FEDERAL RESERVE BANK
OF DALLAS

ROBERT D. MCTEER, JR.

PRESIDENT
AND CHIEF EXECUTIVE OFFICER February 26, 1993 DALLAS, TEXAS 75222

Notice 93-27

TO: The Chief Executive Officer of each
member bank and others concerned in
the Eleventh Federal Reserve District

SUBJECT
Revisions to the Capital Adequacy Guidelines
DETAILS

The Federal Reserve Board has issued a final rule revising its
capital adequacy guidelines for bank holding companies and state member banks
to provide explicit guidance on the types of intangible assets that may be
included in the Tier 1 capital calculation for risk-based and Teverage capital
purposes. The rule is effective March 9, 1993.

The revised guidelines also include limits and discounts that are
applicable to those intangible assets included in capital.

The revision was formulated in a coordinated effort by the staffs of
the four federal financial institutions regulatory agencies and, when made
final by the other agencies, will achieve greater consistency among the
agencies with respect to the capital treatment of intangible assets. In
addition, certain aspects of the final rule implement provisions of the
Federal Deposit Insurance Corporation Improvement Act of 1991.

ATTACHMENT

A copy of the Board’s notice as it appears on pages 7973-82, Vol.
58, No. 27, of the Federal Register dated February 11, 1993, is attached.

MORE INFORMATION
For more information, please contact Dorsey Davis at (214) 922-6051.
For additional copies of this Bank’s notice, please contact the Public Affairs
Department at (214) 922-5254.

Sincerely yours,

ot B, piTews .

For additional copies, bankers and others are encouraged to use one of the following toll-free numbers in contacting the Federal Reserve Bank of Dallas:
Dallas Office (800) 333-4460; El Paso Branch Intrastate (800) 592-1631, Interstate (800) 351-1012; Houston Branch Intrastate (800) 392-4162,
Interstate (800) 221-0363; San Antonio Branch Intrastate (800) 292-5810. .
This publication was digitized and made available by the Federal Reserve Bank of Dallas' Historical 1ibrary (FedHistory@dal.frb.org)
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FEDERAL RESERVE SYSTEM

12 CFR Parts 208 and 225

[Regulation H, Regulation Y; Docket No. R—
0748]

Capltal; Capital Adequacy Guidelines

AGENCY: Board of Governors of the
Federal Reserve System.

ACTION: Final rule to the Capital
Adequancy Guidelines.

SUMMARY: The Board of Governors of the
Federal Reserve System (Board or
Federal Reserve) is revising its capital
adequacy guidelines for bank holding
companies and state member banks to
provide exYlicit guidance on the types
of intangible assets that may be
included in (that is, not deducted from)
the Tier 1 capital calculation for risk-
based and leverage capital purposes.
The revision also includes limits and
discounts that are applicable to those
intangible assets included in capital.
The revision was formulated in
conjunction with the staffs of the four
federal financial institutions regulatory
agencies (the Federal Reserve, Federal
Deposit Insurance Corporation (FDIC),
Office of the Comptroller of the
Currency (OCC), and Office of Thrift
Supervision (OTS)) and, when made
final by the other agencies, will achieve
greater consistency among the agencies
with respect to the capital treatment of
intangible assets. In addition, certain
aspects of the final rule implement
provisions of the Federal Deposit
Insurance Corporation Improvement Act
of 1991 (FDICIA). .
EFFECTIVE DATE: March 15, 1993,

FOR FURTHER INFORMATION CONTACT:
Rhoger H Pugh, Assistant Director (202/
728-5883), Norah M. Barger, Manager
(202/452-2402), Thomas R. Boemio,
Supervisory Financial Ar alyst (202/
452-2982), Robert E. Motyka,
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Supervisory Financial Analyst (202/
452-3621), Division of Banking
Supervision and Regulation. For the
hearing impaired only,
Telecommunication Device for the Deaf
(TDD)). Dorothea Thompson (202/452—
3544).

SUPPLEMENTARY INFORMATION:
I. Background

The international bank capital
standards (Basle Accord) ! require that
banks deduct goodwiil from their core
capital elemments in determining Tier 1
capital for risk-based capita! purposes. 2
The Basie framework, which by its
terms applies only tc internationally
active banks, was adopted by the
Federa! Reserve for eli state member
banks. The Board also chese to apply,
gonerally on a consolidated basis, a risk-
based capital framewcrk similar to the
Basle Accord to U.S. bank holding
companies. 2 Under this framework,
bank holding companies ara also
required to deduct goodwill from Tier 1
capital. Furthermore, the Board has
adopted a leverage capital standard for
state member banks and bank holding
companies. 4 Since Tier 1 capital serves
ss the numerator of the leverage ratio,
goodwill also is deducted from the core
capital elements for purposes of the
leverage standard.

A. Current Treatment of Identifiable
Intangible Assets

The Basle Accord does not address
the treatment of identifiable intangible
assets, that is, intangible assets other
than goodwill. Consequently, under the
Basle framework, U.S. bank regulators
have discretion in specifying the
treatment of these other intangible

* The Basle Accord is a risk-based capital
framework that was proposed by the Basle
Commiittee on Banking Regulations and Supervisory
Practices and endorsed by the central bank
governors of the Group of Ten (G~10) countries {n
July 1988. The Committee is comprised of
representatives of the central banks and supervisory
authorities from the G-1C countries (Belgium,
Canada, France, Germany, Italy, Japan, Netherlands,
Sweden, Switzerland, the United Kingdom, and the
United States) and Luxembourg.

2'The risk-based capital guidelines utilize the
ratio of a banking organization’s Tier 1 capital and
Tier 2 capital to the organization's total on-balance
sheat assets and off-balance sheet credit
arrangements, adjusted for their relative risks. Tier
1 capital is composed of core capital elements such
as common equity and qualifying perpetual
preferred stock, while Tier 2 capitel is composed of
supplementary capital elements such as the
allowancs for loan and lease losses and
subordinated debt.

3 For bank holding companies with consolidated
assets of less than $150 million, the risk-based
capital guidelines generally are applied on a bank-
only basis.

*The leverage capital gnidelines utilize a ratio of
the banking organization’s Tier 1 capital elements
to its total average on-balance sheet assats.

assets. In evaluating the appropriateness
of including particular intangible assets
in an organization’s capital, the Federal
Reserve and the other federal banking
agencies consider a number of factors,
including the following criteria,
sometimes referred to as the “‘three-part

1. The reliability and predictability of
any cash flows associated with the asset
and the degree of certainty that can be
achieved in periodically determining
the asset’s useful life and value;

2. The marketability of the asset, that
is, the existence of an active and liquid
market; and

3. The salability of the asset, that is,
the feasibility of selling the asset apart
from the financial institution or from
the bulk of its assets.

