
FEDERAL RESERVE BANK 
OF M E W  YORBC

[ Circular No. 10203 1  
November 10, 1987 J

PROPOSED AMENDMENTS TO REGULATIONS Y AND H 
. Real Estate Investment and Development Activities 

by Bank Holding Companies and State Member Banks

Comment Invited by December 4

To All Depository Institutions, Bank Holding Companies,
and Others Concerned, in the Second Federal Reserve District:

Following is the text of a statement issued by the Board of Governors of the Federal Reserve 
System:

The Federal Reserve Board has requested comment on proposals affecting real estate investment 
and development activities in a holding company framework.

Comment is requested by December 4 on whether the Board, in evaluating bank holding company 
proposals, should prohibit banks and savings banks in a holding company from engaging in real estate 
investment and development activities and whether these activities should be confined to nonbank sub
sidiaries of bank holding companies.

The Board also requests comment on whether (1) member banks, not in a holding company system, 
should be subject to interaffiliate lending restrictions and (2) it should impose special capital require
ments on real estate subsidiaries of holding company banks.

In an earlier proposal issued in December 1986, the Board sought comment on proposed 
rulemaking under the Bank Holding Company Act that would permit bank holding companies to engage 
in real estate investment activities under specific conditions that were designed to ensure that the conduct 
of the activity did not result in unsafe or unsound banking practices, unfair competition, conflicts of 
interest, or other adverse effects.

Enclosed —  for all commercial banking institutions and bank holding companies in this Dis
trict —  is a copy of the text of the proposal, which has been reprinted from the Federal Register of 
November 4; copies will be furnished to others upon request directed to the Circulars Division of 
this Bank (Tel. No. 212-720-5215 or 5216). Comments on the proposal should be submitted by 
December 4 , 1987, and may be sent to the Board, as indicated in the notice, or to our Domestic 
Banking Applications Division.

E. Gerald Corrigan,
President.
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Regulations Regarding Real Estate 
investment and Development 
Activities of Subsidiaries of Holding 
Company B ante

a©em€ v: Board of Governors of the
Federal Reserve System.
a c t io n : Solicitation of public comments.

SUMMARY: The Federal Reserve Board is 
soliciting comment regarding whether 
the financial risks to a bank holding 
company system associated with real 
estate investment and development 
activities conducted by subsidiary 
banks are such that the Board, in acting 
on applications under the Bank Holding 
Company Act by bank holding 
companies to acquire banks or FDIC 
insured savings banks, should require as 
a condition of a favorable finding 
regarding the financial resources and 
future prospects of the banks involved, 
that the banks not engage in such 
activities directly or through a 
subsidiary. The Board also requests 
comment on whether nonbank 
subsidiaries of banks engaged in real

e sta te  in vestm ent and developm ent 
activ ities, a s  w ell a s  real e s ta te  p rojects  
in w h ich  the sub sid iary  in vests, and  
under certa in  c ircu m stan ces , p artn ers  or  
co-ven tu rers  w ith such subsidiaries, 
should be con sid ered  “affilia tes” of the 
bank for purposes of the restriction s on  
tran sactio n s b etw een  a bank and its 
affiliates co n tain ed  in sectio n s  23A  and  
23B of the F ed eral R ese rv e  A ct. 12  
U .S.C . 371c and 3 7 1 c - l .  F inally , the 
B oard req u ests com m ent regarding  
w hether it should estab lish  sp ecial 
cap ital requirem ents for real e s ta te  
sub sidiaries of holding com p an y b anks  
pursuant to the In tern ation al Lending  
Supervision A c t of 1982.

BATS: C om m ents m ust be rece iv ed  by  
D ecem ber 4 ,1 9 8 7 .

A B0R 1SS1S: A ll com m ents, w hich  
should refer to D ocket No. R -0 8 1 6 , 
should be m ailed  to W illiam  W . W iles, 
S e cre ta ry , B o ard  of G overn ors of the  
F ed eral R eserv e  System , W ash in gto n , 
DC 20551, or d elivered  to R oom  B -2 2 2 3 , 
20th & C onstitution  A ven u e, N W „  
W ashington, DC, b etw een  8 :45  a .m . and  
5:15 p.m. w eek d ay s. C om m en ts m ay  be  
in sp ected  in R oom  B -1 1 2 2  b etw een  8:45  
a.m . and  5:15 p.m . w eek d ay s.

