses. When 

calculating the amount of dividends a bank can pay 

under 12 USC 56 and this paragraph, the bank may not 

add the balance in its allowance for loan and lease 

losses to its undivided profits for the purpose of 

determining undivided profits then on hand. The 

allowance for loan and lease losses and undivided 

profits are defined in the Reports of Condition and 

Income.

(ii) Bad debt. When deducting its bad debt from 

its undivided profits then on hand, a bank may first 

subtract the sum of its bad debts from the balance of 

its allowance for loan and lease losses account. If 

the sum of a bank's bad debts is greater than its 

allowance for loan and lease losses, the excess bad 

debt shall then be deducted from the bank's undivided 

profits then on hand.

(iii) Surplus surplus. State member banks, other 

than those accepting only trust funds, are required to 

maintain surplus funds equal to common capital. To the 

extent a bank has capital surplus in excess of its 

common capital, the bank has "surplus surplus." Only 

that portion of the surplus surplus that meets the



following conditions may be transferred to the 

undivided profits account and available for the payment 

of dividends:

(A) The bank can demonstrate that the 

portion of the surplus surplus to be transferred 

came from the earnings of prior periods, excluding 

the effect of any stock dividend;

(B) The bank's board of directors approves 

the transfer of funds from capital surplus to 

undivided profits; and

(C) The transfer has been approved by the 

Board. Requests for such approval shall be 

submitted to the appropriate Federal Reserve Bank. 

The bank may consider the transfer to be approved 

if the Board or the Reserve Bank does not notify 

the bank within thirty days after the Reserve 

Bank's receipt of the notice that the transfer has 

been disapproved or that it is subject to 

continuing consideration.

(b) Earnings limitations on payment of dividends. A 

state member bank may not pay a dividend if the total of all 

dividends declared by the bank in any calendar year exceeds the 

total of its net profits for that year combined with its retained 

net profits of the preceding two years, less any required 

transfers to surplus or to a fund for the retirement of any
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preferred stock, unless the bank has received the prior approval 

of the Board for the dividend under paragraph (b)(3) of this 

section.

(1) Dividends on common and preferred stock. The 

provisions of paragraph (b) apply to the payment of dividends on 

both preferred and common stock.

(2) "Net profits." Net profits shall be equal to the 

net income or loss as reported by a state member bank in its 

Reports of Condition and Income. When computing its "net 

profits" under this section, a bank should not add its provisions 

for loan and lease losses to, nor deduct net charge offs from, 

its reported net income.

(3) Approval of dividends. A bank must request and 

receive the approval of the Board before declaring a dividend if 

the amount of all dividends (common and preferred), including the 

proposed dividend, declared by the bank in any calendar year 

exceeds the total of the bank's net profits of that year to date 

combined with its retained net profits of the preceding two 

years, less any required transfers to surplus or a fund for the 

retirement of any preferred stock. Requests for the Board's 

approval shall be submitted to its Federal Reserve Bank.

(4) Effective date and transition provisions.

(i) For the purpose of computing "net profits" 

pursuant to 12 USC 60, a state member bank must apply 

paragraph (b)(2) of this section no later than
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January 1, 1991. A bank may elect to use this 

paragraph (b)(2) to calculate net profits prior to 

January 1, 1991, if it applies this provision on a full 

calendar year to date basis.

(ii) Whether a bank chooses to use paragraph

(b)(2) beginning as of January 1, 1990 or 1991, it may 

elect to apply the provision to recalculate retained 

net profits for one or both of the prior two years.

(iii) Once a bank has elected to calculate net 

profits or retained net profits for a particular year 

applying the provisions of paragraph (b)(2), retained 

net profits or net profits for all subsequent periods 

in the calculation must also be calculated using 

paragraph (b)(2). If a state member bank has elected 

to use paragraph (b)(2) for a particular year, the bank 

may not change the method of calculation used for that 

year during subsequent periods.

PART 2 50 —  MISCELLANEOUS INTERPRETATIONS

1. The authority citation for Part 250 continues to read as 

follows:

AUTHORITY: 12 U.S.C. 248(i).

2. Sections 250.101, 250.102, and 250.103 are redesignated as 

sections 208.125, 208.126, and 208.127 in Part 208.

3. Section 2 50.104 is removed.
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Board of Governors of the Federal Reserve System, 

June 1, 1990.

(signed) William W. Wiles

William W. Wiles 
Secretary of the Board