All the agencies have determined that
purchased mortgage servicing rights
(PMSRs) 8 generally meet these criteria
and all allow such assets to be included
in Tier 1 capital, subject to certain
limits. The agencies currently differ on
the extent to which other intangibles
meet the criteria, and each follows °
somewhat different procedures
regarding their treatment.

e FS!C and OCC fully deduct all
intangibles other than PMSRs from Tier
1 capital. The Federal Reserve does not
automatically deduct any identifiable
intangible assets from Tier 1 capital, but
determines the appropriateness of their
inclusion in the calculation of an
organization’s capital position on a case-
by-case basis. The Board has long
considered the level and quelity of
identifiable intangible assets in
assessing the capital adequacy and
overall asset quality of banking
institutions since even those intangible
assets that meet the above criteria
usually contain a relatively high degree
of risk. The OTS has concluded that, at
least in some cases, certain othar
identifiable intangible assets (for
example, core deposit intangibles, or

8 PMSRs are identifiable intangible assets
associated with the right to service mortgage loans.
PMSRs generally arise when an institution
purchases such rights from another entity that
originated the mortgage loans. An organization that
acquires PMSRs has the obligation to collect
principal and interest payments, and escrow
amounts from the mortgagor, and to insure that all
amounts collected are passed on to the appropriate
parties. In return for performing these functions, the
servicer receives a fee, which is generally besed on
the remaining principal amount due on the
mortgages being sarviced.

©CDIs are identifiable intangible assets associated
with the value of the relatively low cost funding
afforded by core depositor relationships (that is,
certain nonbrokered retail deposits) acquired from
another depository institution. CDIs gencrally arise
when an organization purchases another depository
institution or some of its branches and assumes the
rolated deposit liabilities. The value of CDIs is
based upon the assumption that the lower cost

CDIs) ® may meet the three criteria and,
therefore, not required the
deduction of some of these other
identifiable intangible assets in
calculating capital ratios.

All the agencies specify limits on the
amount of intangibles that institutions
can include in capital. The Board’s
current risk-based capital guidelines
indicate that while ell intangible assets
will be monitored, identifiable
intangible assets in excess of 25 percent
of Tier 1 capital are subject to
particularly close scrutiny. The CCC
permits PMSRs to account for up to 25
percent of Tier 1 capital. The OTS
permits PMSRs to be included up to 50
percent of Tier 1 capital, and other
qualifying intangibles (for example,
CDIs) are limited to 25 percent of Tier
1 capital. The FDIC permits PMSRs up
to 50 percent of Tier 1 capital. Both the
OTS and the FDIC impose certain
valuation and discounting requirements
on PMSRs included in capital.

B. Proposal for the Treatment of
Identifiable Intangible Assets

For some time, the agencies have been
reviewing the capital treatment of
identifiable intangible assets with the
aim of developing greater uniformity
among the agencies in the treatment of
these assets for capital adequacy
purposes. On the basis of this review,
the Board, on February 19, 1992,
proposed for public comment revisions
to its capital adequacy guidelines to
provide explicit guidance on certain
types of intangible assets that may be
included in capital, namely PMSRs and
purchased credit card relationships
(PCCRs),” as well as specifications for
appropriate limits on the amount of
such assets that may be included within
capital. The proposed revisions
represented a proposal jointly
developed by the staffs of the four
federsl financial institutions regulatory

source of funds provided by core depositor
relationships will continue to be available to the
acquiring institution for a period of time after the
ecquisition.

7 PCCRs are identifiable intangible asseis
associated with the right to provide future advances
and other services to credit cardholders and to
provide correspondent merchant processing under
credit card arrangements that have been originated
by, and purchased from, another entity. PCCRs
geneszally arise when a credit card portfoliois
bought and the purchaser acquires the current
advances outstanding under the credit card
arrangements, which are tangible assets, as well as
the right to provide future services to the
cardholders, which is an intangible asset. The value
of PCCRs derives from the anticipated profit the
purcheser will earn from interest on future
advances, fees charged for other future credit card-
related services, after covering expenses and other
operating costs such as credit losse -
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agencies with respect to the regulatory
capital treatment of intangible assets.

The Federal Reserve also proposed
that, to the extent that PMSRs are
determined to be includable in Tier 1
capital, they should be subject to certain
valuation requirements that are
consistent with provisions of the
Federal Depaosit Insurance Corporation
Improvement Act of 1991 (FDICIA). In
that regard, section 475 of the Act
provides that the federal banking
agencies determine the amount of
PMSRs includable in the calculation of
an institution's capital, if such servicing
rights are valued at not more than 90
percent of their fair market value, and
are reviewed on at least a quarterly
basis. In addition, the Federal Reserve
proposed that institutions determine the
fair market value and book value of
PMSRs includable in capital in
accordance with criteria already set
forth in the current FDIC and OTS rules
regarding these intangible assets. Since
the calculation of the fair market value
for PCCRs is at least as subjective as it
is for PMSRs, the Federal Reserve also
proposed that PCCRs be subject to the
same valuation requirements as PMSRs,

The changes in the capital treatment
of intangible assets were proposed for
incorporation into the capital ratios
used for both examinations and
applications purposes. The proposal
stated, however, that, consistent with
the existing capital guidelines, the
Board may in certain cases continue to
evaluate an organization’s tangible
capital ratios (after deducting all
intangibles) in assessing its overall
capital adequacy, if warranted in the
judgment of the Board.

C. Proposal in Detail

The Board proposed the following
treatment for identifiable intangible
assets for purposes of the risk-based and
leverage capital guidelines:

1. PMSRs and PCCRs would be
considered qualifying intangible assets.
As such, they would not have to be
deducted from capital provided that, in
the aggregate, they do not exceed 50
percent of Tier 1 capital and provided
that PCCRs do not exceed a sublimit of
25 percent of Tier 1 capital. PMSRs and
PCCRs in excess of these limits would
be deducted from an organization’s core
capital elements in determining Tier 1
capital.®

® PMSRs and PCCRs that are included in (that is,
are not deducted from) capital would be included
in the calculation of total risk-weighted assets at a
risk weight of 100 percent for risk-based capital
purposes and would be included in total average
assets for leverage capital purposes. PMSRs and
PCCRs that are not included in (that is, are
deducted from) capital would not be included in

2. The limits on PMSRs and PCCRs
would be based on a percentage of Tier
1 capital before excess holdings of these
assets are deducted, but after goodwill
and all other nonqualifying identifiable
intangible assets (for example, CDIs) are
deducted.

3. Institutions would be required to
determine the fair market value and to
review the book value of their PMSRs
and PCCRs at least quarterly. Banking
organizations that wish to include these
assets in capital would not be able to
carry them for regulatory reporting
purposes at a book value that exceeds
the discounted value of their estimated
future net cash flows. The discounted
cash flow provision is a current
requirement in the guidelines of the
FDIC and the OTS. The discount rate
used for this purpose should not be less
than that derived at the time of
acquisition, based upon the estimated
cash flows and the price paid for the
asset at the time of purchase. A

4. For purposes of calculating Tier 1
capital, the amount of PMSRs and
PCCRs an organization could include in
capital could not exceed the lesser of 90
percent of the fair market value of the
assets (this provision is consistent with
section 475 of FDICIA), 90 percent of
their original purchase price (as
currently required by the FDIC and the
OTS), or 100 percent of their book
value.

