
F e d e r a l  R e s e r v e  B a n k  

o f  D a l l a s

DALLAS, TEXAS 

75265-5906

Notice 98-82

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

SUBJECT

Final Amendments to Regulation H 
(Membership of State Banking Institutions in the 

Federal Reserve System) and Regulation Y 
(Bank Holding Companies and 

Change in Bank Control)

DETAILS

The Board of Governors, along with the Office of the Comptroller of the Currency, 
the Federal Deposit Insurance Corporation, and the Office of Thrift Supervision (collectively, the 
agencies), has amended the capital adequacy standards for banks, bank holding companies, and 
savings associations. The amendments address the regulatory capital treatment of servicing 
assets on both mortgage assets and financial assets other than mortgages (nonmortgages).

In addition, the agencies have amended their risk-based capital standards for banks, 
bank holding companies, and thrift institutions with regard to the regulatory capital treatment of 
unrealized holding gains on certain equity securities. The amendment permits institutions to 
include in supplementary (Tier 2) capital up to 45 percent of the pretax net unrealized holding 
gains on certain available-for-sale equity securities.

Both final rules become effective October 1, 1998; however, institutions wishing to 
apply the provisions of these rules immediately may do so.

ATTACHMENTS

Copies of the agencies’ notices as they appear on pages 42667-79, Vol. 63, No. 153 of 
the Federal Register dated August 10, 1998, and pages 46518-24, Vol. 63, No. 169 of the Federal 
Register dated September 1, 1998, are attached.

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.

ROBERT D. McTEER,JR.
PR ES ID ENT 

AND CHIEF EX EC U TIVE O FFICER

September 10, 1998

This publication was digitized and made available by the Federal Reserve Bank of Dallas' Historical Library (FedHistory@dal.frb.org)



MORE INFORMATION

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

Sincerely yours,



Monday
August 10, 1998

Part II

Department of the Treasury
Office of the Comptroller of the Currency 
12 CFR Parts 3 and 6

Federal Reserve System
12 CFR Parts 208 and 225

Federal Deposit Insurance 
Corporation
12 CFR Part 325

Department of the Treasury
Office of Thrift Supervision 
12 CFR Parts 565 and 567

Risk-Based Capital Guidelines; Capital 
Adequacy Guidelines, and Capital 
Maintenance: Servicing Assets; Final Rule

42667
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DEPARTMENT OF THE TREASURY

Office of the Comptroller of the 
Currency

12 CFR Parts 3 and 6 

[Docket No. 98-10]

RIN 1557-AB14

FEDERAL RESERVE SYSTEM

12 CFR Parts 208 and 225 

[Regulations H and Y; Docket No. R-0976]

FEDERAL DEPOSIT INSURANCE 
CORPORATION

12 CFR Part 325 

RIN 3064-AC07

DEPARTMENT OF THE TREASURY 

Office Of Thrift Supervision 

12 CFR Parts 565 and 567 

[Docket No. 98-68]

RIN 1550-AB11

Capital; Risk-Based Capital 
Guidelines; Capital Adequacy 
Guidelines; Capital Maintenance: 
Servicing Assets

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

ACTION: Final rule.

SUMMARY: The Office of the Com ptroller 
of the Currency (OCC); the Board of 
Governors of the  Federal Reserve 
System  (Board); the Federal Deposit 
Insurance Corporation (FDIC); and  the 
Office of Thrift Superv ision  (OTS) 
(collectively, the Agencies) are 
am ending the ir capital adequacy 
standards for banks, bank  holding 
com panies, and  savings associations 
(collectively, in stitu tions or banking 
organizations) to address the regulatory 
capital treatm ent of servicing assets on 
bo th  mortgage assets and  financial 
assets o ther than  mortgages 
(nonmortgages). This ru le increases the 
m axim um  am ount of servicing assets 
(when com bined w ith  purchased  credit 
card rela tionsh ips (PCCRs)) tha t are 
includable in  regulatory capital from 50 
percen t to 100 percen t of Tier 1 capital. 
Servicing assets inc lude the aggregate 
am ount of mortgage servicing assets 
(MSAs) and  nonm ortgage servicing 
assets (NMSAs). It also applies a farther 
sub lim it of 25 percen t of Tier 1 capital

to the aggregate am ount of NMSAs and 
PCCRs. The ru le  also subjects the 
valuation  of MSAs, NMSAs, and  PCCRs 
to a 10 percen t discount. The final rule 
also m odifies certain term s used  in  the 
Agencies’ capital rules to be more 
consistent w ith  the  term inology found 
in  accounting standards recently  
prescribed by the F inancial A ccounting 
S tandards Board (FASB) for the 
reporting of these assets.
DATES: This final ru le  is effective 
October 1, 1998. The Agencies w ill not 
object if an institu tion  w ishes to apply  
the  provisions of th is final ru le 
beginning on A ugust 10, 1998.
FOR FURTHER INFORMATION CONTACT:

OCC: Gene Green, D eputy Chief 
A ccountant (202/874-5180); Roger 
Tufts, Senior Econom ic Adviser, or Tom 
Rollo, National Bank Exam iner, Capital 
Policy D ivision (202/874-5070); 
M itchell Stengel, Senior F inancial 
Econom ist, Risk A nalysis D ivision (202/ 
874-5431); Saum ya Bhavsar, A ttorney 
or Ronald Shim abukuro, Senior 
A ttorney (202/874-5090), Legislative 
an d  Regulatory A ctivities D ivision, 
Office of the Com ptroller of the 
Currency, 250 E Street, S.W., 
W ashington, D.C. 20219.

Board: A rleen Lustig, Supervisory 
F inancial A nalyst (202/452-2987), 
A rthur W. Lindo, Supervisory F inancial 
Analyst, (202/452-2695) or Thom as R. 
Boemio, Senior Supervisory F inancial 
Analyst, (202/452-2982), D ivision of 
Banking Supervision and  Regulation. 
For the hearing im paired  only, 
T elecom m unication  Device for the  Deaf 
(TDD), Diane Jenkins (202) 452-3544, 
Board of Governors of the Federal 
Reserve System, 20th and  C Streets, 
N.W., W ashington, D.C. 20551.

FDIC: For supervisory  issues, S tephen 
G. Pfeifer, Exam ination Specialist, (202/ 
898-8904), A ccounting Section,
D ivision of Supervision; for legal issues, 
M arc J. Goldstom, Counsel, (202/898- 
8807), Legal Division.

OTS: M ichael D. Solom on, Senior 
Program M anager for Capital Policy, 
(202/906-5654), C hristine Smith,
Capital and  A ccounting Policy Analyst, 
(202/906-5740), or T im othy J. Stier, 
Chief Accountant, (202/906—5699), Vern 
McKinley, Senior A ttorney, Regulations 
and  Legislation D ivision (202/906- 
6241), Office of Thrift Supervision, 1700 
G Street, N.W., W ashington, D.C. 20552. 
SUPPLEMENTARY INFORMATION:

I. Background

This section describes the  changes in 
accounting guidance tha t have 
p rom pted  the Agencies to am end their 
risk-based and  leverage capita l ru les 
w ith  respect to servicing assets.

F A S 122

In May 1995, FASB issued  Statem ent 
of F inancial A ccounting S tandards No. 
122, “A ccounting for Mortgage 
Servicing Rights” (FAS 122), w hich  
e lim inated  the d is tinction  in  generally 
accepted accounting princip les (GAAP) 
betw een  originated mortgage servicing 
rights (OMSRs) and  purchased  mortgage 
servicing rights (PMSRs). FAS 122 
requ ired  that these assets, together 
know n as mortgage servicing rights 
(MSRs), be trea ted  as a single class of 
assets for financial sta tem ent purposes, 
regardless of how  the  servicing rights 
w ere acqu ired .1 This change allowed 
OMSRs to be reported  as balance sheet 
assets for the first time. U nder FAS 122, 
OMSRs and PMSRs w ere treated the 
same for reporting, valuation , and 
disclosure purposes. A m ong other 
things, FAS 122 im posed  valuation and 
im pairm ent criteria based  on the 
stratification of MSRs by the ir 
p redom inan t risk  characteristics. In 
addition , prio r to FAS 122, GAAP 
treated  MSRs as in tangible assets. FAS 
122 e lim inated  th is characterization as 
unnecessary  because sim ilar 
characterizations as tangible or 
in tangible are not app lied  to m ost other 
assets.

The Agencies adop ted  FAS 122 for 
regulatory reporting purposes and  then  
issued  a joint in terim  ru le  on the 
regulatory capital trea tm en t of MSRs 
w ith  a request for pub lic  com m ent on 
A ugust 1, 1995 (60 FR 39226). The 
in terim  rule, w h ich  becam e effective 
u p o n  publication , am ended  the 
A gencies’ capital adequacy standards 
for mortgage servicing rights and 
intangible assets. It treated  OMSRs in  
the sam e m anner as PMSRs for 
regulatory capital purposes. The interim  
ru le perm itted  banking organizations to 
inc lude MSRs p lus PCCRs in  regulatory 
capital up  to a lim it of 50 percent of Tier 
1 capita l.2 In addition , the  interim  rule 
app lied  a 10 percen t valuation  discount 
(or “h a ircu t”) to all MSRs and  PCCRs. 
This haircu t is statu torily  required  for 
PMSRs.3 The in terim  ru le d id  not

1 Mortgage servicing rights represent the 
contractual obligations undertaken by an institution 
to provide the servicing for mortgage loans owned 
by others, typically for a fee. Mortgage servicing 
rights generally have value to the servicing 
institution due to the present value of the expected 
net future cash flows for servicing mortgage assets. 
PMSRs are mortgage servicing rights that are 
purchased from other parties. The purchaser is not 
the originator of the mortgages. OMSRs, on the 
other hand, generally represent the servicing rights 
created w hen an institution originates mortgage 
loans and subsequently sells the loans but retains 
the servicing rights.

2 For OTS purposes, Tier 1 capital is the same as 
core capital.

3 This 10 percent haircut is required by section 
475 of the Federal Deposit Insurance Corporation
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am end any  other elem ents of the 
A gencies’ capita l rules.

F A S 125

In June 1996, FASB issued  Statem ent 
of F inancial A ccounting S tandards No. 
125, “A ccounting for Transfers and 
Servicing of F inancial Assets and 
Extinguishm ents of L iabilities’ (FAS 
125), the servicing related provisions of 
w hich  becam e effective on January 1, 
1997. FAS 125, w h ich  superseded  FAS 
122, requires organizations to recognize 
separate servicing assets (or liabilities) 
for the contractual obligation to service 
financial assets (e.g., mortgage loans, 
credit card receivables) tha t the entities 
have either so ld  or securitized  w ith  
servicing retained. Furtherm ore, 
servicing assets (or liabilities) that are 
purchased  (or assum ed) as part of a 
separate transaction  m ust also be 
recognized u n d e r  FAS 125.

FAS 125 also elim inates the previous 
d istinction  in  GAAP betw een  norm al 
servicing fees an d  excess servicing fees.4 
FAS 125 reclassifies these cash flows 
into tw o assets: (a) servicing assets, 
w h ich  are m easured  based on 
contractually  specified servicing fees; 
and  (b) in terest-only  (I/O) strips 
receivable, w h ich  reflect rights to future 
interest incom e from  the serviced assets 
in  excess of the  contractually  specified 
servicing fees. In  addition , FAS 125 
generally requires I/O strips and  other 
financial assets (including loans, other 
receivables, an d  re ta ined  in terests in  
securitizations) to be m easured  at fair 
value if they  can be contractually  
prepaid  or o therw ise se ttled  in  such a 
w ay tha t the h o lder w ou ld  no t recover 
substantially  all of its recorded 
investm ent.5 However, u n d er FAS 125, 
no servicing asset (or liability) need  be 
recognized w h en  a banking organization 
securitizes assets, retains all of the 
resulting  securities, and  classifies the 
securities as held-to-m aturity  in 
accordance w ith  FAS 115.

FAS 125 also adopts the  valuation 
approach  established in  FAS 122 for

Improvement Act of 1991 (FDICIA) (12 U.S.C. 1828 
note). Also see the Financial Institutions Recovery, 
Reform, and Enforcement Act (FIRREA) (12 U.S.C. 
1464(t)) for the statute applicable to thrifts. It 
applies to the fair value of the MSRs so that the 
amount of MSRs recognized for regulatory capital 
purposes does not exceed 90 percent of the fair 
value.

4Prior to FAS 125, excess servicing fees arose 
only w hen an organization sold loans but retained 
the servicing and received a servicing fee that was 
in  excess of a normal servicing fee. Excess servicing 
fees receivable (ESFRs) represented the present 
value of the excess servicing fees and were reported 
as a separate asset on an institution’s balance sheet.

5 These assets are to be m easured at fair value like 
debt securities that are classified as available-for- 
sale or trading securities under FASB Statement No.
115, “Accounting for Certain Investments in Debt 
and Equity Securities” (FAS 115).

determ in ing  the im pairm ent of mortgage 
servicing assets (MSAs) and  extends this 
approach  to all o ther servicing assets 
(i.e., servicing assets on financial assets 
o ther th an  mortgages). Thus, 
im pairm en t shou ld  be assessed based on 
the stratification of servicing assets by 
the ir p redom inan t risk  characteristics.

The A gencies issued  in terim  guidance 
to banking organizations on  December 
18 ,1996 , to ensure banking 
organizations’ com pliance w ith  FAS 125 
for reporting  purposes w hen  the 
servicing-related provisions becam e 
effective on January 1 ,1997. U nder the 
in terim  guidance, the Agencies also 
clarified tha t the ir existing ru les on 
mortgage servicing app lied  to all MSAs. 
Furtherm ore, consistent w ith  their 
existing rules, the OCC, FDIC, an d  the 
Board d id  no t allow  the inc lusion  of 
NMSAs for regulatory capital purposes. 
The OTS in c luded  NMSAs in  regulatory 
capital, subject to the sam e 50 percen t 
of Tier 1 capital aggregate lim it, 25 
percen t sublim it, and  10 percen t haircu t 
applicab le to PCCRs.

II. Description o f the Proposal

The A gencies issued  a joint p roposed 
ru le on A ugust 4, 1997 (62 FR 42006). 
The proposal raised  th ree m ain  
questions: (1) Should  the Agencies 
con tinue to reta in  a lim ita tion  on the 
am ount of mortgage servicing assets tha t 
m ay be inc luded  in  regulatory capital;
(2) shou ld  the Agencies continue to 
deduc t NMSAs for regulatory capital 
purposes; and, (3) shou ld  the Agencies 
im pose regulatory capital lim its on  I/O 
strips receivable not in  the  form of a 
security  or on certain  other nonsecurity  
financial in strum ents subject to 
p repaym ent risk  (collectively, I/O strips 
receivable)?

Specifically, w ith  respect to the first 
issue, the  Agencies proposed  to increase 
the  aggregate am ount of MSAs and  
PCCRs th a t banking organizations could  
inc lude in  regulatory capital from 50 to 
100 percen t of T ier 1 capital. In 
add ition , they  proposed  to apply  the  10 
percen t haircu t to all MSAs. The 
proposal also con tinued  to subject 
PCCRs to a 10 percen t haircu t and  a 25 
percen t of Tier 1 capital sublim it.

W ith respect to the  second issue, the 
Agencies p roposed  to exclude from 
regulatory capital the am ount of banking 
organizations’ NMSAs. Prior to the 
adop tion  of FAS 125, NMSAs generally 
w ere n o t recognized as balance sheet 
assets for GAAP or regulatory reporting 
purposes.

W ith respect to the th ird  issue, the 
Agencies requested  com m ent on two 
options for the capital treatm ent of I/O 
strips receivable. U nder A lternative A, 
I/O strips receivable, w hether or no t in

the form of a security, w ou ld  be 
inc luded  in  Tier 1 capital on  an 
un lim ited  basis; that is, they  w ou ld  not 
be subject to any Tier 1 capital 
deduction. U nder A lternative B, I/O 
strips receivable no t in  the form of a 
security  w ou ld  be com bined w ith  the 
corresponding type of servicing assets 
and  subject to the  same capital 
lim ita tion  and  10 percen t h a ircu t (or 
capital deduction) tha t are app lied  to 
the rela ted  servicing assets.

In addition , the Agencies specifically 
requested  public  com m ent on  a num ber 
of topics rela ted  to the proposal. The 
topics inc lu d ed  the  reliability  of the fair 
values of servicing assets, the 
appropriate  T ier 1 capital lim ita tion  for 
mortgage and  NMSAs, an d  w hether 
servicing assets tha t are d isa llow ed for 
regulatory capita l purposes shou ld  be 
deducted  on a basis tha t is ne t of any 
associated deferred tax liability.

III. Summary o f  Comments and 
Description o f the Final Rule

Final R ule

After considering  the public  
com m ents received and  d iscussed  
below , the  A gencies have dec ided  to 
am end the ir respective risk-based and 
leverage capital ru les as follows:

(a) A ll servicing assets and  PCCRs tha t 
are inc ludab le  in  capital are each 
subject to a 90 percen t of fair value 
lim ita tion  (also know n as a “ 10 percen t 
h a ircu t” ).6

(b) The aggregate am ount of all 
servicing assets and  PCCRs in c lu d ed  in  
capital cannot exceed 100% of T ier 1 
capital.