5. CDIs and all other identifiable
intangible assets would be deducted
from the core capital elements for
purposes of calculating an institution’s
Tier 1 capital, just as goodwill, in
accordance with the Basle Accord, is
deducted.®

IL Public Comments on the Proposal

The comment period for this proposal
ended March 27, 1992. Of the forty-five
public comment letters received that
addressed the proposal, thirty-two
indicated varying levels of support for
the Board's effort to revise its capital
adequacy guidelines with regard to the
treatment of identifiable intangible
assets. Most of the commenters offering
support for the Board’s effort, however,
expressed concerns or very strong
reservations with various aspects of the
proposal. The thirteen respondents that
explicitly opposed the proposal based
their opposition on one or more of the

the calculation of total risk-weighted assets for risk-
based capital purposes and would be deducted from
total average assets for leverage capital purposes.

9 Like goodwill, CDIs and all other intangible
assets not includable in capital would not be
included in the calculation of total risk-weighted
assets for risk-based capital purposes and would be
deducted from average total assets for leverage
capital purposes.

following reasons: the pro
treatment of intangibles is too restrictive
for capital adequacy purposes; the
valuation methods are arbi and
complex, and are not in accordance
with GAAP; the treatment ignores the
risk reduction properties of CDIs and
other identifiable intangible assets; and
the proposal, if implemented, would
create a competitive disadvantage
between U.S. banking organizations and
nonfinancial institutions and between
E.S. banking organizations and foreign
anks.

A. Issues Raised by Commenters

Nine respondents indicated that the
three-part test should be used to
determine which intangible assets
would be eligible for inclusion in
capital. Fifteen respondents agreed that
PMSRs and/or PCCRs meet the three
criteria and, thus, should be included in
Tier 1 capital. Of the eighteen
commenters that addressed the issue of
limitations on the amount of PMSRs and
PCCRs that can be included in capital,
seven specifically stated that they
favored the proposed aggregate limit of
50 percent of Tier 1 capital.

ven commenters opposed both the
50 percent aggregate limit and 25
percent sublimit for PCCRs on the
grounds that these limits were arbitmrf'
and unjustified in view of the protﬁosa s
other valuation requirements for these
assets and were inconsistent with
generally accepted accounting
principles (GAAP), which does not
impose any limitations on the inclusion
of Slese assets within capital. Ten
respondents specifically opposed the 25
percent sublimit for PCCRs, which they
contended are inherently as valuable as
PMSRs and, thus, should be treated in
the same manner as PMSRs for capital
purposes.

irteen commenters specifically
addressed what they perceived as the
proposal’s ambiguity with regard to
whether or not an institution’s
qualifying intangibles, that is, PMSRs
and PCCRs, would be deducted from
capital for applications purposes. These
commenters maintained that banking
organizations should be aware of the
criteria they are being measured against
when filing applications and that
ambiguity on this matter indicated that
the Board viewed these intangibles as
worthless even though the proposal
states that they have value.

All twenty-two commenters that
addressed the proposed deduction of
CDIs from Tier 1 opposed it and
supported a full or partial inclusion of
CDIs in Tier 1 capital. Commenters
asserted that CDIs meet the criteria in
the three-part test and have real
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economic value. These commenters
contended that the proposal, if
implemented, couhf discourage
institutions from purchasing deposits
from those institutions that are
experiencing financial difficulties or are
failing, thereby depleting the deposit
insurance funds and increasing the
ultimate cost of closing an institution to
the taxpayers.

Fifteen respondents expressed
cpposition to an automatic deduction of
other identifiable intangible assets such
as purchased trust servicing rights,
purchased investment management
relationships, purchased home ty
rights, and merchant servicing ;‘%’t&
These commenters stated that although
many of these assets are classified as
intangible assets for accountin,
purposes, they are economicalfy
equivalent to tangible assets.

respondents discussed
internally generated servicing rights,
which the proposal did not address. It
was noted that although the value of
these off-balance sheet assets are often
substantial, they are not included in the
Board's consideration of an institution's
capital adequacy. Commenters
maintained that the discounted velue of
PMSRs and PCCRs should be offset by
the value of internally generated
servi ts.

'I‘w%ﬁseﬁc%hmmemm urged the Board
to consider some type of grandfathering
for identifiable intangible assets subject
‘to deduction from capital that were
acquired prior to issuance of the
proposal. While the proposal did not
contemplate grandfathering,

(ries ndentsicontended that the
uction o xisting intangible
assets would mnfan to banking
organizations that had purchased the
assets at a price that reflected the
existing rules and had established
businesses based upon these rules.
Others stated that some organizations
that currently include CDIs in their
cagital calculations would rience
substantial reductions in regulatory
capital. Several commenters indicated
that they could support a transitional
period to provide for an orderly
conversion to the new standard.

B. Respenses to the Board's Questions

Question 1: Twenty-four commenters
responded to the first question posed by
the Board which inquired whetgar the
approaches proposed for the valuation
and discounting of PMSRs and PCCRs
ware appropriate.

Eleven commenters specifically
addressed the issue of limiting the
amount of PMSRs and PCCRs included
in capital to 80 percent of fair market
value. Four respondents supported the

10 t discount, which is consistent
with the provisions regarding evaluation

of PMSRs in section 475 of FDICIA.
Seven others opposed this discount
requirement on the grounds that it is
inconsistent with GAAP and is
unnecessary in view of the active and
liquid markets for these assets. Seven
commenters also opposed the proposal
that the amount of qualifying intangible

assets includable in capital be limited to
90 percent of the original purchase price

on the grounds that such a discount is
not required by either GAAP or FDICIA
and offers little supervisory benefit in
view of the other valuation
uirements.
ine of the ten commenters

addressing the proposal that the fair
market value of PMSRs and PCCRs be
determined by applying an appropriate
market discount rate to the expected net
future cash flows supported the
proposed valuation approach. One
commenter preferred use of the original
discount rate. Six of the commenters
indicated that while the use of an actual
market sales price for PMSRs and
PCCRs would be beneficial in the
overall assessment of the fair market
value of these assets, it would not be an
adequate substitute for the proposed
method. A seventh commenter
indicated that use of recent sales prices
for PCCRs would en the validity
?l: the fair market val:: determined by

e proposed approach.

Fl%leen comnr:gnters addressed 3}1:

rogosed approach to determine

goo value of PMSRs and PCCRs
included in capital. Fourteen
respondents were against either the
requirement that these assets be valued
on their books using a discounted
approach or the specification that the
discount rate apfr ied to the estimated
future net cash flows be no lower than
the rate used at the time of acquisition.
The one commenter that supported both
requirements stated that the use of the
original discount rate would maintain
consistency in measuring subsequent
cash flows with the original projections.

Commenters opposing the discounted
appreach requirement stated that it was
inconsistent with GAAP, which permits
but does not require that an asset’s
expected cash flows be discounted to
determine the asset’s book valus, and
that it should be eliminated since it is

neither required by GAAP nor mandated

by FDICIA. The ten respondents
ogjecﬁng to the requirement for what
they viewed as an artificial floor on the
discount rate stated that it could result
in a book value that not only was lower
than amortized cost, but also was lower
than fair market value. These
organizations argued that banks need

flexibility in applying an appropriate
discount rate that would reflect current
market and portfolio conditions.

Although the Board did not propose
requiring an independent evaluation of
identifiable intangible assets, six
respondents commented on such
evaluations, which the FDIC and the
OTS currently require on an annual
basis for intangibles included in capital.
Four o zations that an
institution should be allowed to assess
internally the value of its intangibles
without incurring the cost of an
independent third party evaluation and
commended the Board for not proposing
such a requirement. Two other
organizations, however, supported the
requirement of an annual independent
evaluation on the grounds that it would
promote a conservative approach to
quarterly reviews and, thereby, help to
prevent abuses.

Nine commenters addﬂ;ro:sed the

roposal’s requirement that banking
grganizations determine the book value
and fair market value of PMSRs and
PCCRs at least quarterly. Four
organizations supported the
requirement, while five o&posed it. Four
of these five institutions on the
grounds of cost and fav annual
instead of quarterly reviews. The fifth
stated that valuations should be
performed more frequently than
quarterly.

Four commenters inquired whether
the requirement limiting the amount of
qualifying intangibles in capital to the
lesser of 80 percent of fair market value,

80 percent of original purchase prics, or
100 percent of book vSue, would be
applied on a pool-by-pool or te

portfolio basis. The proposal did not
address this issue. The four commenters
favored application of the limitation on
an aggregate portfolio basis, which they
viewed as consistent with GAAP and
with the way in which institutions
dispose of these assets. They also
expressed the view that appl
limitations on a pool-by-pool basis
would unjustly result in a reduction of
a portfolio’s value for purchases that
had decreased in value, without
permitting offsetting increases for
purchases that had risen in value.

Question 2: Eight respondents
addressad the second question posed by
the Board which asked how the recent
large level of mortgage refinancings had
affected the market for, and values of,
PMSRs and requested general market
information on identifiable intangible
assets.

The eight commenters all agreed that
the valueo::‘ P?dSRs is inversely relatg
to the speed of prepayments associat
with mortgage refinancings. They noted
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that the recent decrease in interest rates  characteristics similar to those of permit institutions to rate into
had prompted a surge of refinancings of PMSRs. their capital ratios identifiable

loans with high interest rates, resulting
in an increase in prepayments and, thus,
a decrease in the value attached to
existing PMSRs. Some respondents
stated that the value of PMSRs related
to new mortgage originations at lower
interest rates and purchases of lower
rate mortgages have maintained or
increased their value since anticipated
prepayments are expected to be low due
to the reduced interest rates at which
the mortgages were originated. As a
result, the aggregate value of an
institution’s PMSRs may have either
increased or decreased depending upon
the institution’s portfolio mix of PMSRs
related to existing loans at higher
interest rates and those related to new
loans at lower interest rates.

Several commenters stated that
although the recent refinancings have,
in general, negatively affected the
market for existing PMSRs, the income
generated from new originations and the
use of hedge instruments has had a
positive impact on institutions’
earnings. The majority of respondents to
this question concurred that the market
for new PMSRs remains competitive.

Question 3: Nine respandents
addressed the Board’s third question
which inquired as to the reasons for
which banking organizations buy
PMSRs and whether it would be
appropriate to limit an organization’s
involvement in PMSRs based on their
ability to manage the associated
prepayment ri

Some respondents to this question
indicated that PMSRs provide banks
with a stable source of revenue and an
attractive return on equity. Others
maintained that their PMSRs portfolios
were integral components of their
overall mortgage lending business. A
few commenters agreed that PMSRs
were useful hedges egainst changing
interest rates since their returns are
negatively correlated to returns on other
assets held by depository institutions.
Most respondents stated that an
organization’s overall interest rate risk
management system should include the
evaluation of the prepayment risk
associated with PMSRs.

Question 4: Nine respondents
addressed the Board’s fourth question
which solicited views on the
appropriate capital treatment for excess
servicing rights, which GAAP currently
classifies as tangible assets.

Most of these commenters agreed that
excess servi rights should not be
geducte;'l from capitel, nor treated like

MSRs for capital purposes, even
though these assets possess

III. Final Amendments to the Capital
Adequacy Guidelines With Regard to
the Capital Treatment of Intangible
Assets

After review of the comments
received and further consideration of
the issues involved, and following
consultations with the other federal
banking agencies, the Board is now
issuing in final form amendments to its
risk-based and leverags capital
guidelines to provide explicit guidance
on the types and amounts of intangible
assets that state member banks and bank
holding companies may include in
capital. These final amendments have
been developed in consultation with the
other federal banking agencies and are
consistent with international capital
standards.

As proposed, the Board will allow
banking organizations to include in
capital PMSRs and PCCRs, but will
require the deduction of CDIs and other
identifiable intangible assets. While
PMSRs and PCCRs clearly meet the
three criteria set forth in the propesal as
some of the factors considered in
determining the appropriateness of
including intangible assets in capital,
CDIs and other identifiable intangible
assets do not.

A review of the comments indicated
that inclusion in the proposed rule of
the three-part test as a means for
determining which identifiable
intangible assets could be included in
regulatory capital led some respondents
to conclude that the Board did not
necessarily intend to require the
deduction of all identifiable intangible
assets other than PMSRs and PCCRs.
Accordingly, to avoid any confusion
with regard to the Board’s views on
which intangibles qualify for inclusion
in capital, the three-part test will be
eliminated from the final rule. These
three criteria, however, will continue to
be considered in the assessment of the
quality of an institution’s intangible
assets for purposes of evaluating its
overall capital position.

A number of the commenters that
objected to the exclusion from capital of
CDIs and other identifiable intangible
assets argued that, at a minimum, such
assets that institutions had previously
acquired should be grandfathered into
capital. After further consideration of
this matter, the Board agrees that to the
extent institutions were permitted to
include such assets in capital prior to
issuance of the proposal, they should
not now be required to deduct those
assets from capital. Accordingly, for

supervisory purposes, the Board will

intangible assets other than PMSRs and
PCCRs that were acquired prior to
February 19, 1992. It should be noted,
however, that the Federal Reserve’s
longstanding practice has been to
deduct these assets from capital for
purposes of evaluating an organization’s
capital position for arplications
Eeurposes. Accordingly, the Board
lieves that it would be inappropriate
to include in the calculation of capital
ratios used for applications p
any CDIs or identifiable intangible
assets other than PMSRs or PCCRs,
whether or not such assets were
acxired prior to February 19, 1992.
pro , the final rule will
permit PMSRs and PCCRs to be
included in capital only to the extent
that, in the aggregate, they do not
exceed 50 percent of Tier 1 capital.
PCCRs also will be subject to a sublimit
of 25 percent of Tier 1 capital. While
several commenters objected to the
lower limitation on PCCRs includable in
capital, the Board believes that this
sublimit is appropriate since the market
for PCCRs does not have the liquidity
and maturity of the market for PMSRs
and the assumptions used in the
valuation of PCCRs generally are less
objective and subject to less market
discipline than those used in the
valuation of PMSRs.