(c) The aggregate am ount of NMSAs 
and  PCCRs inc lu d ed  in  capita l cannot 
exceed 25% of T ier 1 capital.

(d) All o ther intangible assets (other 
than  qualifying PCCRs) m ust be 
deducted  from Tier 1 capital.

A m ounts of servicing assets and  
PCCRs in  excess of the am ounts 
allow able m ust be deducted  in  
determ ining Tier 1 capital. Furtherm ore, 
I/O strips receivable, w hether or no t in 
security  form, are no t subject to any 
regulatory capital lim ita tions u n d e r  th is 
rule.

6The Agencies have chosen to use FAS 125 
terminology when referring to servicing assets and 
financial assets. The Agencies’ regulatory reports 
(Reports of Condition and Income for commercial 
banks and FDIC-supervised savings banks, Thrift 
Financial Report (TFR) for savings associations, and 
Consolidated Financial Statements (FR Y-9C) for 
bank holding companies) also reflect FAS 125 
definitions for the reporting of servicing assets. 
Consistent w ith the foregoing, the FDIC has made 
an additional technical clarification to its definition 
of “mortgage servicing assets” in 12 CFR 325.2(n) 
that conforms this definition more closely to the 
definitions used in the Agencies’ regulatory reports.
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Su m m a ry  o f  C om m ents

The Agencies collectively received 35 
com m ent letters on the proposal during 
the  com m ent period, w h ich  ended  on 
October 3, 1997. The com m enters 
represen ted  a diverse group of 
organizations tha t included: Six banks, 
seven bank  holding com panies, seven 
Federal Reserve Banks, seven thrifts, 
seven trade associations, and  one 
governm ent sponsored  enterprise. This 
final rule is sim ilar in  m ost respects to 
the A gencies’ proposal, b u t incorporates 
several changes in  response to 
com m ents received. The following 
analysis identifies and  discusses the 
m ajor issues raised  in  the com m ents and  
the  A gencies’ responses to these  issues.

Capital L im ita tion fo r  Mortgage 
Servicing A sse ts

The Agencies solicited  com m ent on  a 
proposal to increase the  50 percen t of 
T ier 1 capital lim it for MSAs an d  PCCRs 
to 100 percen t of Tier 1 capita l and  to 
reta in  a 25 percen t sublim it for PCCRs. 
The Agencies also requested  com m ent 
on w hat the aggregate lim it, if  any, 
shou ld  be for the inc lusion  of MSAs and 
PCCRs in  regulatory capital. The 
Agencies received 29 com m ents on  th is 
issue. Twenty-five of the  29 com m enters 
supported  increasing the 50 percen t 
lim it. Some of these com m enters 
supported  the p roposal’s increase to 100 
percen t of T ier 1 capital. O thers 
recom m ended  a higher Tier 1 capital 
lim ita tion  (e.g., 200 percen t of capital), 
w h ile  still others recom m ended  the 
com plete e lim ination  of any lim ita tion  
on  the am ount of MSAs inc lu d ed  in  Tier 
1 capital.

Those com m enters supporting  an 
increase in, or e lim ination  of, the Tier 
1 capital lim it argued tha t the  GAAP 
valuation  and  im pairm en t requirem ents 
for MSAs u n d er FAS 125, w h ich  are 
based  on the low er of cost or m arket 
(LOCOM), are conservative. Therefore, 
they  argued tha t these standards provide 
safeguards against the  risks associated 
w ith  these assets and  prec lude the need  
for regulatory capital lim itations. They 
further reasoned tha t the  fair value of 
MSAs is readily  available in  the  active, 
m ature m arket for MSAs. This 
inform ation, in  tu rn , allows m arket 
partic ipan ts to use m arket-based data on 
p repaym ent speeds and  d iscoun t rates 
to m odel the presen t values of MSAs 
using d iscounted  cash flow valuation  
techniques. Furtherm ore, they  argued 
tha t the use of the m arket-based data on 
prepaym ents, loan balances, 
delinquencies, and  servicing costs helps 
reduce the  volatility  of reported  values 
of servicing assets. Some of these 
com m enters also no ted  tha t software

packages used  to determ ine fair values 
of MSAs enable servicers to more 
accurately value MSAs.

Several com m enters w ho w ere in 
favor of elim inating the  regulatory 
capital lim it on  MSAs believed tha t the 
A gencies’ capital gu idelines should  
focus on in s titu tions’ overall risk 
profiles ra the r than  on lim itations for 
specific types of assets, such  as MSAs 
w h ich  are often hedged.

Furtherm ore, m ost com m enters 
believed tha t the requ irem ent to deduct 
from Tier 1 capital all am ounts of MSAs 
exceeding the  percen t of T ier 1 capital 
lim ita tion  w ou ld  continue to pu t 
insu red  institu tions at a com petitive 
disadvantage vis-a-vis non-regulated/ 
nonbank  entities. Such  u n insu red  
entities are no t subject to the cost of this 
capital lim itation , w h ich  increases 
in su red  in s titu tions’ costs for 
perform ing servicing and, in  turn , lim its 
the  growth of the ir portion  of the 
servicing and  securitization  markets.

O ther com m enters no ted  tha t the Tier 
1 capital lim it shou ld  be increased 
because the lim it is considerably  more 
constraining now  th an  it w as prior to 
the issuance of FAS 122 and  FAS 125 
because FAS 122 requ ired  the 
capita lization  of OMSRs and  FAS 125 
redefined  MSAs to inc lude the  bu lk  of 
ESFRs. The 50 percen t lim it was 
originally in tended  only for PMSRs, bu t 
is now  app lied  to OMSRs and  the large 
majority of w hat w ere form erly 
classified as ESFRs.

F our com m enters opposed  the 
increase of MSAs to 100 percen t of Tier 
1 capital noting problem s in  estim ating 
the ir value, inc lud ing  difficulty in 
m aking assum ptions regarding future 
loan  repaym ents, credit quality, and 
in terest rates. In addition , these 
com m enters po in ted  ou t tha t a w eak 
econom y or significant changes in  
in terest rates could  exacerbate problem s 
of uncertain ty  in valuing MSAs, due, in 
part, to changes in mortgage prepaym ent 
rates. One com m enter no ted  that despite 
con tinued  growth in  the market, it is 
concerned tha t com m unity  banks 
holding relatively sm all am ounts of 
these assets still face significant 
d ifficulties in  obtaining accurate 
valuations. These com m enters do no t 
believe that, for the ir  banking 
organizations, adequate inform ation is 
available overall to m ake appropriate 
assum ptions in  calculating valuations 
and  im pairm ent.

The Agencies believe tha t increasing 
the  lim it of MSAs allow able in  Tier 1 
capital from 50 to 100 percen t is 
appropriate  and  that the application  of 
m ore rigorous valuation  and  im pairm ent 
standards for servicing assets pursuan t 
to FAS 125 has im proved  the  valuation

of these assets.7 FAS 125 has 
significantly changed the treatm ent of 
mortgage servicing from  w hen  Congress 
th rough  FIRREA im posed  PMSR lim its 
on thrifts in 1989 and  FDICIA im posed 
valuation  criteria on all ban k s’ and 
th rifts’ PMSRs in  1991.8 Furtherm ore, 
the volum e of servicing assets that is 
traded  regularly  in  the  m arket has 
greatly increased, m aking m arket-based 
data m ore read ily  available and  
inform ation on prepaym ent rates, 
delinquency  rates, and  other servicing 
costs m ore accessible. However, the 
Agencies also believe tha t m ore 
experience w ith  in stitu tio n s’ 
application  of the valuation  standard  
u n d er FAS 125, as w ell as w ith  the 
vo latility  of these assets, is needed 
before considering  the  rem oval, or 
fu rther easing, of the  Tier 1 capital 
lim its. Therefore, as a resu lt of 
developm ent of the  mortgage servicing 
m arkets and  the  im proved  valuation  and  
im pairm ent standards u n d er FAS 122 
and  125, the Agencies are increasing the 
Tier 1 capital lim it for MSAs from 50 to 
100 percen t of T ier 1 capital.

P urchased Credit Card R elationships

The Agencies p roposed  no changes to 
the  curren t regulatory capital treatm ent 
of PCCRs, w h ich  are subject to the 100 
percen t of T ier 1 lim it, to a 25 percent 
of T ier 1 capital sublim it, and  to a 10 
percen t haircut. A lthough the Agencies 
d id  no t specifically request com m ent on 
the capital treatm ent of PCCRs, except 
in  the  context of an  aggregate limit 
w hen  com bined w ith  servicing assets, 
the  Agencies received six com m ents on 
the  regulatory capital lim ita tion  of 
PCCRs. Generally, these  com m enters 
supported  rem oving all regulatory 
capita l lim its on PCCRs, although a few 
supported  som e type of lim itation.
Since the Agencies d id  not solicit 
com m ents, they  are no t taking any 
action  at this tim e.9

7 Among other things, FAS 125 requires banking 
organizations to stratify their servicing assets based 
on one or more of their predom inant risk 
characteristics. Thus, declines in fair market value 
of a particular stratum  of servicing assets below cost 
must be recognized under GAAP, while gains in the 
value of another stratum of servicing assets may not 
offset losses experienced in  other strata. This 
methodology discourages banking organizations 
from overvaluing their servicing portfolios because 
they will be required to recognize larger declines if 
prepayments occur.

8 The current 50 percent of Tier 1 capital limit 
applies to the aggregate amount of MSAs and 
PCCRs only. The final rule w ill apply the 100 
percent of Tier 1 capital lim it to the aggregate 
am ount of MSAs, NMSAs, and PCCRs.

9 Under the existing rules, only PCCRs are subject 
to the sublimit of 25 percent of Tier 1 capital. Under 
the final rule, the sublim it will apply to the
aggregate amount of PCCRs and NMSAs.
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Nonm ortgage Servicing A sse ts

The Agencies requested  com m ent on 
w hether servicing assets on 
nonm ortgage financial assets shou ld  be 
recognized in  Tier 1 capital. The 
Agencies received 18 com m ents 
addressing  th is  issue. Five com m enters 
supported  the  p roposal’s full deduction  
of NMSAs from regulatory capital 
because of valuation  and m arket 
liqu id ity  concerns. The other 
com m enters recom m ended  tha t the 
Agencies p lace either no  lim it on 
NMSAs or apply  the proposed  treatm ent 
for MSAs [i.e., 100 percen t of Tier 1 
capital).

The com m enters opposing the 
proposal acknow ledged tha t the m arket 
for NMSAs is less developed  than  for 
MSAs, bu t believed tha t the  Agencies 
shou ld  no t prevent the developm ent of 
m arkets for NMSAs by  excluding these 
assets from regulatory capital. These 
com m enters argued that: (1) The 
rigorous valuation  and  im pairm ent 
criteria of FAS 125 are conservative and  
provide sufficient p ro tection  against 
overvaluation of NMSAs; (2) NMSAs 
have less po ten tia l for volatility  than  
MSAs because they typically  have 
shorter lives than  MSAs and  are no t as 
sensitive to changes in  m arket interest 
rates; (3) fair values are obtainable for 
NMSAs using  d iscoun ted  cash flow 
m odels or m arket surveys of sim ilar 
pricing arrangem ents; (4) excluding 
NMSAs from regulatory capital w ou ld  
p u t financial in stitu tions at a serious 
com petitive d isadvantage w ith  n o n 
regulated entities; and  (5) there is 
sufficient experience w ith  contractual 
servicing fees related  to securitizations 
to enable exam iners to evaluate the 
appropriateness of such  fees. Finally, 
these com m enters argued that, u nder 
FAS 125, the  m ajority of banks w ith  
substantial am ounts of servicing assets 
an d  other nonsecurity  financial 
instrum ents rela ted  to securitizations 
generally have sophis ticated  cost 
accounting systems and  can clearly 
track the ir cost associated w ith  servicing 
the securitized  receivables. Therefore, 
these com m enters con tended  tha t a fully 
developed public m arket in  trading 
these servicing portfolios is not 
necessary in  determ ining the ir  fair 
va lue .10

The proposal also requested  com m ent 
on  w hat types of nonm ortgage financial

10 One commenter noted that OTS-regulated 
institutions are currently allowed to include 
NMSAs in Tier 1 capital, subject to the same haircut 
and 25 percent sublimit as PCCRs. Therefore, they 
recommended a grandfathering provision for 
transactions that occurred prior to any change in 
the regulatory capital treatment of NMSAs. Under 
today’s final rule, these grandfathering provisions 
are unnecessary.

assets (other than  loans secured by first 
liens on 1- to 4-family residen tia l 
properties) banking organizations 
curren tly  book as servicing assets or 
I/O  strips receivable. Seven com m enters 
responded  to th is question. These 
com m enters no ted  the following types 
of servicing assets: Com m ercial loans, 
autom obile loans, credit card 
receivables, unsecured  installm ent 
loans, s tuden t loans, Small Business 
A dm inistration  loans, hom e equity 
loans, com m ercial mortgages, 
recreational vehicle loans, and  m arine 
loans.

After careful consideration  of these 
com m ents, the Agencies have decided  
to allow  banking organizations to 
inc lude NMSAs in  Tier 1 capital, bu t 
subject the aggregate of NMSAs and 
PCCRs to the 25 percen t of Tier 1 
sublim it and  to the 10 percen t haircut. 
The Agencies believe that a conservative 
regulatory capital lim it is appropriate  
u n til the dep th  and  m aturity  of this 
m arket develops further. This approach  
allow s banking organizations to inc lude 
som e p ruden tly  valued  NMSAs in  Tier 
1 capital ca lculations, w hile  retain ing 
the  supervisory  safeguards that the 
Agencies believe are w arranted  in  light 
of the ir  concerns about the potential 
valuation, liquidity , and  volatility  of 
these  assets .11

D iscounted  V aluation (“H aircu t”)

The final ru le  retains the in terim  
ru le ’s app lica tion  of the requ ired  10 
percen t d iscoun t in  valuing MSAs and  
PCCRs. A lthough the  Agencies d id  no t 
specifically  request com m ent on this 
issue, n ine  com m enters recom m ended 
elim ination  of the haircut. These 
com m enters acknow ledged tha t the 
valuation  d iscoun t is required  by statute 
for PMSRs, bu t advocated  its 
e lim ination  by legislative change.12 At a 
m in im um , som e com m enters 
recom m ended  tha t the haircu t apply  
only to PMSRs, even though the 
app lica tion  of the haircu t to PMSRs 
could  be difficult because PMSRs are 
n o t reported  as separate assets u n d er 
GAAP. These com m enters argued tha t 
the ha ircu t is an  arbitrary and 
ineffective w ay to protect against

11 While savings associations may include 
NMSAs in core (Tier 1) capital, they may not 
include such assets in tangible capital under 12 
U.S.C. 1464(t)(9)(C). See OTS final rule at 12 CFR 
567.12(b)(2). In addition, OTS has revised its 
definition of tangible equity under the prompt 
corrective action rule at 12 CFR 565.2($. The 
revised rule reflects the fact that NMSAs are 
deducted from tangible equity and other minor 
technical changes.

12 Section 115 of S. 1405, the Financial Regulatory 
Relief and Economic Efficiency Act, currently 
pending, could, among other things, provide 
discretion for the Agencies to reduce or eliminate 
the ten percent haircut for PMSRs.

prepaym ent and  other risks. Instead, 
they  believed tha t it is preferable to 
m easure risks associated w ith  MSAs 
and  PCCRs as part of banking 
organizations’ overall in terest rate risk 
analyses. One com m enter, how ever, 
suppo rted  reta in ing the ten  percent 
haircu t because it injects an  elem ent of 
conservatism  into the regulatory capital 
m easure. The final ru le  reta ins the  10 
percen t ha ircu t for MSAs and  PCCRs 
and  extends it to NMSAs. The Agencies, 
how ever, m ay revisit th is issue if 
Congress revises the cu rren t statu tory  
requirem ent.

In terest-O nly S trips R eceivable

The Agencies proposed, and 
requested  public  com m ent on, tw o 
options for the capital trea tm ent of I/O 
strips receivable. U nder A lternative A, 
I/O  strips receivable, w hether or no t in  
the  form of a security, w ou ld  be 
in c luded  in  Tier 1 capital on  an 
u n lim ited  basis, tha t is, they  w ou ld  no t 
be deduc ted  from Tier 1 capital 
regardless of the am ount of such 
holdings. U nder A lternative B, I/O 
strips receivable no t in the form of a 
security  w ou ld  be subject to the  sam e 
capita l lim itations and  10 percen t 
haircu t th a t are app lied  to the related 
type of servicing assets. The Agencies 
also asked for com m ent on w h ether the 
defin ition  of I/O strips receivable that 
cou ld  be subject to such  capital 
lim ita tions u n d er A lternative B shou ld  
be expanded  to inc lude certain  other 
financia l assets no t in  security  form tha t 
have substantial p repaym ent risks (as 
defined in  FAS 125).

The Agencies received 19 com m ents 
on  the trea tm ent of I/O strips receivable. 
Fourteen  com m enters supported  
A lternative A, con tending  th a t I/O strips 
receivable shou ld  no t be subject to a 
T ier 1 capita l lim it. They asserted  tha t 
I/O strips receivable associated w ith  
servicing assets are ind istingu ishab le  
from  I/O strip  securities and  sho u ld  be 
trea ted  consisten tly  w ith  o ther I/O strip 
securities, w h ich  are no t subject to T ier 
1 capita l lim itations. In add ition , these 
com m enters believed  that, because the 
incom e stream  of I/O strips receivable is 
no t dep en d en t on a banking 
organization  servicing the underly ing  
loans, I/O strips receivable shou ld  not 
necessarily  be subject to th e  same 
capita l requirem ent app lied  to the 
servicing assets on the  sam e type of 
loans. Som e com m enters no ted  tha t 
banking organizations’ in terest rate risk  
m odels curren tly  m easure an d  assess 
the  risk  of I/O strips, w h ich  provide a 
better analytical foundation  for 
establishing capital requirem ents than  
im posing rig id  percentage-of-capital 
lim itations. O ther com m enters stated
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tha t I/O strips receivable often serve as 
a credit enhancem ent to securities 
holders and  therefore already are subject 
to the  capital treatm ent for recourse 
obligations and  d irect credit substitutes.

Five com m enters supported  
A lternative B. The reasons cited  by 
these com m enters inc luded  the 
difficulty of valu ing I/O  strips 
receivable because they  are not 
securities, not rated, and  no t registered. 
These com m enters also cited  the lack of 
an  active, liqu id  m arket because these 
assets are relatively new  financial 
assets. O ne com m enter argued tha t if  1/
O strips receivable are not subject to the 
sam e capita l lim ita tion  as th e ir  related  
servicing assets, banking organizations 
m ay be inc lined  to avoid capital 
lim ita tions by negotiating contracts tha t 
classify m ore of the  cash flows as I/O 
strips receivable instead  of servicing 
assets.

Based on the com m ents received and  
a further analysis of the issues, the 
Agencies have dec ided  to adop t 
A lternative A. The Agencies agree that 
I/O strips receivable associated w ith  
servicing assets are sufficiently  sim ilar 
to I/O strip  securities, w h ich  are not 
subject to a capital deduction  
requirem ent u n d er cu rren t rules, to 
w arran t consistent treatm ent. 
Furtherm ore, the agencies also 
recognize the p ruden tia l effects of 
banking organizations’ relying on their 
ow n risk  assessm ent and  valuation  
tools, particu larly  the ir  in terest-rate risk, 
m arket risk, and  o ther analytical 
m odels. A ccordingly, the Agencies w ill 
no t app ly  a regulatory capita l lim ita tion  
to I/O strips receivable or non-security  
financial instrum ents u n d er the final 
rule. N evertheless, the Agencies w ill 
con tinue to review  banking 
organizations’ valuation  of I/O strips 
receivable, evaluate concentrations of 
these assets relative to the organizations’ 
regulatory capital levels, an d  determ ine 
w hether cash flows are being correctly 
classified as either I/O strips receivable 
or servicing assets. As w ith  o ther assets, 
the Agencies may, on a case-by-case 
basis, require banking organizations that 
the Agencies determ ine have high 
concentrations of these assets relative to 
th e ir  capital, or are o therw ise at risk 
from  these assets, to h o ld  additional 
capita l com m ensurate  w ith  the ir  risk 
exposure.

In add ition , the Agencies w ill 
con tinue to app ly  the capital treatm ent 
for assets sold w ith  recourse to those 
arrangem ents w here I/O strips 
receivable are used  as a credit 
enhancem ent to absorb cred it risk  on 
the  underly ing  loans tha t have been 
sold.

O ther Issues

Excess Servicing Fees Receivables

The proposal requested  com m ent on 
the appropriate  capital treatm ent for 
am ounts p reviously  designated as 
ESFRs if a banking organization still 
m ainta ins th is  breakdow n for incom e 
tax or other purposes. The Agencies 
requested  com m ent on ESFRs because, 
for tax purposes, banking organizations 
m ay continue to report ESFRs separately 
from servicing assets. The agencies w ere 
exploring w hether any banking 
organizations tha t report ESFRs for tax 
purposes w ou ld  sim ilarly  w ant to report 
ESFRs separately  for regulatory capital 
purposes.

The Agencies received n ine 
com m ents on th is question. The 
com m enters generally supported  
according ESFRs the  sam e capital 
treatm ent as I/O strips receivable, 
because bo th  ESFRs and  I/O strips 
receivable can  be so ld  separately from 
the servicing asset, or treating ESFRs 
like other servicing assets. If ESFRs are 
trea ted  like I/O strips receivable, the 
com m enters thought that they should  
not be subject to any regulatory capital 
lim itations or valuation discounts.
O ther com m enters noted  tha t the 
A gencies’ p roposed  increase of servicing 
assets to 100 percen t is a m eaningful 
liberalization  because m ore assets, 
includ ing  m any ESFRs, m ay fall w ith in  
the scope of the lim it. One com m enter, 
however, recom m ended  a 200 percen t 
capital limit.

U nder th is final capital rule, banking 
organizations shou ld  follow  FAS 125 in  
reporting cash flows as either servicing 
assets or I/O strips receivable. Some 
cash flows tha t w ere previously 
categorized as ESFRs, particularly  
ESFRs not related  to residential 
mortgage loans, w ill be classified as 1/
0  strips receivable. On the other hand, 
som e excess servicing fees may becom e 
part of the contractually  specified 
servicing fees u n d e r  FAS 125. The 
A gencies’ decision to increase the Tier
1 capital lim ita tion  from 50 to 100 
percen t shou ld  m itigate the capital 
effects of inc lud ing  such ESFRs in 
servicing assets.

Hedging the  Servicing Assets Portfolio

The proposal requested  com m ent on 
w hat effect efforts to hedge the MSA 
portfolio shou ld  have on the application  
of capital lim ita tions to various types of 
servicing assets. T hirteen com m enters 
addressed th is question. Two 
com m enters believed tha t efforts to 
hedge the mortgage servicing asset 
portfolio shou ld  no t im pact the capital 
lim itations for these assets.
A lternatively, six com m enters

supported  the incorporation  of hedging 
in to  banking organizations’ capital 
com putations. Two of these com m enters 
recom m ended  a m ethod of 
incorporating  hedging into the  capital 
ca lcu lation  by allow ing institu tions to 
in c lude  directly hedged servicing assets 
in  T ier 1 capital w ithou t any regulatory 
cap ita l lim itation. One com m enter 
no ted  tha t the Agencies shou ld  defer a 
decision  on th is issue un til FASB 
com pletes its guidance on hedging.

The Agencies recognize the  im portan t 
function  of hedging servicing assets due 
to the inheren t volatility  of these assets. 
Banking organizations w ith  substantial 
portfolios of servicing assets generally 
shou ld  hedge these portfolios. However, 
because the Agencies have n o t had 
sufficient experience w ith  in stitu tio n s’ 
hedging of servicing an d  other assets 
covered  by FAS 125, the  Agencies are 
not adjusting  the capital lim ita tions in 
th is  final ru le  to adjust for hedging. The 
A gencies m ay revisit th is issue w hen 
they  evaluate any changes th a t FASB 
m ay m ake to hedge accounting u nder 
GAAP.

Net of Tax

The proposal asked for com m ent on 
w hether servicing assets tha t are 
d isa llow ed for regulatory capital 
pu rposes shou ld  be deducted  on a basis 
tha t is net of any associated deferred tax 
liability. Several com m enters addressed  
th is  issue. Those com m enters 
unan im ously  agreed tha t servicing 
assets and  PCCRs deducted  from Tier 1 
capita l u n d er th is  ru le  shou ld  be 
deduc ted  on a basis that is ne t of any 
associated  deferred tax liability. Thus, 
th is  final ru le gives banking 
organizations the option  to deduct 
otherw ise d isallow ed servicing assets on 
a basis that is net of any associated 
deferred tax liab ility .13 A ny deferred tax 
liability  used  in  this m anner w ou ld  not 
be available for the organization to use 
in  determ ining the am ount of net 
deferred tax assets tha t m ay be inc luded  
for the  purposes of Tier 1 capital 
calculations.

Tangible Equity

No com m ents w ere received on 
conform ing the term inology in  the 
defin ition  of tangible equity  found in  
each A gency’s regulation for Prom pt 
Corrective A ction to reflect the  FAS 125 
conceptual changes for m easuring 
servicing assets. Therefore, the  term  
“mortgage servicing assets” w ill replace 
“mortgage servicing rights” in  the

13 The OTS’ current rule addresses the net of tax 
issue and the OTS has made m inor technical 
changes to its final rule text. The OTS is also 
reviewing its TFR instructions implementing this 
provision to better accord w ith this rulemaking.
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defin ition  of tangible equity  in  each 
A gency’s P rom pt Corrective Action 
regula tion .14

III. Regulatory Flexibility Act Analysis

OCC Regulatory F lexib ility  A c t

P ursuan t to section  605(b) of the 
Regulatory Flexibility  Act, the 
Com ptroller of the Currency certifies 
tha t this final ru le  w ou ld  no t have a 
significant econom ic im pact on a 
substantial num ber of sm all entities in  
accord w ith  the sp irit and  purposes of 
the Regulatory Flexibility Act (5 U.S.C. 
601 et seq.). Accordingly, a regulatory 
flexibility analysis is not required. The 
adoption  of th is final ru le  w ou ld  reduce 
the regulatory b u rden  of sm all 
businesses by aligning the term inology 
in  the capital adequacy standards m ore 
closely to new ly-issued  generally 
accepted accounting p rincip les and  by 
relaxing the  capital lim ita tion  on 
servicing assets. The econom ic im pact 
of this final ru le  on banks, regardless of 
size, is expected  to be m inim al.

Board R egulatory F lexib ility  A c t

P ursuant to section  605(b) of the 
Regulatory Flexibility  Act, the Board 
certifies tha t th is final ru le  w ou ld  not 
have a significant econom ic im pact on 
a substantial num ber of sm all entities in 
accord w ith  the sp irit and  purposes of 
the Regulatory F lexibility  A ct (5 U.S.C. 
601 et seq.). Accordingly, a regulatory 
flexibility analysis is no t required. The 
effect of th is final ru le  w ou ld  be to 
reduce the  regulatory b u rden  of banks 
and  bank  hold ing  com panies by aligning 
the term inology in  the capital adequacy 
guidelines m ore closely to new ly-issued 
generally accepted  accounting 
princip les and  by relaxing the capital 
lim ita tion  on  servicing assets. In 
addition , because the risk-based and 
leverage capita l guidelines generally do 
no t apply  to bank  hold ing  com panies 
w ith  conso lidated  assets of less than  
$150 m illion , th is final ru le  w ill no t 
affect such  com panies.

FDIC R egulatory F lexib ility  A c t

P ursuan t to section  605(b) of the 
Regulatory F lexibility  Act (Pub. L. 9 6 -  
354, 5 U.S.C. 601 et seq.), it is certified 
tha t th is final ru le w ou ld  no t have a 
significant econom ic im pact on a 
substantial num ber of sm all entities. 
Accordingly, a regulatory flexibility 
analysis is no t required. The 
am endm ent concerns capital 
requirem ents for servicing assets held  
by depository institu tions of any size. 
More specifically, it changes the current 
capital trea tm ent of servicing assets by

14 See OTS changes to tangible equity at footnote 
number 11.

allow ing depository  institu tions to 
in c lude  m ore of the ir servicing assets in 
T ier 1 capital. It w ou ld  also reduce 
regulatory b u rden  on the  depository 
institu tions (including sm all businesses) 
by  aligning the  term inology used  in  the 
capital adequacy guidelines more 
closely to new ly-issued generally 
accepted  accounting principles. The 
econom ic im pact of th is final rule on 
banks, regardless of size, is expected  to 
be m inim al.

O TS R egulatory F lexib ility A c t A na lysis

P ursuan t to section 605(b) of the 
Regulatory F lexibility  Act, the OTS 
certifies tha t th is final ru le  w ou ld  not 
have a significant econom ic im pact on 
a substan tial num ber of sm all entities. 
The am endm ent concerns capital 
requirem ents for servicing assets w hich  
m ay be en tered  into by depository 
institu tions of any size. The effect of the 
final ru le  w ou ld  be to reduce regulatory 
b u rd en  on depository  institu tions by 
aligning the  term inology used  in  the 
capital adequacy standards m ore closely 
to new ly-issued  generally accepted 
accounting p rincip les and  by relaxing 
the  capita l lim ita tion  on  servicing 
assets. The econom ic im pact of this 
final ru le  on savings associations, 
regardless of size, is expected to be 
m inim al.

IV. Early Compliance

Subject to certain exceptions, 12 
U.S.C. 4802(b) p rovides tha t new  
regulations and  am endm ents to 
regulations prescribed by a Federal 
banking agency w h ich  im pose 
additional reporting, disclosures, or 
o ther new  requirem ents on an  insu red  
depository  institu tion  shall take effect 
on  the first day of a calendar quarter 
w h ich  begins on or after the date on 
w h ich  the regulations are pub lished  in 
final form. However, section 4802(b) 
also perm its persons w ho are subject to 
such  regulations to com ply w ith  the 
regulation  before its effective date. 
A ccordingly, the Agencies w ill not 
object if  an  institu tion  w ishes to apply  
the provisions of th is final ru le 
beginning w ith  the date it is pub lished  
in  the Federal Register.

V. Paperwork Reduction Act

The Agencies have determ ined  tha t 
th is  final ru le  w ou ld  no t create or 
change any collection  of inform ation 
pu rsu an t to the provisions of the 
Paperw ork  R eduction  Act (44 U.S.C. 
3501 et seq.).

VI. OCC and OTS Executive Order 
12866 Statement

The Com ptroller of the Currency and  
the  Director of the OTS have determ ined

th a t th is final ru le  is no t a significant 
regulatory action u n d er Executive O rder 
12866. Accordingly, a regulatory im pact 
analysis is no t required.

VII. OCC and OTS Unfunded Mandates 
Act Statement

Section 202 of the U nfunded  
M andates Reform Act of 1995, Pub. L. 
104-4  (U nfunded M andates Act) 
requires tha t an  agency prepare a 
budgetary  im pact sta tem ent before 
prom ulgating a ru le  tha t inc ludes a 
Federal m andate tha t m ay resu lt in 
expend itu re  by  State, local and  tribal 
governm ents, in  the aggregate, or by  the 
private sector, of $100 m illion  or m ore 
in  any one year. If a budgetary  im pact 
sta tem ent is required , section 205 of the 
U nfunded  M andates Act also requires 
an  agency to identify  and  consider a 
reasonable num ber of regulatory 
alternatives before prom ulgating a rule. 
As d iscussed  in  the  pream ble, this 
am endm ent to the  capital adequacy 
standards w ou ld  relax the capital 
lim ita tion  on servicing assets and  
PCCRs. Further, the  am endm ent m oves 
tow ard greater consistency w ith  FAS 
125 in  an effort to reduce the  b u rd en  of 
com plying w ith  tw o different standards. 
Thus, no add itiona l cost of $100 m illion  
or more, to State, local, or tribal 
governm ents or to the private sector w ill 
resu lt from th is final rule. A ccordingly, 
the OCC and  the OTS have no t p repared  
a budgetary  im pact s ta tem ent nor 
specifically  addressed  any regulatory 
alternatives.

List o f Subjects

12 CFR Part 3

A dm inistrative practice and  
procedure, Capital, N ational banks, 
Reporting an d  recordkeeping 
requirem ents, Risk.

12 CFR Part 6

N ational banks, P rom pt corrective 
action.

12 CFR Part 208

A ccounting, A griculture, Banks, 
banking, Confidential business 
inform ation, Crime, Currency, Federal 
Reserve System , Mortgages, Reporting 
and  recordkeeping requirem ents, 
Securities.

12 CFR Part 225

A dm inistrative practice and  
p rocedure , Banks, banking, Federal 
Reserve System, Holding com panies, 
Reporting and  recordkeeping 
requirem ents, Securities.

12 CFR Part 325

A dm inistrative practice and  
p rocedure , Banks, banking, Capital
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adequacy, Reporting and  recordkeeping 
requirem ents, Savings associations,
State non-m em ber banks.

12 CFR Part 565

A dm inistrative practice and  
procedure , Capital, Savings 
associations.

12 CFR Part 567

Capital, Reporting and  recordkeeping 
requirem ents, Savings associations.

Authority and Issuance

Office of the Comptroller o f  the 
Currency

12 CFR Chapter I

For the reasons set out in  the  joint 
pream ble, parts 3 and  6 of chapter I of 
title  12 of the Code of Federal 
Regulations are am ended  as set forth 
below:

PART 3—MINIMUM CAPITAL RATIOS; 
ISSUANCE OF DIRECTIVES

1. The authority  citation  for part 3 
continues to read as follows:

Authority: 12 U.S.C. 93a, 161, 1818, 
1828(n), 1828 note, 1831n note, 1835, 3907, 
and 3909.