In the interest of simplicity, these
limits on PMSRs and PCCRs will be
based, as proposed, on a percentage of
Tier 1 capital before excess holdings of
these assets are deducted, that is, the
sum of core capital elements (for
example, common equity and qualifying
perpetual preferred stock) less goodwill
and other nongualifying intangible
assets. This method of calculation,
however, could result in the inclusion
in capital of PMSRs and PCCRs in an
amount greater than 50 percent, and of
PCCRs in an amount greater than 25
percent, of Tier 1 capital net of
goodwill, other nonqualifying intangible
assets, and deductib?e amounts of
PMSRs and PCCRs. Thus, it would be
possible for an institution to report a
positive amount of Tier 1 capital even

though its holdings of PMSRs and
PCCRs exceed the sum of its core capital
elements. Accordingly, as pro , the

finel rule contains cautionary language
that indicates that excessive holdings of
PMSRs and PCCRs includable in capital
may be viewed &s an unsafe and
unsound practice.

For rurposes of calculating Tier 1
capital, the amount of PMSRs and
PCCRs an organization may include in
capital cannot exceed the lesser of 90
percent of the fair market value of these
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assets or 100 percent of their book
‘value. The proposal also would have
limited the amount of these assets
includable in capital to not more than
90 ‘ﬂeroent of the original purchase price
of the asset. Several commenters
opposed this requirement on the
grounds that it would impose a
recordkeeping burden but provide little
supervisory benefit in light of the other
proposed valuation requirements. In
addition, respondents noted that
FDICIA does not require this limitation.
The Board believes these arguments
have merit and, accordingly, is
eli]minating this limitation from the final
rule. :

Like the proposal, the final rule does
not specify whether the limitation to the
lesser of 90 percent of fair market value
or 100 percent of book value should be
applied on a pool-by-pool or aggregate
basis. The use of an aggregate approach
by some institutions in the past to avoid
recording a writedown of individual
assets by purchasing new assets does
raise concerns with regard to the use of
such an approach. However, the Board
believes that these concerns are
mitigated by the other valuation
requirements that are being imposed on
PMSRs and PCCRs. Accordingly, the
ruleldoes not specify either the pool-by-

ool or aggregate approach.
p As proposed, ins‘tjx}t)utions will be
required to determine the fair market
value and to review the book value of
their PMSRs and PCCRs at least
(ﬂmrierly. Unlike the FDIC and the OTS,
the Faderal Reserve did not propose that
these assets be subject to an annual
independent valuation, and the final
rule does not contain such a valuation
requirement. However, the rule does
note ihat the Federal Reserve, on a case-
by-case basis, may require an institution
to obtain independent valuations of its
intangible assets.

The proposal indicated that if an
institution wished to allow PMSRs to be
recognized for inclusion in regulatory
capital, it would have to carry them at
a book value equal to the discounted
value of their future net servicing
income. The discount rate used for this
purpose could not be less than that
derived at the time of acquisition, based
upon the estimated cash flows and the
price paid for the asset at the time of
purchase. Many commenters expressed
opposition to the use of the discounted
approach to determining book value, as
well as to a mandated floor on the °
discount rate. The Board, however,
continues to support these requirements
for the determination of the book value
of PMSRs and PCCRs for several
reasons. The use of a discounted
approach, while not required by GAAP,

is permitted by GAAP. Since this
approach is more conservative than an
undiscounted approach, the Board
believes it is the most appropriate
method to use for intangible assets
included in the calculation of regulatory
capital.

e Board also believes it is more
appropriate for institutions to use the
original discount rate, which is an
objectively determinable rate, rather
than a market-based rate as suggested by
some commenters. The original
discount rate is based on the original
purchase price relative to the estimated
future net cash flows at the time of
purchase. Market-based discount rates
are much less objective and are subject
to greater manipulation and abuse.
Moreover, the original discount rate
reflects the economics of a transaction at
its inception and, thus, its use is
consistent with the historical cost
accounting model.

In addition, determining the book
value of PMSRs and PCCRs based on
expected net cash flows discounted at
the original discount rate makes the
characteristics of these qualifying
intangible assets similar to those of
certain tangible assets (for example,
excess servicing fees receivable) that
currently have no specific capital
limitations. This requirement, therefore,
provides additional justification for the
inclusion of these qualifying intangible
assets in regulatory capital.

While a number of commenters
disagreed with the proposed discounted
approach for the vaiuation of PMSRs
and PCCRs, the Board continues to
suppert the proposed approach to the
valuation of these assets. However, the
Board believes that these valuation
requirements are more appropriately
framed in the context of regulatory
reporting requirements rather than in
the context of a regulatory capital rule.
Accordingly, the Board is eliminating
from the final rule the requirement that
the book value of PMSRs and PCCRs
included in capital be accounted for on
a discounted basis, using & discount rate
that is no less than that employed et the
time of acquisition. These reguirements,
however, will be incorporated into
instructions for the reporting of PMSRs
and PCCRs in the Reports of Condition
and Income for state member banks
(Call Report) and the Consolidated
Financial Statements for bank holding
companies with total consolidated
assets of $150 million or more (FR Y-
9C Report).10

1°For bank holding companies, these instructions
will take the form of additional line items to Risk-
Based Capital Schedule HC-1, which pertains to
risk-weighted assets.

The Board is clarifying that the capital
treatment of in ble assets set forth in
the final rule will be incorporated into
the capital ratios used for both
examinations and applications
purposes. The final rule, however, notes
that in assessing an organization’s
capital position for applications
purposes, the Board reserves the right as
it deems appropriate to take into
account the quality and composition of
an organization’s capital, together with
the quality and value of its tangible and
intangible assets. Nonetheless, as
mentioned above, any previously
acquired CDIs or other identifiable
intangible assets apart from PMSRs or
PCCRs that may be grandfathered into
capital for supervisory purposes will not
be included in the calculation of an
institution’s capital ratios for
applications purposes.

IV. Regulatory Flexibility Act Analysis

The Federal Reserve Board does not
believe adoption of this final rule would
have a significant economic impact on
a substantial number of small business
entities (in this case, small banking
organizations), in accord with the spirit
and purposes of the Regulatory
Flexibility Act (5 U.S.C. 601 et seq.). In
this regard, the vast majority of small
banking organizations have very limited
amounts of identifiable intangible
assets, which are the subject of this final
rule, as a component of their capital
structures. In addition, because the risk-
based and leverage capital guidelines
generally do not apply to bank holding
companies with consolidated assets of
less than $150 million, this final rule
will not affect such companies.