2. Section 3.100 is am ended  by 
revising paragraph (c)(2) and  by 
rem oving the  w ords “mortgage servicing 
righ ts” in  paragraphs (e)(7) and  (g)(2) 
and  adding “mortgage servicing assets” 
in  the ir p lace to read  as follows:

§3.100 Capital and surplus.
* * * * *

(c) * * *
(2) Mortgage servicing assets; 

* * * * *

3. In append ix  A to part 3, paragraph 
(c)(14) of section 1. is rev ised  to read  as 
follows:

Appendix A to Part 3—Risk-Based Capital 
Guidelines

Section 1. Purpose, Applicability o f  
Guidelines, and Definitions 
* * * * *

(c) * * *
(14) Intangible assets include mortgage and 

non-mortgage servicing assets (but exclude 
any interest only (IO) strips receivable related 
to these mortgage and nonmortgage servicing 
assets), purchased credit card relationships, 
goodwill, favorable leaseholds, and core 
deposit value.
* * * * *

4. In append ix  A to part 3, paragraphs 
(c) in troductory  text, (c)(1), and  (c)(2) of 
section 2 are revised to read  as follows: 
* * * * *

Section 2. Components o f Capital. 
* * * * *

(c) Deductions from  Capital. The following 
items are deducted from the appropriate

portion of a national bank’s capital base 
w hen calculating its risk-based capital ratio:

(1) Deductions from  Tier 1 Capital. The 
following items are deducted from Tier 1 
capital before the Tier 2 portion of the 
calculation is made:

(1) Goodwill;
(ii) Other intangible assets, except as 

provided in section 2(c)(2) of this appendix 
A; and

(iii) Deferred tax assets, except as provided 
in section 2(c)(3) of this appendix A, that are 
dependent upon future taxable income, 
w hich exceed the lesser of either:

(A) The amount of deferred tax assets that 
the bank could reasonably expect to realize 
w ithin one year of the quarter-end Call 
Report, based on its estimate of future taxable 
income for that year; or

(B) 10% of Tier 1 capital, net of goodwill 
and all intangible assets other than mortgage 
servicing assets, non-mortgage servicing 
assets, and purchased credit card 
relationships, and before any disallowed 
deferred tax assets are deducted.

(2) Qualifying intangible assets. Subject to 
the following conditions, mortgage servicing 
assets, nonmortgage servicing assets6 and 
purchased credit card relationships need not 
be deducted from Tier 1 capital:

(i) The total of all intangible assets that are 
included in Tier 1 capital is limited to 100 
percent of Tier 1 capital, of w hich no more 
than 25 percent of Tier 1 capital can consist 
of purchased credit card relationships and 
non-mortgage servicing assets in the 
aggregate. Calculation of these limitations 
m ust be based on Tier 1 capital net of 
goodwill and all identifiable intangible 
assets, other than mortgage servicing assets, 
nonmortgage servicing assets and purchased 
credit card relationships.

(ii) Banks must value each intangible asset 
included in Tier 1 capital at least quarterly 
at the lesser of:

(A) 90 percent of the fair value of each 
intangible asset, determined in  accordance 
w ith section 2(c)(2)(iii) of this appendix A; or

(B) 100 percent of the remaining 
unamortized book value.

(iii) The quarterly determination of the 
current fair value of the intangible asset must 
include adjustments for any significant 
changes in original valuation assumptions, 
including changes in prepaym ent estimates.

(iv) Banks may elect to deduct disallowed 
servicing assets on a basis that is net of any 
associated deferred tax liability. Deferred tax 
liabilities netted in this m anner cannot also 
be netted against deferred tax assets when 
determining the amount of deferred tax assets 
that are dependent upon future taxable 
income.
* * * * *

6 Intangible assets are defined to exclude any IO
strips receivable related to these mortgage and non-
mortgage servicing assets. See section l(c)(14) of
this appendix A. Consequently, IO strips receivable
related to mortgage and non-mortgage servicing
assets are not required to be deducted under section
2(c)(2) of this appendix A. However, these IO strips
receivable are subject to a 100 percent risk weight
under section 3(a)(4) of this appendix A.

PART 6—PROMPT CORRECTIVE 
ACTION

1. The au thority  citation for part 6 
continues to read  as follows:

Authority: 12 U.S.C. 93a, 1831o.

2. Section 6.2 is am ended  by  revising 
paragraph (g) to read  as follows:

§ 6.2 Definitions.
* * * * *

(g) Tangible eq u ity  m eans the am ount 
of T ier 1 capita l elem ents in  the OCC’s 
Risk-Based Capital G uidelines 
(appendix  A to part 3 of th is chapter) 
p lu s  the am ount of outstanding 
cum ulative perpe tual preferred  stock 
(including rela ted  surplus) m inus all 
in tangible assets except mortgage 
servicing assets to the  extent perm itted  
in  T ier 1 capita l u n d er section 2(c)(2) in  
ap p end ix  A to part 3 of this chapter. 
* * * * *

Dated: July 17, 1998.
Julie L. Williams,
Acting Comptroller o f the Currency.

Federal Reserve System

12 CFR Chapter I I

For the reasons set forth in  the joint 
pream ble, the  Board of Governors of the 
Federal Reserve System  am ends parts 
208 an d  225 of chapter II of title 12 of 
the  Code of Federal Regulations as 
follows:

PART 208—MEMBERSHIP OF STATE 
BANKING INSTITUTIONS IN THE 
FEDERAL RESERVE SYSTEM 
(REGULATION H)

1. The au thority  citation for part 208 
continues to read  as follows:

Authority: 12 U.S.C. 24, 36, 92a, 93a, 
248(a), 248(c), 321-338a, 37ld, 461, 4 8 1 ^ 8 6 , 
601, 611, 1814, 1816, 1818, 1823(j), 1828(o), 
18310, 1831p—1, 1831r-l, 1835a, 1882, 2901- 
2907, 3105, 3310, 3331-3351 and 3906-3909; 
15 U.S.C. 78b, 781(b), 781(g), 78l(i), 78o- 
4(c)(5), 78q, 78q—1, and 78w; 31 U.S.C. 5318; 
42 U.S.C. 4012a, 4104a, 4104b, 4106, and 
4128.

2. Section 208.41, as revised at 63 FR 
37652 effective October 1, 1998, is 
am ended  by revising paragraph (f) to 
read  as follows:

§ 208.41 Definitions for purposes of this 
subpart.
* * * * *

(f) Tangible eq u ity  m eans  the  am ount 
of core capital elem ents as defined in 
the B oard’s Capital A dequacy 
G uidelines for State M em ber Banks: 
Risk-Based M easure (A ppendix A to this 
part), p lus the  am ount of outstanding 
cum ulative perpe tua l preferred  stock 
(including rela ted  surplus), m inus all 
in tangible assets except mortgage
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servicing assets to the extent tha t the 
Board determ ines that mortgage 
servicing assets m ay be inc luded  in 
calculating the  b ank ’s Tier 1 capital. 
* * * * *

3. In A ppend ix  A to part 208, sections 
II.B.l.b.i. through  II.B.l.b.v. are revised 
to read as follows:

Appendix A to Part 208—Capital Adequacy 
Guidelines for State Member Banks: Risk- 
Based Measure
* * * * *

J J  * * *

g  *  * *

1. Goodwill and other intangible assets
*  *  *

b. Other intangible assets, i. All servicing 
assets, including servicing assets on assets 
other than mortgages (i.e., nonmortgage 
servicing assets) are included in this 
Appendix A as identifiable intangible assets. 
The only types of identifiable intangible 
assets that may be included in, that is, not 
deducted from, a bank’s capital are readily 
marketable mortgage servicing assets, 
nonmortgage servicing assets, and purchased 
credit card relationships. The total amount of 
these assets included in capital, in the 
aggregate, can not exceed 100 percent of Tier 
1 capital. Nonmortgage servicing assets and 
purchased credit card relationships are 
subject to a separate sublimit of 25 percent 
of Tier 1 capital.14

ii. For purposes of calculating these 
limitations on mortgage servicing assets, 
nonmortgage servicing assets, and purchased 
credit card relationships, Tier 1 capital is 
defined as the sum of core capital elements, 
net of goodwill, and net of all identifiable 
intangible assets other than mortgage 
servicing assets, nonmortgage servicing 
assets, and purchased credit card 
relationships, regardless of the date acquired, 
bu t prior to the deduction of deferred tax 
assets.

iii. The am ount of mortgage servicing 
assets, nonmortgage servicing assets, and 
purchased credit card relationships that a 
bank may include in capital shall be the 
lesser of 90 percent of their fair value, as 
determined in  accordance w ith this section, 
or 100 percent of their book value, as 
adjusted for capital purposes in accordance 
w ith the instructions in the commercial bank 
Consolidated Reports of Condition and 
Income (Call Reports). If both the application 
of the limits on mortgage servicing assets, 
nonmortgage servicing assets, and purchased 
credit card relationships and the adjustment 
of the balance sheet am ount for these assets 
would result in an amount being deducted

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

from capital, the bank w ould deduct only the 
greater of the two amounts from its core 
capital elements in determining Tier 1 
capital.

iv. Banks may elect to deduct disallowed 
servicing assets on a basis that is net of any 
associated deferred tax liability. Deferred tax 
liabilities netted in this manner cannot also 
be netted against deferred tax assets when 
determining the amount of deferred tax assets 
that are dependent upon future taxable 
income.

v. Banks must review the book value of all 
intangible assets at least quarterly and make 
adjustments to these values as necessary. The 
fair value of mortgage servicing assets, 
nonmortgage servicing assets, and purchased 
credit card relationships also must be 
determined at least quarterly. This 
determination shall include adjustments for 
any significant changes in original valuation 
assumptions, including changes in 
prepayment estimates or account attrition 
rates. Examiners will review both the book 
value and the fair value assigned to these 
assets, together w ith 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.
* * * * *

4. In  A ppend ix  A to part 208, section 
II.B.4. is revised to read as follows:
* * * * *

J J  *  *  *

B. * * *
4. Deferred tax assets. The am ount of 

deferred tax assets that is dependent upon 
future taxable income, net of the valuation 
allowance for deferred tax assets, that may be 
included in, that is, not deducted from, a 
bank’s capital may not exceed the lesser of
(i) the am ount of these deferred tax assets 
that the bank is expected to realize w ithin 
one year of the calendar quarter-end date, 
based on its projections of future taxable 
income for that year,20 or (ii) 10 percent of 
Tier 1 capital. The reported am ount of 
deferred tax assets, net of any valuation 
allowance for deferred tax assets, in  excess of 
the lesser of these two amounts is to be 
deducted from a bank’s core capital elements 
in determining Tier 1 capital. For purposes 
of calculating the 10 percent limitation, Tier 
1 capital is defined as the sum of core capital 
elements, net of goodwill, and net of all other

20 To determine the amount of expected deferred- 
tax assets realizable in the next 12 months, an 
institution should assume that all existing 
temporary differences fully reverse as of the report 
date. Projected future taxable income should not 
include net operating-loss carry-forwards to be used 
during that year or the amount of existing 
temporary differences a bank expects to reverse 
w ithin the year. Such projections should include 
the estimated effect of tax-planning strategies that 
the organization expects to implement to realize net 
operating losses or tax-credit carry-forwards that 
would otherwise expire during the year. Institutions 
do not have to prepare a new 12-month projection 
each quarter. Rather, on interim report dates, 
institutions may use the future-taxable-income 
projections for their current fiscal year, adjusted for 
any significant changes that have occurred or are 
expected to occur.

identifiable intangible assets other than 
mortgage and nonmortgage servicing assets 
and purchased credit card relationships, 
before any disallowed deferred tax assets are 
deducted. There generally is no limit in Tier 
1 capital on the amount of deferred tax assets 
that can be realized from taxes paid in prior 
carry-back years or from future reversals of 
existing taxable temporary differences, but, 
for banks that have a parent, this may not 
exceed the amount the bank could reasonably 
expect its parent to refund. 
* * * * *

5. In A ppend ix  B to part 208, section
Il.b. is revised to read  as follows:

Appendix B to Part 208—Capital Adequacy 
Guidelines for State Member Banks: Tier 1 
Leverage Measure
* * * * *

J J  *  *  *

b. A bank’s Tier 1 leverage ratio is 
calculated by dividing its Tier 1 capital (the 
numerator of the ratio) by its average total 
consolidated assets (the denominator of the 
ratio). The ratio will also be calculated using 
period-end assets w henever necessary, on a 
case-by-case basis. For the purpose of this 
leverage ratio, the definition of Tier 1 capital 
as set forth in  the risk-based capital 
guidelines contained in A ppendix A of this 
part w ill be used.2 As a general matter, 
average total consolidated assets are defined 
as the quarterly average total assets (defined 
net of the allowance for loan and lease losses) 
reported on the bank’s Reports of Condition 
and Income (Call Reports), less goodwill; 
amounts of mortgage servicing assets, 
nonmortgage servicing assets, and purchased 
credit card relationships that, in  the 
aggregate, are in excess of 100 percent of Tier 
1 capital; amounts of nonmortgage servicing 
assets and purchased credit card 
relationships that, in the aggregate, are in 
excess of 25 percent of Tier 1 capital; all 
other identifiable intangible assets; any 
investments in subsidiaries or associated 
companies that the Federal Reserve 
determines should be deducted from Tier 1 
capital; and deferred tax assets that are 
dependent upon future taxable income, net of 
their valuation allowance, in  excess of the 
limitation set forth in section II.B.4 of 
Appendix A of this part.3 
* * * * *

2 Tier 1 capital for state member banks includes 
common equity, m inority interest in the equity 
accounts of consolidated subsidiaries, and 
qualifying noncum ulative perpetual preferred stock. 
In addition, as a general matter, Tier 1 capital 
excludes goodwill; am ounts of mortgage servicing 
assets, nonmortgage servicing assets, and purchased 
credit card relationships that, in the aggregate, 
exceed 100 percent of Tier 1 capital; nonmortgage 
servicing assets and purchased credit card 
relationships that, in the aggregate, exceed 25 
percent of Tier 1 capital; other identifiable 
intangible assets; and deferred tax assets that are 
dependent upon future taxable income, net of their 
valuation allowance, in  excess of certain 
limitations. The Federal Reserve may exclude 
certain investments in subsidiaries or associated 
companies as appropriate.

3 Deductions from Tier 1 capital and other 
adjustments are discussed more fully in section II.B. 
in A ppendix A of this part.
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PART 225— BANK HOLDING 
COMPANIES AND CHANGE IN BANK 
CONTROL (REGULATION Y)

1. The au thority  citation  for part 225 
continues to read  as follows:

Authority: 12 U.S.C. 1817(j)(13), 1818, 
1828(o), 1831i, 1831p—1, 1843(c)(8), 1844(b), 
1972(1), 3106, 3108, 3310, 3331-3351, 3907, 
and 3909.

2. In  A ppend ix  A to part 225, sections
II.B.l.b.i. through  II.B.l.B.v. are revised 
to read  as follows:

Appendix A to Part 225—Capital Adequacy 
Guidelines for Bank Holding Companies: 
Risk-Based Measure
* * * * *

J J  *  *  *

B. * * *
1. Goodwill and other intangible assets

*  *  *

b. Other intangible assets, i. All servicing 
assets, including servicing assets on assets 
other than mortgages (i.e., nonmortgage 
servicing assets) are included in this 
Appendix A as identifiable 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 mortgage servicing assets, 
nonmortgage servicing assets, and purchased 
credit card relationships. The total amount of 
these assets included in capital, in the 
aggregate, cannot exceed 100 percent of Tier 
1 capital. Nonmortgage servicing assets and 
purchased credit card relationships are 
subject, in the aggregate, to a sublimit of 25 
percent of Tier 1 capital.15

ii. For purposes of calculating these 
limitations on mortgage servicing assets, 
nonmortgage servicing assets, and purchased 
credit card relationships, Tier 1 capital is 
defined as the sum of core capital elements, 
net of goodwill, and net of all identifiable 
intangible assets and similar assets other than 
mortgage servicing assets, nonmortgage 
servicing assets, and purchased credit card 
relationships, regardless of the date acquired, 
but prior to the deduction of deferred tax 
assets.

iii. The amount of mortgage servicing 
assets, nonmortgage servicing assets, and 
purchased credit card relationships that a 
bank holding company may include in 
capital shall be the lesser of 90 percent of 
their fair value, as determined in accordance 
w ith this section, or 100 percent of their book 
value, as adjusted for capital purposes in 
accordance w ith the instructions to the 
Consolidated Financial Statements for Bank

15 Amounts of mortgage servicing assets, 
nonmortgage servicing assets, 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 
assets (other than  mortgage servicing assets, and 
purchased credit card relationships) acquired on or 
before February 19, 1992, generally will not be 
deducted from capital for supervisory purposes, 
although they will continue to be deducted for 
applications purposes.

Holding Companies (FR Y-9C Report). If both 
the application of the limits on mortgage 
servicing assets, nonmortgage servicing 
assets, 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.

iv. Bank holding companies may elect to 
deduct disallowed servicing assets on a basis 
that is net of any associated deferred tax 
liability. Deferred tax liabilities netted in this 
manner cannot also be netted against 
deferred tax assets w hen determining the 
amount of deferred tax assets that are 
dependent upon future taxable income.

v. 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 value of 
mortgage servicing assets, nonmortgage 
servicing assets, and purchased credit card 
relationships also must be determined at 
least quarterly. This determination shall 
include adjustments for any significant 
changes in original valuation assumptions, 
including changes in prepayment estimates 
or account attrition rates. Examiners will 
review both the book value and the fair value 
assigned to these assets, together w ith 
supporting documentation, during the 
inspection process. In addition, the Federal 
Reserve may require, on a case-by-case basis, 
an independent valuation of an 
organization’s intangible assets or similar 
assets.
* * * * *

3. In A ppend ix  A to part 225, section
II.B.4. is revised to read as follows:
* * * * *

J J  *  *  *

g  * * *

4. Deferred tax assets. The amount of 
deferred tax assets that is dependent upon 
future taxable income, net of the valuation 
allowance for deferred tax assets, that may be 
included in, that is, not deducted from, a 
banking organization’s capital may not 
exceed the lesser of (i) the amount of these 
deferred tax assets that the banking 
organization is expected to realize w ithin one 
year of the calendar quarter-end date, based 
on its projections of future taxable income for 
that year,23 or (ii) 10 percent of Tier 1 capital.

23 To determine the amount of expected deferred 
tax assets realizable in the next 12 months, an 
institution should assume that all existing 
temporary differences fully reverse as of the report 
date. Projected future taxable income should not 
include net operating loss carryforwards to be used 
during that year or the am ount of existing 
temporary differences a bank holding company 
expects to reverse w ithin the year. Such projections 
should include the estimated effect of tax planning 
strategies that the organization expects to 
implement to realize net operating losses or tax 
credit carryforwards that w ould otherwise expire 
during the year. Institutions do not have to prepare 
a new 12 month projection each quarter. Rather, on 
interim  report dates, institutions may use the future 
taxable income projections for their current fiscal 
year, adjusted for any significant changes that have 
occurred or are expected to occur.

The reported amount of deferred tax assets, 
net of any valuation allowance for deferred 
tax assets, in excess of the lesser of these two 
am ounts is to be deducted from a banking 
organization’s core capital elements in 
determining Tier 1 capital. For purposes of 
calculating the 10 percent limitation, Tier 1 
capital is defined as the sum of core capital 
elements, net of goodwill, and net of all 
identifiable intangible assets other than 
mortgage servicing assets, nonmortgage 
servicing assets, and purchased credit card 
relationships, before any disallowed deferred 
tax assets are deducted. There generally is no 
limit in  Tier 1 capital on the amount of 
deferred tax assets that can be realized from 
taxes paid in prior carryback years or from 
future reversals of existing taxable temporary 
differences.
* * * * *

4. In  A ppend ix  D to part 225, section
Il.b. is revised to read  as follows:

Appendix D to Part 225—Capital Adequacy 
Guidelines for Bank Holding Companies: 
Tier 1 Leverage Measure
* * * * *

J J  *  *  *

b. A banking organization’s Tier 1 leverage 
ratio is calculated by dividing its Tier 1 
capital (the numerator of the ratio) by its 
average total consolidated assets (the 
denominator of the ratio). The ratio will also 
be calculated using period-end assets 
whenever necessary, on a case-by-case basis. 
For the purpose of this leverage ratio, the 
definition of Tier 1 capital as set forth in the 
risk-based capital guidelines contained in 
A ppendix A of this part will be used.3 As a 
general matter, average total consolidated 
assets are defined as the quarterly average 
total assets (defined net of the allowance for 
loan and lease losses) reported on the 
organization’s Consolidated Financial 
Statements (FR Y-9C Report), less goodwill; 
am ounts of mortgage servicing assets, 
nonmortgage servicing assets, and purchased 
credit card relationships that, in the 
aggregate, are in excess of 100 percent of Tier 
1 capital; amounts of nonmortgage servicing 
assets and purchased credit card 
relationships that, in the aggregate, are in 
excess of 25 percent of Tier 1 capital; all 
other identifiable intangible assets; any 
investments in subsidiaries or associated 
companies that the Federal Reserve 
determines should be deducted from Tier 1

3 Tier 1 capital for banking organizations includes 
com m on equity, m inority interest in the equity 
accounts of consolidated subsidiaries, qualifying 
noncum ulative 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 
general matter, Tier 1 capital excludes goodwill; 
am ounts of mortgage servicing assets, nonmortgage 
servicing assets, and purchased credit card 
relationships that, in the aggregate, exceed 100 
percent of Tier 1 capital; nonmortgage servicing 
assets and purchased credit card relationships that, 
in the aggregate, exceed 25 percent of Tier 1 capital; 
all other identifiable intangible assets; and deferred 
tax assets that are dependent upon future taxable 
income, net of their valuation allowance, in excess 
of certain limitations. The Federal Reserve may 
exclude certain investments in  subsidiaries or 
associated companies as appropriate.
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capital; and deferred tax assets that are 
dependent upon future taxable income, net of 
their valuation allowance, in excess of the 
limitation set forth in section II.B.4 of 
Appendix A of this part.4 
* * * * *

By order of the Board of Governors of the 
Federal Reserve System, August 3, 1998. 
Jennifer J. Johnson,
Secretary o f the Board.

Federal Deposit Insurance Corporation 

12 CFR Chapter III

For the reasons set forth  in  the joint 
pream ble, part 325 of Chapter III of T itle 
12 of the Code of Federal Regulations is 
am ended  as follows:

PART 325—CAPITAL MAINTENANCE

1. The au thority  citation  for part 325 
is revised to read  as follows:

Authority: 12 U.S.C. 1815(a), 1815(b),
1816, 1818(a), 1818(b), 1818(c), 1818(t), 
1819(Tenth), 1828(c), 1828(d), 1828(i), 
1828(n), 1828(o), 18310, 1835, 3907, 3909, 
4808; Pub. L. 102-233, 105 Stat. 1761, 1789, 
1790 (12 U.S.C. 1831n note); Pub. L. 102- 
242, 105 Stat. 2236, 2355, as amended by 
Pub. L. 103-325, 108 Stat. 2160, 2233 (12 
U.S.C. 1828 note); Pub. L. 102-242, 105 Stat. 
2236, 2386, as amended by Pub. L. 102-550, 
106 Stat. 3672, 4089 (12 U.S.C. 1828 note).

2. In § 325.2, paragraph (n) is revised 
to read  as follows:

§ 325.2 Definitions.
* * * * *

(n) M ortgage servicing assets  m eans 
those assets (net of any related  valuation 
allow ances) tha t resu lt from contracts to 
service loans secured by real estate (that 
have been securitized  or are ow ned by 
others) for w h ich  the benefits of 
servicing are expected  to m ore than  
adequately  com pensate the  servicer for 
perform ing the servicing. For purposes 
of determ ining regulatory capital u n d er 
th is  part, mortgage servicing assets w ill 
be recognized only to the extent tha t the 
assets m eet the conditions, lim itations, 
and  restrictions described in  § 325.5 (f). 
* * * * *

§325.2 [Amended]

3. In § 325.2, paragraph (s) is am ended  
by rem oving the w ords “mortgage 
servicing righ ts” and adding in  their 
p lace the w ords “mortgage servicing 
assets” each tim e they  appear.

4. In § 325.2, paragraphs (t) and  (v) are 
am ended  by rem oving the w ords 
“mortgage servicing righ ts” and  adding 
in  the ir  p lace the  w ords “mortgage 
servicing assets, nonm ortgage servicing 
assets ,” each tim e they  appear.

4 Deductions from Tier 1 capital and other 
adjustments are discussed more fully in section II.B. 
in  A ppendix A of this part.

5. In § 325.5, paragraph (f) is revised 
to read  as follows:

§325.5 Miscellaneous.
* * * * *

(f) T reatm ent o f  m ortgage servicing  
assets, purchased  cred it card  
relationships, a n d  nonm ortgage  
servicing assets. For purposes of 
determ ining Tier 1 capita l u n d e r  this 
part, mortgage servicing assets, 
pu rchased  credit card rela tionsh ips, and 
nonm ortgage servicing assets w ill be 
deducted  from assets an d  from  com m on 
s tockholders’ equity to the extent that 
these item s do not m eet the conditions, 
lim itations, and  restric tions described in 
th is section. Banks m ay elect to deduct 
d isa llow ed servicing assets on  a basis 
tha t is ne t of any associated deferred tax 
liability. A ny deferred tax liability  
ne tted  in  th is m anner cannot also be 
netted  against deferred tax assets w hen  
determ ining the  am ount of deferred tax 
assets th a t are d ependen t u p o n  future 
taxable incom e and  calculating  the 
m axim um  allow able am ount of these 
assets u n d er paragraph (g) of this 
section.

(1) Valuation. The fair value of 
mortgage servicing assets, pu rchased  
credit card rela tionsh ips, and 
nonm ortgage servicing assets shall be 
estim ated  at least quarterly. The 
quarterly  fair value estim ate shall 
inc lude adjustm ents for any significant 
changes in  the original valuation  
assum ptions, inc lud ing  changes in  
p repaym ent estim ates or attrition  rates. 
The FDIC in  its discre tion  m ay require 
indep en d en t fair value estim ates on a 
case-by-case basis w here it is deem ed 
appropriate  for safety an d  soundness 
purposes.

(2) Fair va lue lim ita tion . For purposes 
of calculating  Tier 1 capita l u n d er this 
part (but no t for financial s tatem ent 
purposes), the balance sheet assets for 
mortgage servicing assets, pu rchased  
credit card rela tionships, and 
nonm ortgage servicing assets w ill each 
be reduced  to an  am ount equal to the 
lesser of:

(i) 90 percen t of the fair value of these 
assets, determ ined  in  accordance w ith  
paragraph (f)(1) of th is section; or

(ii) 100 percen t of the  rem aining 
unam ortized  book value of these  assets 
(net of any rela ted  valuation  
allowances), determ ined  in  accordance 
w ith  the instructions for the p repara tion  
of the  C onsolidated Reports of Incom e 
and  C ondition  (Call Reports).

(3) Tier 1 capita l lim ita tion . The 
m axim um  allowable am ount of 
mortgage servicing assets, pu rchased  
credit card rela tionships, and 
nonm ortgage servicing assets, in  the

aggregate, w ill be lim ited  to the lesser 
of:

(i) 100 percen t of the am ount of Tier
1 capita l tha t exists before the  deduc tion  
of any d isallow ed mortgage servicing 
assets, any d isa llow ed purchased  credit 
card rela tionsh ips, any d isallow ed 
nonm ortgage servicing assets, and  any 
d isa llow ed deferred tax  assets; or

(ii) The sum  of the am ounts of 
mortgage servicing assets, pu rchased  
credit card rela tionsh ips, and  
nonm ortgage servicing assets 
determ ined  in  accordance w ith  
paragraph (f)(2) of th is section.

(4) Tier 1 capita l sub lim it. In add ition  
to the aggregate lim ita tion  on  mortgage 
servicing assets, pu rchased  credit card 
rela tionsh ips, and  nonm ortgage 
servicing assets set forth  in  paragraph 
(f)(3) of th is section, a sub lim it w ill 
app ly  to purchased  credit card 
re la tionsh ips an d  nonm ortgage servicing 
assets. The m axim um  allow able am ount 
of purchased  credit card rela tionsh ips 
and  nonm ortgage servicing assets, in  the 
aggregate, w ill be lim ited  to the  lesser 
of:

(i) Tw enty-five percen t of the  am ount 
of T ier 1 capita l tha t exists before the 
deduc tion  of any d isa llow ed mortgage 
servicing assets, any disallow ed 
purchased  credit card rela tionsh ips, any 
d isa llow ed nonm ortgage servicing 
assets, and  any d isallow ed deferred tax 
assets; or

(ii) The sum  of the  am ounts of 
p u rchased  cred it card  re la tionsh ips and  
nonm ortgage servicing assets, 
determ ined  in  accordance w ith  
paragraph (f)(2) of th is  section. 
* * * * *

§325.5 [Amended]

6. In  § 325.5, paragraph (g)(2)(i)(B) is 
am ended  by rem oving the w ords “any 
d isa llow ed mortgage servicing righ ts” 
and  adding  in the ir p lace the w ords 
“ any disallow ed mortgage servicing 
assets, any disallow ed nonm ortgage 
servicing assets” .

7. In § 325.5, paragraph (g)(5) is 
am ended  by rem oving the w ords 
“mortgage servicing righ ts” and  adding 
in  the ir  p lace the  w ords “mortgage 
servicing assets, nonm ortgage servicing 
assets” .

Appendix A to Part 325— [Amended]

8. In append ix  A to part 325, the 
w ords “mortgage servicing righ ts” are 
rem oved and  th e  w ords “mortgage 
servicing assets, nonm ortgage servicing 
assets” are added  each tim e they  appear 
in  section  I.A .I., section  I.B.(l) and  
footnote 8 to section I.B.(l), section  II.C., 
and  Table I—D efinition of Q ualifying 
Capital and  footnote 2 to Table I.
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Appendix B to Part 325— [Amended]

9. In ap p end ix  B to part 325, section
IV.A. and  footnote 1 to section  IV.A. are 
am ended  by rem oving the w ords 
“mortgage servicing righ ts” and  adding 
in  the ir p lace the  w ord  “mortgage 
servicing assets, nonm ortgage servicing 
assets” each tim e they appear.

Dated at Washington, D.C., this 7th day of 
July, 1998.

By order of the Board of Directors.
Federal Deposit Insurance Corporation. 
Robert E. Feldman,
Executive Secretary.

Office o f Thrift Supervision

12 CFR Chapter V

For the  reasons set forth in  the joint 
pream ble, the Office of Thrift 
Supervision am ends parts 565 and  567 
of chapter V of title 12 of the Code of 
Federal Regulations as follows:

PART 565—PROMPT CORRECTIVE 
ACTION

1. The authority  citation for part 565 
continues to read  as follows:

Authority: 12 U.S.C. 1831o.

2. Section 565.2 is am ended  by 
revising paragraph (f) to read  as follows:

§565.2 Definitions.
* * * * *

(f) Tangible eq u ity  m eans the am ount 
of a savings associa tion’s core capital as 
com puted  in  part 567 of th is chapter 
p lus the am ount of its outstanding 
cum ulative perpe tual preferred stock 
(including re la ted  surplus), m inus 
intangible assets as defined in  § 567.1 of 
th is chapter and  nonm ortgage servicing 
assets tha t have not been previously  
deduc ted  in  calculating core capital. 
* * * * *

PART 567—CAPITAL

3. The au thority  citation for part 567 
continues to read  as follows:

Authority: 12 U.S.C. 1462, 1462a, 1463, 
1464, 1467a, 1828 (note).

4. Section 567.1 is am ended  by 
revising the  defin ition  for Intangible 
assets to read  as follows:

§567.1 Definitions.
* * * * *

In tangible assets. The te rm  in tangible  
assets m eans assets considered  to be 
intangible assets u n d er generally 
accepted  accounting principles. These 
assets inc lude, bu t are not lim ited  to, 
goodwill, core deposit prem ium s, 
purchased  cred it card rela tionsh ips, and 
favorable leaseholds. Servicing assets 
are not in tangible assets, and  interest-

only strips receivable and  other 
nonsecurity  financial in strum ents are 
no t intangible assets u n d er this 
definition.
* * * * *

5. Section 567.5 is am ended  by 
revising paragraph (a)(2)(ii) to read  as 
follows:

§567.5 Components of capital.

(a) * * *
(2 ) *  *  *
(ii) Servicing assets tha t are no t 

includable in core capital p u rsuan t to 
§ 567.12 of th is  part are deducted  from 
assets an d  capital in  com puting core 
capital.
*  *  * * *

6. Section 567.6 is am ended  by 
revising paragraphs (a)(l)(iv)(L) and  
(a)(l)(iv)(M) to read as follows:

§ 567.6 Risk-based capital credit risk- 
weight categories.

(a) * * *
* *  *

(iv) * * *
(L) Certain nonsecurity  financial 

in strum ents inc lud ing  servicing assets 
and  intangible assets includable in  core 
capital u n d er § 567.12 of th is part;

(M) Interest-only strips receivable; 
* * * * *

7. Section 567.9 is am ended  by 
revising paragraph (c)(1) to read as 
follows:

§567.9 Tangible capital requirement.
* * * * *

(c) * * *
(1) Intangible assets, as defined in

§ 567.1 of th is part, and  servicing assets 
no t includable in  tangible capital 
p u rsu an t to § 567.12 of th is part. 
* * * * *

6. Section 567.12 is am ended  by 
revising the section heading and 
paragraphs (a) through  (f) to read as 
follows:

§ 567.12 Intangible assets and servicing 
assets.

(a) Scope. This section prescribes the 
m axim um  am ount of intangible assets 
and  servicing assets that savings 
associations m ay inc lude in  calculating 
tangible and  core capital.

(b) C om putation o f core and  tangible  
capital. (1) P urchased  cred it card 
rela tionsh ips m ay be inc luded  (that is, 
no t deducted) in  com puting core capital 
in  accordance w ith  the restric tions in  
th is section, bu t m ust be deducted  in  
com puting tangible capital.

(2) In accordance w ith  the restrictions 
in  th is section, mortgage servicing assets 
m ay be inc luded  in  com puting core and  
tangible capital and  nonm ortgage 
servicing assets m ay be inc luded  in  core 
capital.

(3) Intangible assets, as defined in  
§ 567.1 of th is part, other than  
p urchased  credit card re la tionsh ips 
described in  paragraph (b)(1) of th is 
section and core deposit intangibles 
described in  paragraph (g)(3) of th is 
section, are deducted  in  com puting 
tangible and  core capital.