List of Subjects
12 CFR Part 208

Accounting, Agricultural loan losses,
Apglications, Appraisals, Banks,
banking, Branches, Capital adequacy,
Confidential business information,
Currency, Dividend payments, Federal
Reserve System, Flood insurancs,
Publication of reports of condition,
Reporting and recordkeeping
requirements, Securities, State member
banks.

12 CFR Part 225

Administrative practice and
procedure, Appraisals, Banks, banking,
Capital adequacy, Federal Reserve
System, Holding companies, Reporting
and recordkeeping requirements,
Securities, State member banks.

For the reasons set out in the
preamble, and pursuant to the Board's
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authority under section 5(b) of the Bank goodwill—deducted from the sum of core The amount of purchased mortgage
Holding Company Act of 1956 (12 capitzl elements in accordance with section  servicing rights and purchased credit card
U.S.C. 1844(b)), and section 810 of the ILB.1.b. of this appendix. Mla'tt‘:ln:hh:lpls bt::l: a]bank m:go include tmf
International Lending Supervision Act * * * * * capi 009801 08 LY. percent o
of 1983 (12 U.S.C. 3909), the Board is 1200 @ thmeir ﬁkanmml:.ﬁm.dpmnm t

s a. ® ®
?;xl]lec;n vs::lg 12 CFR parts 208 and 225 as b. Other in assets. The only types  Of their book value, as adjusted for capital

PART 206—MEMBERSHIP OF STATE
BANKING INSTITUTIONS IN THE
FEDERAL RESERVE SYSTEM

1. The authority citation for part 208
is revised to read as follows:

Authority: 12 U.S.C. 36, 248(a), 248(c),
321-338, 461, 481486, 601, 611, 1814,
1823(j), 3105, 3310, 3331-3351, and 3906—
3909; 15 U.S.C. 78b, 78I(b), 781(g), 78K(),
780—4(c) (5), 78q, 78q-1, and 78w.

Appendix A—[Amended]

2. Appendix A to part 208 is amended
by revising the first sentence and by
removing the second sentence of the
first undesignated paragraph of section
IILA.1.; by revising the first
undesignated paragraph of section
II.A.2.; by revising the first sentence of
section I.A.2.d.; by revising paragraph
(i) of section I1.B.; by revising section
II.B.1.b.; and by revising footnote 16 of
section II.B.2., to read as follows:

I1. Definition of Qualifying Capital for the
Risk-Based Capital Ratio
- L] - " »

A....

l..l'

Tier 1 capital is generally defined as the
sum of core capital elements 3 less goodwill

and other intangible assets req to be
deducted in accordance with section II.B.1.b.
of this appen
L] * * - -

2. * @

The maximum amount of Tier Z capital
that may be included in a bank’s quaﬂ ng
total capital is limited to 100 percent of Tier
1 capital (net of goodwill and other
intangible assets required to be deducted in
accordance with section ILB.1.b. of this

appendix).
* * » L *
d.* * *The te amount of term

subordinated debt (excluding mandatory
convertible debt) and intermediate-term
preferred stock that may be treated as
supplementary capital is limited to 50
percent of Tier 1 capital (net of goodwill and
other intangible assets required to be
deducted in accordance with section ILB.1.b.
of this appendix). * * *
* * L - L

B. L B

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

(b) Certain identifiable intangible assets,
that is, intangible assets other than

8 During the transition period and subject to
certain limitations set forth in section IV below,
Tier 1 capital may also include items defined 23
supplementary capital elements.

of identifiable intangjble assets that may be
included in, that is, not deducted from, a
bank’s capital are readily marketable
purchased mortgage servicing rights and

credit card relationships, provided
that, in the te, the total amount of
these assets included in capital does not
exceed 50 percent of Tier 1 capital.
Purchased credit card relationships are
subject to a separate sublimit of 25 percent
of Tier 1 capital. 14

For of calculating these
limitations on purchased mortgage servicing
rights and credit card

relationships, Tier 1 capital is defined as the
sum of core capital elements, net of goodwill
and all identifiable intangible assets other
than purchased servicing rights and
purchased credit relationships,
regardless of the date acquired. This method
of calculation could rmt in purchased
rights and purchased
credit card relationships being included in
capital in an amount greater then 50
percent—or in purchased credit card
relationships being included in an amount
greater than 25 percent—of the amount of
Tier 1 capital used to calculate an
institution’s capital ratios. In such instances,
the Federal Reserve may determine that a
bank is operating in an unsafe and unsound
manner because of overreliance on intangible
assets in Tier 1 capital.

Banks must review the book value of all
intangible assets at least quarterly and make
adjustments to these values as necessary. The
fair market value of purchased mortgage
servicing rights and purchased credit card
relationships also must be determined at
least quarterly. The fair market value
generally shall be determined by applying an
appropriate market discount rate to the
expected future net cash flows. 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 market value assigned to these
assets, together with supporting
documentation, during the examination
process. In addition, the Federal Reserve may
require, on a case-by-case basis, an
independent valuation of a bank’s intangible
assets.

mortgage servicing

14 Amounts of purchased mortgage servicing
rights and purchased credit card relationships in
excess of these limitations, as well as all other
identifiable intangible assets, including core deposit
intangibles and favorable leaseholds, are to be
deducted from a bauk’s core capital elements in
det Tier 1 capital. However, identifiable
intangible assets (other than purchased m
servicing rights and purchased credit card
relationships) acquired on or before Febraary 19,
1992, generally will not be deducted from capital
for supervisery although they will
continue to be m for applications purposes.

purposes in accordance with the instructions
in the commercial bank Consolidated rts
of Condition and Income (Call Report). I
both the %ppllcaﬁon of the limits on
purchased mortgage servicing rights and
purchased credit card relationships and the
adjustment of the balance sheet amount for
these intangibles 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.

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
purposes. However, in an overall
assessment of a bank’s capital adequacy for
applications 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 in ble assets.

Consm with ng-standh;..g“m Mna.l

licy, experiencing su i
gr.;)wth. whether internally or by acquisition,
are expected to maintain strong capital
positions substantially above minimum
supervisory levels, without significant
reliance on intangible assets.

2.10.!0'..

3. Appendix A to part 208 is amended
by revising the last undesignated

?amgmph of section III.C.4. to read as
ollows:

II1. Procedures for Computing Weighted Risk

Assets and Off-Balance Sheet Items
- ® L] L ] *

y C_l..

J 4"'.

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
tions; and any intangibles, including
those that may have been grandfathered into
capital.
* * * *® *

4. Appendix A to part 208 is amended
by revising the first, second, and third
sentences of the first undesignated
paragraph of section IV.A. to read as
follows:

IV. Minimum Supervisary Ratios and
Standards

- * * L ] ®

A'.l.