(c) M arket valuations. The OTS 
reserves the authority  to require any 
savings association to perform  an 
indep en d en t m arket valuation  of assets 
subject to th is section on a case-by-case 
basis or through  the issuance of policy 
guidance. A n in d ep en d en t m arket 
valuation, if  required , shall be 
conducted  in  accordance w ith  any 
policy guidance issued  by the OTS. A 
required  valuation  shall inc lude 
adjustm ents for any significant changes 
in  original valuation  assum ptions, 
includ ing  changes in  prepaym ent 
estim ates or attrition  rates. The 
valuation  shall determ ine the curren t 
fair value of assets subject to this 
section. This indep en d en t m arket 
valuation m ay be conducted  by  an 
in dependen t valuation  expert evaluating 
the reasonableness of the in ternal 
calculations and  assum ptions used  by 
the association in  conducting  its 
in ternal analysis. The association  shall 
calculate an  estim ated fair value for 
assets subject to this section  at least 
quarterly  regardless of w hether an 
in dependen t valuation expert is 
required  to perform  an in dependen t 
m arket valuation

(d) Value lim ita tion . For purposes of 
calculating core capital u n d er th is part 
(but no t for financial s tatem ent 
purposes), pu rchased  cred it card 
rela tionsh ips an d  servicing assets m ust 
be valued at the lesser of:

(1) 90 percen t of the ir fair value 
determ ined  in  accordance w ith  
paragraph (c) of th is section; or

(2) 100 percen t of the ir  rem aining 
unam ortized  book value determ ined  in 
accordance w ith  the  instruc tions for the 
Thrift F inancial Report.

(e) Core capita l lim ita tion— (1) 
Aggregate lim it. The m axim um  
aggregate am ount of servicing assets and 
purchased  credit card rela tionsh ips that 
m ay be inc luded  in  core capital shall be 
lim ited  to the lesser of:

(1) 100 percen t of the am ount of core 
capital com puted  before the deduction  
of any d isallow ed servicing assets and 
disallow ed purchased  cred it card 
relationships; or

(ii) The am ount of servicing assets 
and  purchased  credit card  rela tionships 
determ ined  in  accordance w ith  
paragraph (d) of th is section.

(2) R eduction  b y  deferred tax liability. 
A ssociations m ay elect to deduct 
disallow ed servicing assets on a basis
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that is ne t of any associated deferred tax 
liability.

(3) S u b lim it fo r  p urchased  credit card  
re la tionsh ips a n d  non  m ortgage-related  
servicing assets. In add ition  to the 
aggregate lim ita tion  in  paragraph (e)(1) 
of this section, a sublim it shall app ly  to 
purchased  credit card rela tionsh ips and  
n o n  mortgage-related servicing assets. 
The m axim um  allow able am ount of 
these tw o types of assets com bined shall 
be lim ited  to the lesser of:

(i) 25 percen t of the  am ount of core 
capital com puted  before the deduction  
of any  d isallow ed servicing assets and  
purchased  credit card relationships; or

(ii) The am ount of purchased  credit 
card rela tionsh ips and  non  mortgage- 
rela ted  servicing assets determ ined  in 
accordance w ith  paragraph (d) of this 
section.

(f) Tangible capita l lim ita tion . The 
m axim um  am ount of mortgage servicing 
assets tha t m ay be inc luded  in tangible 
capital shall be the sam e am ount

inc ludable in  core capital in  accordance 
w ith  the lim ita tions set by paragraph (e) 
of this section. All nonmortgage 
servicing assets are deducted  in  
com puting  tangible capital. 
* * * * *

Dated: July 6, 1998.

By the Office of Thrift Supervision.
Ellen Seidman,
Director.
[FR Doc. 98-21141 Filed 8-7-98; 8:45 am]
BILLING CODE 4810-33-P  (25%); 6210-01-P  (25%);
6714-01-P  (25%); 6720-01-P  (25%).
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DEPARTMENT OF THE TREASURY

Office of the Comptroller of the 
Currency

12 CFR Part 3 

[Docket No. 98-12]

RIN 1557-AB14

FEDERAL RESERVE SYSTEM

12 CFR Parts 208 and 225 

[Regulations H and Y; Docket No. R-0982]

FEDERAL DEPOSIT INSURANCE 
CORPORATION

12 CFR Part 325 

RIN 3064-AC11

DEPARTMENT OF THE TREASURY

Office of Thrift Supervision

12 CFR Part 567 

[Docket No. 98-75]

RIN 1550-AB11

Risk-Based Capital Standards: 
Unrealized Holding Gains on Certain 
Equity Securities

AGENCIES: Office of the Com ptroller of 
the Currency, Treasury; Board of 
Governors of the Federal Reserve 
System; Federal D eposit Insurance 
Corporation; and  Office of Thrift 
Supervision, Treasury.

ACTION: Final rule.

SUMMARY: The Office of the Com ptroller 
of the Currency (OCC), the  Board of 
Governors of the Federal Reserve 
System  (Board), the Federal Deposit 
Insurance Corporation (FDIC), and  the 
Office of Thrift S upervision (OTS) 
(collectively, the Agencies) are 
am ending the ir  respective risk-based 
capital s tandards for banks, bank  
holding com panies, and  thrifts 
(institutions) w ith  regard to the 
regulatory capita l trea tm ent of 
unrea lized  ho ld ing  gains on certain 
equity  securities. These gains are 
reported  as a com ponent of equity 
capital u n d er U.S. generally accepted 
accounting princip les (GAAP), b u t have 
no t been inc lu d ed  in  regulatory capital 
u n d er the A gencies’ capita l standards. 
This final ru le  perm its institu tions to 
inc lude in  supp lem entary  (Tier 2) 
capital up  to 45 percen t of the  pretax  net 
un rea lized  ho ld ing  gains on certain 
available-for-sale (AFS) equity  
securities. The final ru le  is in tended  to 
m ake the regulatory capital trea tm ent of 
these unrea lized  gains consistent w ith

the  in ternational standards of the Basle 
Accord.

DATES: This final ru le  is effective 
October 1 ,1998 . The Agencies w ill not 
object if an institu tion  w ishes to apply  
the provisions of th is final ru le 
beginning on  Septem ber 1, 1998.

FOR FURTHER INFORMATION CONTACT:
OCC: Roger Tufts, Senior Econom ic 
A dvisor (202/874-5070), A m rit Sekhon, 
Exam iner (202/874-5070), Capital 
Policy Division; or Ronald 
Shim abukuro, Senior A ttorney (202/ 
874-5090), Legislative and  Regulatory 
A ctivities Division, Office of the 
Com ptroller of the Currency, 250 E 
Street, SW, W ashington, DC 20219.

Board: N orah Barger, A ssistant 
D irector (202/452-2402), Barbara 
Bouchard, M anager (202/452-3072), 
John F. Connolly, Supervisory F inancial 
A nalyst (202/452-3621), D ivision of 
Banking Supervision  and  Regulation; or 
M ark E. Van Der W eide, Staff A ttorney 
(202/452-2263), Legal Division. For the 
hearing im paired  only, 
Telecom m unication Device for the Deaf 
(TDD), Diane Jenkins (202/452-3544), 
Board of Governors of the Federal 
Reserve System, 20th and  C Streets,
NW, W ashington, DC 20551.

FDIC: For supervisory issues, S tephen
G. Pfeifer, Exam ination Specialist (202/ 
898-8904) or Carol L. Liquori, 
Exam ination  Specialist (202/898-7289), 
A ccounting Section, D ivision of 
Supervision; for legal issues, Jamey 
Basham , Counsel, Legal D ivision (202/ 
898-7265), Federal Deposit Insurance 
Corporation, 550 17th Street, NW, 
W ashington, DC 20429.

OTS: M ichael D. Solom on, Senior 
Program  M anager for Capital Policy 
(202/906-5654), S upervision Policy; or 
V ern McKinley, Senior A ttorney (202/ 
906-6241), Regulations and  Legislation 
Division, Office of the Chief Counsel, 
Office of Thrift Supervision, 1700 G 
Street, NW, W ashington, DC 20552. 

SUPPLEMENTARY INFORMATION: 

Background

The A gencies’ risk-based capital 
standards im plem enting the 
In ternational Convergence of Capital 
M easurem ent and  Capital S tandards 
(the Basle A cco rd )1 inc lude definitions 
for core (Tier 1) capital and

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

supp lem entary  (Tier 2) capita l.2 U nder 
the  A gencies’ capital s tandards, T ier 1 
capita l generally inc ludes com m on 
stockholders’ equity, noncum ulative  
perpe tual preferred stock, and  m inority  
in terests in  the equity  accounts of 
conso lidated  subsidiaries.3 The com m on 
stockholders’ equity  com ponen t is 
defined to inc lude com m on stock; 
re la ted  surplus; and  re ta ined  earnings 
(including capital reserves and  
adjustm ents for the cum ulative effect of 
foreign currency translation); less ne t 
un rea lized  ho ld ing  losses on AFS equity 
securities w ith  read ily  determ inable fair 
values. N et unrea lized  ho ld ing  gains on 
such  equity  securities and  ne t 
un rea lized  holding gains and  losses on 
AFS debt securities are no t inc lu d ed  in 
the  Agencies’ regulatory capital 
defin ition  of com m on stockholders’ 
equity .4 Tier 2 capital includes, subject 
to certain lim itations and  conditions, 
the  allow ance for loan and  lease losses; 
cum ulative perpe tual preferred  stock 
an d  rela ted  surplus; and  certain  other 
m aturing or redeem able capital 
instrum ents.

The Basle Accord also perm its 
institu tions to inc lude up  to 45 percen t 
of the  pretax  n e t un rea lized  gains on 
equity  securities in  supplem entary  
capital. As explained  in  the Basle 
A ccord, the  55 percen t d iscoun t is 
app lied  to the unrea lized  gains to reflect 
the  potentia l volatility  of th is  form of 
unrea lized  capital, as w ell as the tax 
liability  charges tha t generally  w ou ld  be 
incurred  if the unrea lized  gain w ere 
realized  or o therw ise taxed currently. 
W hen the Agencies im plem ented  the 
Basle A ccord by issuing the ir  respective 
risk-based capital s tandards in  1989, 
they  decided  no t to inc lude unrealized  
gains on AFS equity securities in  T ier 2 
capital.

2 Each Agency’s risk-based capital standards 
contain more detailed descriptions of core and 
supplementary capital. See 12 CFR Part 3, 
A ppendix A, for national banks; 12 CFR Part 208, 
A ppendix A, for state member banks; 12 CFR Part 
225, Appendix A, for bank holding

3 Bank holding companies may also include 
lim ited amounts of cumulative perpetual preferred 
stock in Tier 1 capital.

4 For regulatory reporting purposes, institutions 
record net unrealized gains and losses on AFS 
securities (debt and equity) in accordance w ith 
Statement of Financial Accounting Standards 
(SFAS) No. 115, “Accounting for Certain 
Investments in Debt and Equity Securities.” AFS 
securities are all debt securities not held for trading 
that an institution does not have the positive intent 
and ability to hold to maturity and equity securities 
w ith readily determinable fair values not held for 
trading. AFS securities m ust be reported at fair 
value w ith unrealized holding gains or losses (i.e., 
the am ount by w hich fair value exceeds or falls 
below cost) reported, net of tax, directly in a 
separate component of common stockholders’ 
equity.
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Proposed Rule

The Agencies believe tha t it is 
appropriate  to con tinue the existing 
regulatory capital treatm ent of net 
un rea lized  ho ld ing  gains and  losses on 
AFS debt securities and  ne t unrea lized  
ho ld ing  losses on  AFS equity  securities. 
However, for institu tions that have net 
un rea lized  holding gains on AFS equity 
securities, the Agencies decided  to 
consider w hether to inc lude at least a 
portion  of the unrea lized  gains on such 
securities in  regulatory capital. 
Accordingly, on October 27, 1997, the 
Agencies pub lished  a joint proposal to 
am end  the ir respective risk-based 
capita l standards for institu tions (62 FR 
55682).

Specifically, the  Agencies proposed, 
consisten t w ith  the  Basle Accord, to 
perm it in stitu tions that legally ho ld  
equity  securities to inc lude up  to 45 
percen t of the pretax  net unrealized  
ho ld ing  gains (that is, the excess 
am ount, if any, of fair value over 
h istorical cost) on AFS equity securities 
in  Tier 2 capital. The proposed  rule 
requ ired  tha t equity  securities be valued 
in  accordance w ith  GAAP and  have 
read ily  determ inable fair values,5 and  
institu tions shou ld  be able to 
substantiate  those values. In the event 
that an Agency determ ines that an 
in s titu tio n ’s AFS equity  securities are 
no t p ruden tly  valued  in  accordance 
w ith  GAAP, the  institu tion  m ay be 
p rec luded  from  inc lud ing  all or a 
portion  of the  45 percent of pretax net 
un rea lized  ho ld ing  gains on those 
securities in  T ier 2 capital.

Comments Received

The Agencies received eleven 
com m ents on the  proposal, six from 
financial in stitu tions and  five from 
banking trade associations. Seven 
com m enters expressed support for the 
proposal; the rem aining four 
responden ts w ere opposed.

5 The Agencies intend to rely on the guidance set 
forth in SFAS 115 for purposes of determining 
w hether equity securities have fair values that are 
“readily determinable.” Under SFAS 115, the fair 
value of an equity security is readily determinable 
if sales prices or bid-and-ask quotations are 
currently available on a securities exchange 
registered with the Securities and Exchange 
Commission or in  the over-the-counter market, 
provided that those prices or quotations for the 
over-the-counter market are publicly reported by 
the National Association of Securities Dealers 
Automated Quotations System or by the National 
Quotations Bureau. Restricted stock does not meet 
this definition. The fair value of an equity security 
traded only in a foreign market is readily 
determinable if that foreign market is of a breadth 
and scope comparable to one of the U.S. markets 
referred to previously. The fair value of an 
investment in a m utual fund is readily determinable 
if the fair value per share (unit) is determined and 
published and is the basis for current transactions.

Respondents supporting  the proposal 
inc luded  three institu tions and  four 
trade associations. These com m enters 
generally believe tha t convergence w ith  
the Basle A ccord w ill resu lt in  greater 
uniform ity  w ith  foreign capital 
standards, and  w ill m itigate a source of 
com petitive inequality  arising from 
continu ing  differences in  supervisory 
capital requirem ents across countries. 
Three com m enters representing trade 
associations further em phasized  tha t the 
proposed  ru le w ou ld  treat net 
un rea lized  holding gains on AFS equity 
securities m ore consisten tly  w ith  the 
curren t trea tm ent of net un realized  
holding losses since the latter are 
already deducted  from Tier 1 capital. 
A nother com m enter observed that 
inc lud ing  n e t un rea lized  ho ld ing  gains 
in  T ier 2 capital is m ore com parable to 
the GAAP treatm ent of such  gains as a 
com ponent of equity  capital.

O pponents of the proposal, three 
financial in stitu tions and  one banking 
trade association, expressed varying 
concerns. The financial in stitu tion  
representatives generally stated  that the 
proposed  ru le  w ou ld  p lace an 
additiona l bu rd en  on sm all com m unity  
banks. The rem aining opponen t of the 
proposed  ru le expressed opposition  to 
the fair value treatm ent of debt and  
equity  securities for regulatory capital 
calculations (an op in ion  expressed by 
tw o o ther trade associations, despite 
the ir support for the proposal). This 
com m enter no ted  that m arket 
fluctuations could  have a significant 
im pact on  capital levels if the 
unrea lized  equity  gains are inc luded  
and  the p roposed  d iscount m ay be 
insufficient to absorb the potentia l 
volatility  in  the value of these assets. 
This com m enter also disagreed w ith  the 
tim ing of the proposal, indicating  that 
the  curren tly  strong m arket could  create 
equity  ho ld ing  gains tha t m ay n o t be 
sustained  if  the  econom y w eakens. In 
such  an  event, the com m enter was 
concerned  tha t in stitu tions un d u ly  
relying on unrea lized  ho ld ing  gains in  
the ir portfolios m ay find the ir  capital 
levels falling below  regulatory 
m in im um s due to an  adverse change in 
m arket conditions.

Several com m enters m ade suggestions 
for im provem ents or requests for 
clarification. Two supporters of the 
proposal recom m ended  th a t the 
Agencies further am end the  risk-based 
capital guidelines to elim inate the Tier
1 capital deduction  for net un realized  
losses on  AFS equity  securities in  favor 
of a deduction  from Tier 2 capital, 
thereby providing parallel treatm ent of 
bo th  unrealized  gains and  losses on  AFS 
equity  securities. O thers, claim ing that 
AFS debt securities are as liqu id  and

m arketable as AFS equity  holdings, 
recom m ended  tha t the A gencies w ork 
w ith  the  Basle Com m ittee to allow  
unrea lized  ho ld ing  gains on debt 
securities to be treated  as 
supplem entary  capital.

Tw o com m enters, each w ith  a 
different overall op in ion  of the 
p roposed  rule, questioned  the  p roposed  
55 percen t d iscoun t app lied  to the 
am ount perm itted  to be recognized for 
regulatory capital purposes. O ne stated 
tha t the d iscoun t w as excessive and 
suggested the Agencies consider 
elim inating  or reducing  the  discount. 
W hile generally in  favor of the  proposal, 
th is com m enter no ted  tha t a com parable 
d iscoun t was n o t requ ired  by GAAP an d  
po in ted  out tha t un rea lized  losses w ere 
no t sim ilarly  d iscounted . The o ther 
com m enter believed unrea lized  equity  
gains shou ld  e ither be fully recognized 
in  capita l or be entirely  disallow ed. 
Since the com m enter expected  a 
d iscount to be in c lu d ed  in  the final rule, 
the com m enter voiced overall 
opposition  to the proposal.