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.
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As reflected in Attachment VI, by year-end ®#. @« ®.2 e » *Agagoneral matter, 2% 8
1992, all state member banks d meet a average total consolidated assets are defined The maximum amount of Tier 2 capital .
minimum ratio of qualifying total capital to  as the quarterly average total assets (defined  that may be included in an tion’s

weighted risk assets of 8 percent, of which

at least 4.0 percentage points should be in the
form of Tier 1 capital. For of section
IV.A., Tier 1 capital is defined as the sum of
core capital elements less goodwill and other
intangible assets required to be deducted in
accordance with section ILB.1.b. of this
appendix. The maximum amount of
supplementary capital elements that qualifies
as Tier 2 capital is limited to 100 percent of
Tier 1 capital.* * *

L] L] L] » L]

5. In Appendix A to part 208, the
table in Attachment I is amended by
revising the fifth entry of the left
column and by revising footnote 1 of the
fifth entry of the left column to read as
follows:

ATTACHMENT II—SUMMARY DEFINITION OF
QUALIFYING CAPITAL FOR STATE MEM-
BER BANKS® USING THE YEAR-END
1992 STANDARDS

Components

. . . . .

Less: Goodwill and other intangible assets ired
to be deducted from capital.! s

description of the for, and the
limitations on, the components of capital.
'Requirements for the of other
intangible assets are set forth in section I1.B.1.b. of
this appendix.

6. In Appendix A to part 208, the
table in Attachment VI is amended b
revising the second entry of the fo
column and by adding a new footnote
number 3 to the second entry of the
fourth column to read as follows:

ATTACHMENT VI—SUMMARY
Final Amangsment—Year-End 1992

JRequirements for the deduction of other
assets are set forth In section 1.B.1.b. of
ek °

Appendix B—[Amended]

7. Appendix B to part 208 is amended
by revising footnote 2 and by revising
the last sentence of the second
undesignated paragraph of section II to
read as follows:

II. The Tier 1 Leverage Ratio
* L *®

L *

nme allm bankfor o mdf Conditi )
re on the 's Reports o on
and Income (Call Report), less goodwill;
amounts of purchased mortgage servicing
rights and credit card
relationships that, in the aggregate, are in
excess of 50 percent of Tier 1 capital;
amounts of credit card

relationships in excess of 25 percent of Tier

1 capital; all other intangible assets; and any
investments in subsidiaries or associated
companies that the Federal Reserve
determines should be deducted from Tier 1
capital. 2
L -

PART 225—BANK HOLDING
COMPANIES AND CHANGE IN BANK
CONTROL ‘

1. The authority citation for part 225
is revised to read as follows:

Authority:; 12 U.S.C. 1817(j) (13), 1818,
1831i, 1843(c)(8), 1844(b), 31086, 3108, 3310,
3331-3351, 3907 and 3909.

Appendix A—{Amended]

2. Appendix A to part 225 is amended
by revising the first sentence and by
removing the second sentence of the
first undesignated paragraph of section
II.A.1.; by revising the first
undesignated paragraph of section
II.A.2,; by revising the first sentence of
section ILA.2.d.; by revising paragraph
(i) of section II.B.; by revising section
IL.B.1.b.; and by revising footnote 17 of
section II.B.2. to read as follows:

II. Definition of Qualifying Capital for the

Risk Based Capital Ratio
« » " * *
A v
1.0 % »

Tier 1 capital is generally defined as the
sum of core capital elements® less will
and other intangible assets required to be
deducted in accordance with section IL.B.1.b.
of this appendix.

2 At the end of 1992, Tier 1 capital for state
member banks includes common equity, minority
interest in equity accounts of consolidated
subsidiaries, and qualifying noncumulative
perpetual preferred stock. In addition, as a general
matter, Tier 1 capital excludes goodwill; amounts
of p mortgage servicing rights and
purchased credit card relationships that, in the
aggregate, exceed 50 percent of Tier 1 capital;
amounts of purchased credit card relationships that
exceed 25 percent of Tier 1 capital; and all other
intangible assets. The Federal Reserve may exclude
certain investments in subsidiaries or associated
companies as appropriate.

3 Deductions from Tier 1 capital and other
adjustments are di more fully in section I.B.
of appendix A to this part. %

® During the transition period and subject to
certain limitations set forth in section IV below,
Tier 1 capital may also include items defined as
supplementary capital elements. S

qualifying total capital is limited to 100
percent of Tier 1 capital (net of goodwill and
other intangible assets required to be
deducted in accordance with section I1.B.1.b.
of this appendix). :

L * " * *

d.* * * The aggregate amount of term
subordinated debt (excluding mandatory
convertible debt) and intermediate-term
preferred stock that may be treated as
supplementary capital is limited to 50
percent of Tier 1 capital (net of goodwill and
other intangible assets required to be
deducted in accordance with section I1.B.1.b.
of this appendix). * * *

B' L

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

(b) Certain identifiable intangible assets,
that is, intangible assets other than
goodwill—deducted from the sum of core
capital elements in accordance with section
IL.B.1.b. of this appendix.

L * L L] *

1‘ L

a. L

b. Other intangible assets. The only types
of identifiable intangible assets that may be
included in, that is, not deducted from, an
organization’s capital are readily marketable
purchased mortgage servicing rights and
purchased credit card relationships, provided
that, in the aggregate, the total amount of
these assets included in capital does not
exceed 50 percent of Tier 1 capital.
Purchased credit card relationships are
subject to a separate sublimit of 25 percent
of Tier 1 capital.?®

For purposes of calculating these
limitations on purchased mortgage servicing
rights and purchased credit card
relationships, Tier 1 capital is defined as the
sum of core capital elements, net of goodwill
and all identifiable intangible assets other
than purchased mortgage servicing rights and
purchased credit card relationships,
regardless of the date acquired. This method
of calculation could result in purchmrtntl
mortgage servici ts and purchase
cradigt card relatxi?)gsrlilgl':s belu,gpincluded in
capital in an amount greater than 50
percent—or in purchased credit card
relationships being included in an amount
greater than 25 percent—of the amount of
Tier 1 capital used to calculate an
institution’s capital ratios. In such instances,
the Federal Reserve may determine that an
organization is operating in an unsafe and

18 Amounts of purchased mortgage servicing
rights and purchased credit card relationships in
excess of these limitations, as well as all other
identifiable intangible assets, including core deposit
intangibles and favorable leaseholds, are to be
deducted from an organization's core capital
elements in determining Tier 1 capital. However,
identifiable intangible m.nd(o!hu than porotied,
mortgage servi ts purchased t
relationships) m on or before February 19,
:992. generally will not bo.ldeduotod mlhl

or su though
eonunmwgﬁmmwod for applications purposes.
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unsound manner because of overreliance on
intangible assets in Tier 1 capital.

Bank holding companies must review the
book value of all intangible assets at least
quarterly and make adjustments to these
values as necessary. The fair market value of
purchased mortgage servicing rights and
purchased credit card relationships also must
be determined at least quarterly. The fair
market value generally shall be determined
by applying an appropriate market discount
rate to the expected future net cash flows.
This determination shall include adjustments
for any significant changes in original
valuation assumptions, including changes in
prepayment estimates or account ettrition
rates. :

Examiners will review both the book value
and the fair market value assigned to these
assets, together with supporting
documentation, during the inspection
process. In addition, the Federal Reserve mey
require, on a case-by-case basis, an
independent valuation of an organization's
intangible assets.

The amount of purchased mortgage
servicing rights and purchased credit card
relationships that a bank holding company
may include in capitel shall be the lesser of
90 percent of their fair market value, as
determined in accordance with this section,
or 100 percent of their book value, as
adjusted for capital purposes in accordance
with the instructions to the Consolidated
Financial Statements for Bank Holding
Cempanies (FR Y-8C Report). If both the
application of the limits on purchased
morigage servicing rights and purchased
credit card relationships and the adjustment
of the balance sheet amount for these
intangibles would result in an amount being
deducted from capital, the bank holding
company would deduct only the greater of
the two amounts from its core capital
elements in determining Tier 1 capital.

The treatment of identifiable intangible
zssets set forth in this section generally will
be used in the calculation of & bank holding
company’s capital ratios for supervisery end
applications purposes. However, in making
an overall assessment of an organization’s
capital adequacy for applications purposes,
the Board may, if it deems appropriate, take
into account the quality and composition of
an orgenization’s capital, together with the
guality and value of its tengible and
intangible assets.

Consistent with long-standing Board
policy, banking organizations experiencing
substantial growth, whether internally or by
acquisition, are expected to maintain strong
capital positions substantially sbove
minimum supervigory levels, without
significant reliance on intangible assets.

2.% n 172 ¢ & »

* - - - »

3. Appendix A to part 225 is amended
by revising the last undesignated
paragraph of section IT1.C.4. to read as
follows:

37 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 FR Y-9C Report.

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

c L

‘. .0

The following assets also are sssigned &
rigk weight of 100 percent if they have not
been deducted from capital: Investments in
unconsolidated companies, joint ventires, or
associated companies; instruments thet
qualify as capital issued by other banking
organizations; and any intangibles, including
those that may have been grandfsthered into
capiteal. )

* - - - -

4. Appendix A to part 225 is amended
by revising the first, second, third, end
fourth sentences of the first
undesignated paragreph of section IV.A.
to read as follows:

IV. Minimum Supervisory Rctios and -
Stondards

- * * - *

A. . & a

As reflected in Attachment VI, by year-end
1992, all bank holding compenies 3¢ should
meet a minimum ratio of quelifying total
eapital 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 section IV.A., Tier 1 capital is
defined as the sum of core capitel elements
less gnodwill end other intangible assets
required to be deducted in accordance with
seciion IL.B.1.b. of this appendix. The
maximum amount of supplementary czpital
elements that qualifies as Tier Z czpital is
limited to 100 percent of Tier 1 capitsl. In
addition, the combined maxirnem smount of
subordinated debt and intermediste-term
preferred stock thet qualifies es Tier 2 cepits)
is limited to 50 percent of Tier  cepits).
% & &

5. In Appendix A to part 225, the
table in Attachment II is smended by
revising the fifth entry of the left
column and by revising footnote 1 of the
fifth entry of the left column to reed as
follows:

ATTACHMENT I—SUMMARY DEFINITION OF
QUALIFYING CAPITAL FOR BANK HOLDING

COMPANIES® (USING THKE YEAR-END
1992 STANDARDS)
Components

Less: Goodwill and other Intangible assets required
1o be deducted from capital.’

. . . © ©

compit dasciiion of 1 requroments jor and i
A e
fimitations on, the components of qualitying capital,

3¢ As noted in section I above, baxnk holding
companies with less than $150 million in
consolidated assets would generally be exempt from
the calculation and analysis of risk-based ratios.on
a consolidated hol company basis, subject to
certain terms end conditions.

"Requirements for the deduction of other
;ﬁ:ngibbm are set forth In section LB 1D of

6. In Appendix A to parf 225, the
table in Attachment VI is amended by
revising the second entry of the fourth
column; by revising footnote 1; and by
revising footnote 3, which is referenced
in the second entries of the second,
third, and fourth columns, to reed as
follows:

ATTACHMENT VI—SUMMARY

Final Arrangement—Year-End 1982

- - - . .

Common equity, qualifying noncumuigtive and cu-
mulative preferred stock, ¥ and mincety
Interest less goodwill and othes Intangitiie assels
required to be deducted from capitai ¥

« . “ “ )

'Cumuiative perpetual prefemed stock & Emited
0 25% of the sum of

within Tier 1 common
stockholders’ ’39;”' qualtying pemetval prefered
srgch. and minodty interest.

3Requirements for the deducticss of cothes
intangible assets are sef forth in section LE1D of
misapoondif. . .
Appendlx D—{Amended]

7. Appendix D to pert 225 is amended
by revising footnote 3 and by revising
the last sentence of the seccnd
undesignated paregraph of section Il to
read as follows:

I}. The Tier 1 Leverage Ratio

* - - - -

= * = 3 & & * Ag g general matter,
average tota! consolidated assets are defined
as the quarterly average total assets {defined
net of the allowsnce for loan and Jease losses)
reparted on the banking organization’s
Consolidated Financial Statements (FR ¥Y-9C
Report), less goodwill; amounts of purcheased
mortgage servicing rights and purchased
credit card relationships that, in the
aggregate, are in excess of 50 percent of Tier
1 capital; amounts of purchased credit card
relationships in excess of 25 percent of Tier
1 capital; all other intangible assets; and any
investments in subsidiaries or associsted
companies that the Federal Reserve

3 At 'the end of 1992, Tier 1 capital for benk
holding companies includes common equity,
minority interest in equity accounts of consolidated
subsidiaries, qualifying noncumulative perpetual
preferred stock, and qualifying cumulative
perpetual preferred stock. (Cumulative perpetual
preferred stock is limited to 25 percent of Tier 1
capital.) In addition, as a matter, Tier 1
capital excludes goodwill; amounts of purchased
mortgage servicing rights and purchased credit card
relationships that, in the aggregats, exceed 50
percent of Tier 1 capital; amounts of purchased
credit card relationships that 'exceed 25 percent of
Tier 1 capital; and all other intangible assets. The
Federal Reserve may exclude certain investments in
subsidiaries or associated compeanies as

appropriate.
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determines-should be deducted from Tier 1
capital.*
- - * - -

Board 'of Governors of the Federal Reserve
System, February 2, 1993,
William ‘W, Wiles,
Secretary of the Board.
[FR Doc. 93-2891 Filed 2-10-93; 8:45 arm]
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