The Agencies w ere also asked to 
clarify tha t the proposal applies to 
equity  securities held  in  subsid iaries of 
financial institu tions. Finally , tw o 
com m enters supported  a reexam ination  
of the  w hole risk-based capital 
fram ework, contending  tha t the 
fram ew ork is too com plex  for small, 
trad itional institu tions and  the  cu rren t 
risk w eight categories are too broad.

Response to Comments

After carefully considering the 
com m ents received, the  Agencies are 
adopting  the final ru le  substan tially  as 
p roposed. The Agencies agree tha t 
adopting  th is  ru le  w ill resu lt in  m ore 
consistency w ith  the  capita l s tandards 
app lied  to financial in stitu tions in  other 
countries tha t have adop ted  the 
trea tm ent perm itted  in  the Basle 
Accord. A lthough lim ited  to a 
supp lem entary  capital item , recognizing 
unrea lized  gains on  AFS equity  
securities in  Tier 2 capital is m ore 
consistent w ith  the  trea tm ent of 
unrea lized  losses on such  equity 
securities and  is also m ore com parable 
to the  GAAP trea tm ent o f such  gains as 
a com ponen t of equity  capital.

U nder the final ru le  an  in stitu tion  is 
perm itted , but no t required , to recognize 
up  to 45 percen t of pretax  net 
un rea lized  ho ld ing  gains on AFS equity  
securities in  Tier 2 capital. The 
inform ation  the in stitu tion  m ust 
assem ble in  support of such  trea tm ent is' 
the sam e as that a lready used  by the 
institu tion  w hen  it prepares its
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regulatory reports 6 in  accordance w ith  
GAAP and  there are no new  capital 
restrictions or lim itations im posed. 
Consequently, the Agencies find  no 
reason to believe tha t this final ru le 
p laces an  additional bu rd en  on 
institu tions of any size, inc lud ing  sm all 
com m unity  banks.

U nrealized gains and  losses on  m any 
financial assets, inc lud ing  AFS debt 
securities an d  m ost loans, are ignored 
for purposes of calculating capital u n d er 
the A gencies’ leverage and  risk-based 
capital standards. However, the 
Agencies do no t agree w ith  the 
argum ent raised  in  som e of the 
com m ent letters that, for regulatory 
capital purposes, h istorical cost (rather 
th an  fair value) shou ld  be used  for 
equity  securities. To the contrary, the 
Agencies believe tha t the fair value of 
equity  securities is relevant w hen  
evaluating regulatory capital.

A t the tim e the risk-based capital 
guidelines w ere prom ulgated  in  1989, 
GAAP and  the  regulatory reporting  rules 
generally requ ired  equity  investm ents to 
be valued  at the low er of cost or m arket 
(LOCOM) w ith  any n e t un rea lized  losses 
on these investm ents deduc ted  from 
equity  capita l.7 Consistent w ith  this 
LOCOM accounting  approach, the 
Agencies d id  not inc lude ne t un rea lized  
gains on equity  securities in  Tier 2 
capital. However, in  1993, SFAS 115 
was adopted. This accounting  standard , 
w h ich  applies fair value accounting  to 
m any equity  securities and  requires 
institu tions to reflect changes in  the fair 
value of the ir  AFS equity  securities as 
a com ponent of equity  capital, w as also 
adopted  by the Agencies for regulatory 
reporting  purposes. A lthough SFAS 115 
further requires AFS debt securities to 
be carried at fair value, the unrealized  
ho ld ing  gains and  losses on these 
securities generally are m ore tem porary 
in  nature because the fair values of these 
debt instrum ents, over tim e, tend  to 
approach  the ir  respective face values. 
Thus, any unrea lized  gains and  losses 
on these debt instrum ents generally 
d im in ish  as the  instrum ents d raw  closer 
to the ir m aturity  dates. As a result, the 
Agencies con tinue to believe tha t 
un realized  gains and  losses on  AFS debt 
instrum ents are appropriately  excluded  
from regulatory capital. However, the 
Agencies n ow  believe it is appropriate, 
subject to p ruden tia l supervisory

6 These reports are the Consolidated Reports of 
Condition and Income for banks supervised by the 
OCC, the Board, or the FDIC; the Thrift Financial 
Report for thrift institutions supervised by the OTS; 
and the FR Y-9C Report for bank holding 
companies supervised by the Board.

7 This LOCOM accounting approach for equity 
securities was required by SFAS No. 12,
“Accounting for Certain Marketable Securities.”

lim itations, to inc lude in  Tier 2 capital 
at least a portion  of an  in s titu tio n ’s net 
unrea lized  holding gains on AFS equity  
securities. Consistent w ith  current 
supervisory policy, to the extent tha t 
un rea lized  gains an d  losses on  AFS debt 
securities and  o ther assets are not 
form ally recognized for regulatory 
capital purposes, the  Agencies w ill 
con tinue to consider the  im pact of any 
apprecia tion  or deprecia tion  on these 
assets w hen  evaluating an in s titu tio n ’s 
capital adequacy.

This final ru le  does no t revise the 
treatm ent of net un rea lized  losses on 
AFS equity securities. The Agencies 
believe any m easure of po ten tia l loss 
m ust be reflected in  T ier 1 capital so as 
to provide an adequate cush ion  against 
risk. Therefore, in  accordance w ith  the 
A gencies’ existing capital standards, 
these net un realized  losses w ill 
con tinue to be deducted  in  determ ining 
Tier 1 capital.

The Agencies agree w ith  the concerns 
of the  com m enter tha t m arket 
fluctuations could  have a significant 
im pact on capital levels if  net 
unrea lized  holding gains on equity 
securities are inc luded  in  Tier 2 capital. 
T hus, as a p ruden t supervisory 
constrain t, and  consistent w ith  the Basle 
A ccord, it appears appropriate  to lim it 
the am ount of net apprecia tion  on AFS 
equity  securities tha t m ay be in c luded  
in  Tier 2 capital to no m ore than  45 
percen t of the pretax net unrea lized  
holding gains on these securities. 
A lthough not requ ired  by GAAP, this 
d iscount w ill help  m inim ize 
supervisory  concerns about m arket 
volatility, forced sale risk, and  possible 
tax charges.

Furtherm ore, to p revent undue  
reliance on such gains to m eet 
m in im um  capital requirem ents, 
un realized  gains on AFS equity 
securities are no t in c luded  in the 
calculation of Tier 1 capital u n d er the 
A gencies’ leverage and  risk-based 
capital ratios. A lthough up  to 45 percen t 
of these net unrea lized  ho ld ing  gains 
m ay be inc luded  in  calculating  total 
risk-based capital, the allow able portion  
of these gains is only inc luded  in Tier
2 capital, w hich, in  turn , is lim ited 
u n d er the Agencies’ risk-based capital 
standards to no m ore than  100 percen t 
of T ier 1 capital.

The proposed  ru lem aking d id  not 
address how  unrealized  gains on equity  
securities tha t are held  by  an 
in s titu tio n ’s subsidiaries shou ld  be 
treated  in  those cases w here the 
in stitu tion ’s investm ent in  the 
subsidiary itself is required  to be 
deducted  from regulatory capital. If an 
in s titu tio n ’s investm ent in  a subsid iary  
is deducted  for regulatory capital

purposes, any unrea lized  gains on 
equity  securities he ld  by the subsidiary 
w ill n o t be inc lu d ed  in  the in s titu tion ’s 
Tier 2 capital. On Septem ber 12, 1997, 
the FDIC pub lished  a request for 
com m ents regarding p roposed  changes 
to the  ru les regarding the  activities of 
insu red  state banks and  insu red  state 
savings associations (62 FR 47969). If 
this ru le  is adopted  as p roposed  by the 
FDIC, a state in s titu tio n ’s investm ent in 
a subsid iary  w hich , in  turn , invests in 
lis ted  equity securities or shares of 
investm ent com panies of a type not 
perm itted  for a national bank  or federal 
savings association, as au thorized  by the 
proposed  ru le  in  the case of well- 
capitalized institu tions, w ou ld  be 
deducted  from Tier 1 capita l for 
regulatory capital purposes.

Finally, the A gencies have considered 
the com m enters’ concern  tha t the 
cu rren t risk-based capita l ru les are too 
com plex for sm all trad itional 
institu tions an d  tha t the cu rren t risk 
w eight categories are too broad. 
A lthough the Agencies are sym pathetic 
to th is concern  and  w ill con tinue to 
seek w ays to reduce b u rd en  on banks 
w herever appropriate, a broad-based 
reexam ination of the risk-based capital 
fram ew ork is outside the scope of this 
rulem aking.

Final Rule

After careful consideration  of all the 
com m ents received, the  Agencies have 
decided  to adop t the final ru le  w ith  only 
m inor technical m odifications. U nder 
the final rule, in stitu tions tha t legally 
ho ld  equity  securities are perm itted  to 
inc lude up  to 45 percen t of the pretax 
net un realized  ho ld ing  gains on AFS 
equity  securities in  T ier 2 capital. 
Revisions from  the original proposal 
have been lim ited  to m inor changes in 
the regulatory text to ensure consistency 
am ong the ru les issued  by each Agency.

Institu tions need  to be aware that, 
a lthough inc lud ing  a portion  of 
unrealized  gains on AFS equity 
securities in  T ier 2 capita l m ay increase 
the ir total risk-based capita l ratio, it may 
reduce their T ier 1 risk-based capital 
ratio .8 Such decreases could  occur 
because an in s titu tio n ’s total risk- 
w eighted  assets (the denom inato r for 
bo th  the Tier 1 and  to tal risk-based 
capital ratios) w ou ld  increase by the 
am ount of p retax  ne t un rea lized  holding 
gains on AFS equity securities included 
in  T ier 2 capital. However, none of these 
gains w ould  be in c luded  in  T ier 1

8 The leverage ratio w ill not be affected because 
the unrealized gains on AFS equity securities are 
not included in the numerator (Tier 1 capital) nor 
the denominator (total assets as defined in the 
agencies’ capital standards) w hen computing the 
leverage ratio.



Federal Register/Vol. 63, No. 169/Tuesday, September 1, 1998/Rules and Regulations 46521

capital, thereby po ten tia lly  decreasing 
an  in s titu tio n ’s T ier 1 risk-based capital 
ratio. For th is reason, institu tions 
should  w eigh the  effects on both their 
total risk-based capital ratio and Tier 1 
risk-based capital ratio w hen  
determ ining the am ount of unrealized  
gains on AFS equity  securities, if  any, 
to inc lude in  T ier 2 capital.

Early Compliance

Subject to certain exceptions, 12 
U.S.C. 4802(b) provides tha t new  
regulations and  am endm ents to 
regulations prescribed  by a Federal 
banking agency w h ich  im pose 
additional reporting, disclosures, or 
o ther new  requirem ents on an  insu red  
depository institu tion  shall take effect 
on the first day of a calendar quarter 
w hich  begins on or after the date on 
w hich  the  regulations are pub lished  in  
final form. However, section  4802(b) 
also perm its persons w ho are subject to 
such  regulations to com ply w ith  the 
regulation before its effective date. 
A ccordingly, the Agencies w ill not 
object if  an  institu tion  w ishes to apply  
the  provisions of th is final ru le 
beginning w ith  the  date it is pub lished  
in  the Federal Register.

Regulatory Flexibility Act Analysis

P ursuant to section 605(b) of the 
Regulatory Flexibility  Act, the  Agencies 
have determ ined  tha t th is  final rule w ill 
no t have a significant econom ic im pact 
on a substantial num ber of sm all entities 
in  accordance w ith  the sp irit and 
purposes of the Regulatory Flexibility 
Act (5 U.S.C. 601 et seq.). The final ru le 
w ill perm it, bu t no t obligate, 
institu tions to inc lude up  to 45 percent 
of the pretax  ne t unrea lized  holding 
gains on AFS equity  securities in  Tier 2 
capital. The inform ation w hich  an 
institu tion  m ust assem ble in  support of 
such  trea tm ent is the sam e as that 
already created w hen  it prepares its 
regulatory reports in  accordance w ith  
GAAP. For those institu tions choosing 
to utilize the final rule, the effect w ou ld  
be to increase im m ediate ly  the am ount 
of Tier 2 capital held  by institu tions, 
inc lud ing  sm all institu tions, by the 
am ount of the ir qualifying pretax net 
unrealized  ho ld ing  gains on such 
securities subject to the existing lim it on 
Tier 2 capital. Thereafter, the am ount of 
Tier 2 capita l w ill increase or decrease 
as the fair value of the in s titu tion ’s 
holdings of AFS equity  securities 
changes. The Agencies have concluded  
tha t the increase and  changes in Tier 2 
capital w ill no t have a significant 
im pact on  the am ount of total capital 
held  by institu tions, regardless of size.

Paperwork Reduction Act

The A gencies have determ ined  that 
the final ru le does not involve a 
collection of inform ation p u rsuan t to 
the provisions of the Paperw ork 
R eduction  Act of 1995 (44 U.S.C. 3501 
et seq.).

Small Business Regulatory Enforcement 
Fairness Act

The Sm all Business Regulatory 
Enforcem ent Fairness Act of 1996 
(SBREFA) (Title II, Pub. L. 1004-121) 
provides generally for agencies to report 
ru les to Congress for review. The 
reporting  requirem ent is triggered w hen  
a federal agency issues a final rule. 
Accordingly, the  Agencies w ill file the 
appropriate  reports w ith  Congress as 
required  by SBREFA.

The Office of M anagem ent and  Budget 
has determ ined  that th is final ru le does 
n o t constitu te  a “m ajor ru le” as defined  
by  SBREFA.

OCC and OTS Executive Order 12866 
Determination

The OCC and  the OTS have 
determ ined  tha t the  final ru le  does not 
constitu te  a “ significant regulatory 
ac tion” for the purposes of Executive 
O rder 12866.

OCC and OTS Unfunded Mandates 
Reform Act o f 1995 Determinations

Section 202 of the U nfunded  
M andates Reform Act of 1995, Pub. L. 
104-4  (U nfunded M andates Act) 
requires tha t an  agency prepare a 
budgetary  im pact statem ent before 
prom ulgating a ru le  tha t inc ludes a 
F ederal m andate that m ay resu lt in 
expend itu re  by State, local, and  tribal 
governm ents, in  the  aggregate, or by  the 
private sector, of $100 m illion  or m ore 
in  any one year. If a budgetary im pact 
sta tem ent is required, section  205 of the 
U nfunded  M andates A ct also requires 
an  agency to identify  and  consider a 
reasonable num ber of regulatory 
alternatives before prom ulgating  a rule. 
As d iscussed  in  the  pream ble, th is ru le 
w ill perm it institu tions to inc lude up  to 
45 percen t of pretax ne t un realized  
ho ld ing  gains on  AFS equity securities 
in  Tier 2 capital u nder the  A gencies’ 
risk-based capital rules. The final ru le 
w ill reduce regulatory bu rden  by 
increasing  the am ount of supplem entary  
capital h e ld  by certain  institu tions. The 
OCC and  the OTS have therefore 
determ ined  that the overall effect of the 
ru le  on national banks and  thrifts w ill 
no t resu lt in  aggregate expenditures by 
State, local, or tribal governm ents or by 
the private sector of $100 m illion  or 
more. A ccordingly, the OCC and  the 
OTS have no t p repared  a budgetary 
im pact statem ent or specifically

addressed  the  regulatory alternatives 
considered.

List o f  Subjects

12 CFR Part 3

A dm inistrative practice and 
procedure, Capital, National banks, 
Reporting and  recordkeeping 
requirem ents, Risk.

12 CFR Part 208

A ccounting, A griculture, Banks, 
banking, Confidential business 
inform ation, Crime, Currency, Federal 
Reserve System, Mortgages, Reporting 
and  recordkeeping requirem ents, 
Securities.

12 CFR Part 225

A dm inistrative practice and  
procedure, Banks, banking, Federal 
Reserve System, H olding Com panies, 
Reporting and  recordkeeping 
requirem ents, Securities.

12 CFR Part 325

A dm inistrative practice and  
procedure , Banks, banking, Capital 
adequacy, Reporting and  recordkeeping 
requirem ents, Savings associations, 
State non-m em ber banks.

12 CFR Part 567

Capital, Reporting and  recordkeeping 
requirem ents, Savings associations.

Authority and Issuance

Office o f the Comptroller o f  the 
Currency

12 CFR Chapter I

For the  reasons set ou t in  the  joint 
pream ble, part 3 of chap ter I of title  12 
of the Code of Federal Regulations is 
am ended  as follows:

PART 3—MINIMUM CAPITAL RATIOS; 
ISSUANCE OF DIRECTIVES

1. The au thority  citation  for part 3 
continues to read  as follows:

Authority: 12 U.S.C. 93a, 161, 1818, 
1828(n), 1828 note, 1831n note, 1835, 3907, 
and 3909.

2. In append ix  A to part 3, section  2. 
is am ended  by adding  a new  paragraph
(b)(5) inc lud ing  footnote 5 to read  as 
follows:

Appendix A to Part 3—Risk-Based Capital 
Guidelines
* * * * *

Section 2. Components o f Capital. 
* * * * *

(b) * * *
(5) Up to 45 percent of the pretax net 

unrealized holding gains (that is, the excess, 
if any, of the fair value over historical cost) 
on available-for-sale equity securities w ith
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readily determinable fair values.5 Unrealized 
gains (losses) on other types of assets, such 
as bank premises and available-for-sale debt 
securities, are not included in  Tier 2 capital, 
but the OCC may take these unrealized gains 
(losses) into account as additional factors 
w hen assessing a bank’s overall capital 
adequacy.
* * * * *

Dated: August 12, 1998.
Julie L. Williams,
Acting Comptroller o f the Currency.

Federal Reserve System

12 CFR Chapter II

For the reasons set forth in  the  jo in t 
pream ble, parts 208 and  225 of chapter
II of title 12 of the Code of Federal 
Regulations are am ended  as follows:

PART 208—MEMBERSHIP OF STATE 
BANKING INSTITUTIONS IN THE 
FEDERAL RESERVE SYSTEM 
(REGULATION H)

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

Authority: 12 U.S.C. 24, 36, 92(a), 93(a), 
248(a), 248(c), 321-338a, 371d, 461, 4 8 1 ^ 8 6 , 
601, 611,1814, 1816, 1818, 1820(d)(9), 
1823(j), 1828(o), 1831, 18310, 1831p-l, 
1831r—1 ,1835a, 1882, 2901-2907, 3105,
3310, 3331-3351, and 3906-3909; 15 U.S.C. 
78b, 781(b), 781(g), 78l(i), 78o-4(c)(5), 78q, 
78q—1, and 78w; 31 U.S.C. 5318; 42 U.S.C. 
4012a, 4104a, 4104b, 4106, and 4128.

2. In append ix  A to part 208, the 
in troductory  paragraphs in  section
11.A.2. are revised and  footnote 8 is 
rem oved an d  reserved to read  as 
follows:

Appendix A to Part 208—Capital Adequacy 
Guidelines for State Member Banks: Risk- 
Based Measure
* * * * *

J J  *  *  *

* * *

2. Supplem entary capital elem ents (Tier 2 
capital]. The Tier 2 component of a bank’s 
qualifying total capital may consist of the 
following items that are defined as 
supplementary capital elements:

(i) Allowance for loan and lease losses 
(subject to limitations discussed below);

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

(iii) Hybrid capital instrum ents (as defined 
below) and mandatory convertible debt 
securities;

(iv) Term subordinated debt and 
intermediate-term preferred stock, including 
related surplus (subject to limitations 
discussed below);

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

5 The OCC reserves the authority to exclude all or 
a portion of unrealized gains from Tier 2 capital if 
the OCC determines that the equity securities are 
not prudently valued.

The maximum amount of Tier 2 capital 
that may be included in a bank’s qualifying 
total capital is limited to 100 percent of Tier 
1 capital (net of goodwill and other 
intangible assets required to be deducted in 
accordance with section II.B.l.b. of this 
appendix).

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

3. In append ix  A to part 208, section
H .A.2., paragraphs d. an d  e. are revised 
to read as follows: 
* * * * *  

j j  *  *  *

^  * * *

2 . *  *  *
d. Subordinated debt and intermediate 

term preferred stock, (i) 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 w ith section 
//.B.l.b. of this appendix). Amounts in excess 
of these limits may be issued and, while not 
included in the ratio calculation, will be 
taken into account in the overall assessment 
of a bank’s funding and financial condition.

(ii) Subordinated debt and intermediate- 
term preferred stock m ust have an original 
weighted average m aturity of at least five 
years to qualify as supplementary capital. (If 
the holder has the option to require the issuer 
to redeem, repay, or repurchase the 
instrum ent prior to the original stated 
maturity, maturity w ould be defined, for risk- 
based capital purposes, as the earliest 
possible date on which the holder can put 
the instrum ent back to the issuing bank .)12 In 
the case of subordinated debt, the instrument 
m ust be unsecured and must clearly state on 
its face that it is not a deposit and is not 
insured by a Federal agency. To qualify as 
capital in banks, debt m ust be subordinated 
to general creditors and claims of depositors. 
Consistent w ith current regulatory 
requirements, if a state member bank wishes 
to redeem subordinated debt before the stated 
maturity, it m ust receive prior approval of 
the Federal Reserve.

e. Unrealized gains on equity securities 
and unrealized gains (losses) on other assets. 
Up to 45 percent of pretax net unrealized 
holding gains (that is, the excess, if any, of 
the fair value over historical cost) on 
available-for-sale equity securities with 
readily determinable fair values may be 
included in supplementary capital. However, 
the Federal Reserve may exclude all or a 
portion of these unrealized gains from Tier 2

12 As a limited-life capital instrum ent approaches 
maturity it begins to take on characteristics of a 
short-term obligation. For this reason, the 
outstanding amount of term subordinated debt and 
limited-life preferred stock eligible for inclusion in 
Tier 2 is reduced, or discounted, as these 
instruments approach maturity: one-fifth of the 
original amount (less redemptions) is excluded each 
year during the instrum ent’s last five years before 
maturity. When the remaining m aturity is less than 
one year, the instrum ent is excluded from Tier 2 
capital.

capital if the Federal Reserve determines that 
the equity securities are not prudently 
valued. Unrealized gains (losses) on other 
types of assets, such as bank premises and 
available-for-sale debt securities, are not 
included in supplementary capital, but the 
Federal Reserve may take these unrealized 
gains (losses) into account as additional 
factors w hen assessing a  bank’s overall 
capital adequacy.
* * * * *

PART 225—BANK HOLDING 
COMPANIES AND CHANGE IN BANK 
CONTROL (REGULATION Y)

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

Authority: 12 U.S.C. 1817(j)(13), 1818, 
1828(o), 1831i, 1831p—1, 1843(c)(8), 1844(b), 
1972(1), 3106, 3108, 3310, 3331-3351, 3907, 
and 3909.

2. In append ix  A to part 225, the 
in troductory  paragraphs of section
II. A. 2. are revised and  footnote 8 is 
rem oved and  reserved to read as 
follows:

Appendix A to Part 225—Capital Adequacy 
Guidelines for Bank Holding Companies: 
Risk-Based Measure
* * * * *

J J  *  *  *

* *  *

2. Supplem entary capital elements (Tier 2 
capital). The Tier 2 component of an 
institution’s qualifying total capital may 
consist of the following items that are 
defined as supplementary capital elements:

(i) Allowance for loan and lease losses 
(subject to limitations discussed below);

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

(iii) Hybrid capital instruments (as defined 
below), perpetual debt and mandatory 
convertible debt securities;

(iv) Term subordinated debt and 
intermediate-term preferred stock, including 
related surplus (subject to limitations 
discussed below);

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

The maximum am ount of Tier 2 capital 
that may be included in an organization’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 w ith section II.B.l.b. 
of this appendix).

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

3. In append ix  A to part 225, section 
U.A.2., paragraphs d  an d  e are revised to 
read  as follows:
* * * * *

J J  *  *  *

* * *

2 * * *

d. Subordinated debt and intermediate- 
term preferred stock, (i) The aggregate
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am ount 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 w ith section
II.B.l.b. of this appendix). Amounts in excess 
of these limits may be issued and, while not 
included in the ratio calculation, will be 
taken into account in the overall assessment 
of an organization’s funding and financial 
condition.

(ii) Subordinated debt and intermediate- 
term preferred stock must have an original 
weighted average maturity of at least five 
years to qualify as supplementary capital.12 
(If the holder has the option to require the 
issuer to redeem, repay, or repurchase the 
instrum ent prior to the stated maturity, 
maturity would be defined, for risk-based 
capital purposes, as the earliest possible date 
on which the holder can put the instrument 
back to the issuing banking organization.)13 
In the case of subordinated debt, the 
instrum ent must be unsecured and must 
clearly state on its face that it is not a deposit 
and is not insured by a Federal agency. Bank 
holding company debt must be subordinated 
in the right of payment to all senior 
indebtedness of the company.

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

By order of the Board of Governors of the 
Federal Reserve System, August 25,1998. 
Jennifer J. Johnson,
Secretary o f the Board.

Federal Deposit Insurance Corporation 

12 CFR Chapter III

For the  reasons set forth  in  the  joint 
pream ble, part 325 of chapter III of title 
12 of the Code of Federal Regulations is 
am ended  as follows:

PART 325—CAPITAL MAINTENANCE

1. The authority  citation for part 325 
continues to read as follows:

Authority: 12 U.S.C. 1815(a), 1815(b),
1816, 1818(a), 1818(b), 1818(c), 1818(t), 
1819(Tenth), 1828(c), 1828(d), 1828(i), 
1828(n), 1828(o), 1831o, 1835, 3907, 3909, 
4808; Pub. L. 102-233, 105 Stat. 1761, 1789, 
1790 (12 U.S.C. 1831n note); Pub. L. 102- 
242, 105 Stat. 2236, 2355, as amended by 
Pub. L. 103-325, 108 Stat. 2160, 2233 (12 
U.S.C. 1828 note); Pub. L. 102-242, 105 Stat. 
2236, 2386, as amended by Pub. L. 102-550, 
106 Stat. 3672, 4089 (12 U.S.C. 1828 note).

2. In append ix  A to part 325, the 
in troductory  paragraphs of section I .A 2. 
are revised to read as follows:

Appendix A to Part 325—Statement of Policy 
on Risk-Based Capital
* * * * *

J  *  *  *

* * *

2. Supplem entary capital elements (Tier 2) 
consist of:

i. Allowance for loan and lease losses, up 
to a maximum of 1.25 percent of risk- 
weighted assets;

ii. Cumulative perpetual preferred stock, 
long-term preferred stock (original maturity 
of at least 20 years), and any related surplus;

iii. Perpetual preferred stock (and any 
related surplus) where the dividend is reset 
periodically based, in w hole or part, on the 
bank’s current credit standing, regardless of 
whether the dividends are cumulative or 
noncumulative;

iv. Hybrid capital instruments, including 
m andatory convertible debt securities;

v. Term subordinated debt and 
intermediate-term preferred stock (original

average m aturity of five years or more) and 
any related surplus; and

vi. Net unrealized holding gains on equity 
securities (subject to the limitations 
discussed in paragraph I.A2.(f) of this 
section).

The maximum am ount of Tier 2 capital 
that may be recognized for risk-based capital 
purposes is limited to 100 percent of Tier 1 
capital (after any deductions for disallowed 
intangibles and disallowed deferred tax 
assets). In addition, the combined am ount of 
term subordinated debt and intermediate- 
term preferred stock that may be treated as 
part of Tier 2 capital for risk-based capital 
purposes is lim ited to 50 percent of Tier 1 
capital. Amounts in excess of these limits 
may be issued but are not included in the 
calculation of the risk-based capital ratio. 
* * * * *

3. In append ix  A to part 325, the last 
undesignated  paragraph of section 
I .A 2 ., en titled  “D iscount of lim ited-life 
supp lem entary  capital in stru m en ts ,” is 
designated as paragraph (e) and  a new  
paragraph (f] is added  to section I .A 2. 
to read as follows: 
* * * * *

J  *  *  *

A. * * * 
2 . *  *  *

(f) Unrealized gains on equity securities 
and unrealized gains (losses) on other assets. 
Up to 45 percent of pretax net unrealized 
holding gains (that is, the excess, if any, of 
the fair value over historical cost) on 
available-for-sale equity securities w ith 
readily determinable fair values may be 
included in  supplementary capital. However, 
the FDIC may exclude all or a portion of 
these unrealized gains from Tier 2 capital if 
the FDIC determines that the equity 
securities are not prudently valued. 
Unrealized gains (losses) on other types of 
assets, such as bank premises and available- 
for-sale debt securities, are not included in 
supplementary capital, but the FDIC may 
take these unrealized gains (losses) into 
account as additional factors w hen assessing 
a bank’s overall capital adequacy. 
* * * * *

4. In append ix  A to part 325, Table I 
is rev ised  to read  as follows:

T a b l e  I —  D e f in it io n  o f  Q u a l if y in g  C a p it a l

Components Minimum requirements and limitations

(1) Core Capital (Tier 1) ................................................................................
(2) Common stockholders’ equity capital ....................................................
(3) Noncumulative perpetual preferred stock and any related surplus ....
(4) Minority interests in equity capital accounts of consolidated subsidi

aries.
(5) Less: All intangible assets other than mortgage servicing rights and 

purchased credit card relationships.
(6) Less: Certain deferred tax assets ...........................................................

Must equal or exceed 4% of risk-weighted assets. 
No limit.1 
No limit.1 
No limit.1

(2)

(3)

12 Unsecured term debt issued by bank holding 
companies prior to March 12, 1988, and qualifying 
as secondary capital at the time of issuance 
continues to qualify as an element of 
supplementary capital under the risk-based 
framework, subject to the 50 percent of Tier 1 
capital limitation. Bank holding company term debt

issued on or after March 12,1988, m ust be 
subordinated in order to qualify as capital.

13 As a limited-life capital instrum ent approaches 
maturity it begins to take on characteristics of a 
short-term obligation. For this reason, the 
outstanding am ount of term subordinated debt and 
limited-life preferred stock eligible for inclusion in

Tier 2 is reduced, or discounted, as these 
instruments approach maturity: one-fifth of the 
original amount (less redemptions) is excluded each 
year during the instrum ent’s last five years before 
maturity. W hen the remaining maturity is less than 
one year, the instrum ent is excluded from Tier 2 
capital.
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T a b le  I.—  D e f in it io n  o f  Q u a l i f y in g  C a p ita l— Continued

Components

(7) Supplementary Capital (Tier 2) ...............................................................
(8) Allowance for loan and lease losses .....................................................
(9) Unrealized gains on certain equity securities5 .....................................
(10) Cumulative perpetual and long-term preferred stock (original matu

rity of 20 years or more) and any related surplus.
(11) Auction rate and similar preferred stock (both cumulative and non

cumulative).
(12) Hybrid capital instruments (including mandatory convertible debt 

securities).
(13) Term subordinated debt and intermediate-term preferred stock 

(original weighted average maturity of five years or more).

(14) Deductions (from the sum of Tier 1 plus Tier 2).
(15) Investments in banking and finance subsidiaries that are not con

solidated for regulatory capital purposes.
(16) Intentional, reciprocal cross-holdings of capital securities issued by 

banks.
(17) Other deductions (such as investments in other subsidiaries or in 

joint ventures) as determined by supervisory authority.
(18) Total Capital (Tier 1 + Tier 2— Deductions)........................................

Minimum requirements and limitations

Total of Tier 2 is limited to 100% of Tier 1.4
Limited to 1.25% of risk-weighted assets.4
Limited to 45% of pretax net unrealized gains.5
No limit within Tier 2; long-term preferred is amortized for capital pur

poses as it approaches maturity.
No limit within Tier 2.

No limit within Tier 2.

Term subordinated debt and intermediate term preferred stock are lim
ited to 50% of Tier 14 and amortized for capital purposes as they ap
proach maturity.

On a case-by-case basis or as a matter of policy after formal consider
ation of relevant issues.

Must equal or exceed 8% of risk-weighted assets.

1 No express limits are placed on the amounts of nonvoting common, noncumulative perpetual preferred stock, and minority interests that may
be recognized as part of Tier 1 capital. However, voting common stockholders’ equity capital generally will be expected to be the dominant form
of Tier 1 capital and banks should avoid undue reliance on other Tier 1 capital elements.

2The amounts of mortgage servicing rights and purchased credit card relationships that can be recognized for purposes of calculating Tier 1 
capital are subject to the limitations set forth in § 325.5(f). All deductions are for capital purposes only; deductions would not affect accounting 
treatment.

3 Deferred tax assets are subject to the capital limitations set forth in § 325.5(g).
4 Amounts in excess of limitations are permitted but do not qualify as capital.
5 Unrealized gains on equity securities are subject to the capital limitations set forth in paragraph I.A2.(f) of Appendix A to part 325.

By order of the Board of Directors.
Dated at Washington, DC, this 25th day of 

August, 1998.
Federal Deposit Insurance Corporation. 
Robert E. Feldman,
Executive Secretary.

Office o f Thrift Supervision  

12 CFR Chapter V

For the reasons set forth in  the joint 
pream ble, part 567 of chapter V of title
12 of the  Code of Federal Regulations is 
am ended  as set forth below:

PART 567—CAPITAL

1. The authority  citation for part 567 
continues to read as follows:

Authority: 12 U.S.C. 1462, 1462a, 1463, 
1464, 1467a, 1828 (note).

2. Section 567.5 is am ended by 
adding a new  paragraph (b)(5) to read as 
follows:

§ 567.5 Components of capital.
* * * * *

(b) * * *
(5) U nrealized gains on equ ity  

securities. Up to 45 percent of 
unrealized gains on available-for-sale 
equity securities w ith  readily  
determ inable fair values may be 
inc luded  in  supplem entary  capital. 
Unrealized gains are unrealized holding 
gains, net of unrealized holding losses,

before incom e taxes, calculated as the 
am ount, if any, by w h ich  fair value 
exceeds historical cost. The OTS may 
disallow  such inclusion  in  the 
calculation of supplem entary  capital if 
the Office determ ines tha t the equity 
securities are no t p ruden tly  valued. 
* * * * *

Dated: August 6, 1998.

By the Office of Thrift Supervision.

Ellen Seidman,

Director.
[FR Doc. 98-23379 Filed 8-31-98; 8:45 am]
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