F©5? FUfTTHiPt 8MF@RRMn@K) ©©KT7AST: J. 
Virgil M attingly, D eputy G en eral 
C ounsel (2 0 2 /4 5 2 -3 4 3 0 ), S co tt G. 
A lvarez , S enior C ounsel (2 0 2 /4 5 2 -3 5 8 3 ),  
Legal D ivision: R oger C ole, M an ager  
(2 0 2 /4 5 2 -2 8 1 8 ), D ivision of B anking  
Supervision an d  R egulation ; or M yron  
K w ast, Chief, F in an cia l S tudies S ection , 
Division of R e se a rch  an d  S ta tis tics  (2 0 2 /  
4 5 2 -2 9 0 9 ), B o ard  of G overn ors of the  
F ed eral R eserv e  System , W ashin gton , 
DC 20551. F o r the h earin g im paired  only, 
T elecom m u n icatio n s S erv ice  for the  
D eaf, E a m e stin e  Hill or D orothea  
T hom pson, (2 0 2 /4 5 2 -3 5 4 4 ).

SUPPLEMENTARY INFORMATION

I. In troduction

T he B o ard  cu rren tly  h a s  under 
con sid eration  a  p rop osal under section  
4 (c)(8 ) of the B an k  H olding C om p any  
A ct ("B H C  A c t" )  th at w ould  authorize  
bank holding com p an ies an d  their 
nonbank sub sidiaries, including  
nonbank sub sid iaries of holding  
com p an y b anks w h ere p erm itted  under 
sta te  law , to engage in rea l e s ta te  
in vestm ent an d  develop m en t activ ities  
w ithin certa in  prudential lim its. (52 FR  
543 (1987)). A ltern ativ ely , the B o ard  h as  
ask ed  for com m ent on a  p rop osal to  
continue to prohibit such  a ctiv itie s  for  
bank holding com p an ies and  to m odify  
its existin g  regulations (12  C FR  
225.22(d )(2)) so th at this prohibition  
w ould apply a lso  to nonbank  
sub sid iaries o f  holding com p an y banks.

As the Board has previously stated, 
the Board is concerned that real estate 
investment and development activities 
involve a significant degree of risk 
beyond the risks of other activities 
conducted by banks and bank holding 
companies. Investments in real estate 
are often characterized by considerable 
variations in economic value, returns 
and cash flow. In addition, real estate 
investments are generally illiquid, 
particularly during periods that involve 
economic stress on the banking system. 
To the extent that the profitability of a 
particular real estate investment rests 
upon hopes for capital appreciation 
rather than on established operating 
profits, the risks of the investment 
become even greater.

In light of these significant risks 
associated with real estate investment 
and development activities, the Board 
has proposed a framework of prudential 
limitations for the conduct by bank 
holding companies of real estate 
activities. The Board is evaluating the 
public comments received regarding the 
appropriateness of those limits.

Several of the prudential limits 
outlined by the Board in its real estate 
proposal are designed to insulate banks 
owned by holding companies from the 
risks associated with real estate 
investment and development activities 
conducted by affiliates of the bank. In 
its proposal, the Board questioned 
whether a bank may be adequately 
insulated from the risks associated with 
such activities conducted by nonbank 
subsidiaries of the bank, particularly 
where those nonbank subsidiaries 
operate with management and 
employees of the bank. In light of the 
Board’s concerns that it may not be 
feasible to insulate a bank from the risks 
associated with real estate investment 
and development activities conducted 
through nonbank subsidiaries of the 
bank, the Board requested comment in 
its real estate proposal regarding 
whether the Board should modify its 
existing regulation (12 CFR 225.22(d )(2))  
to prohibit nonbank subsidiaries of 
holding company banks from conducting 
real estate investment and development 
activities and should require that all real 
estate investment and development 
activities, if permitted, be conducted 
only through a nonbank subsidiary held 
by the bank holding company and not 
by a subsidiary of a bank. Under the 
Board’s existing regulation, a nonbank 
subsidiary of a state bank owned by a 
bank holding company may, without the 
Board’s approval under the Act, conduct 
any activity that the state bank may 
conduct directly subject to the limits
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im posed by s ta te  law  on the bank. 12  
CFR 225.22(d )(2).

The B o ard 's cu rren t p rop osal under 
section  4 of the BH C A ct d oes not affect 
real e s ta te  activ ities  con d u cted  d irectly  
by banks ow ned by holding com panies. 
The B oard  has, how ever, asked  for 
com m ent on a p rop osal to establish  
sp ecial cap ital requirem ents for bank  
holding com p an ies that control such  
banks to reflect the in creased  risk to the 
bank holding com p an y system  from such  
activ ities.

II. Savings B an k s U nd er the C om petitive  
Equality Banking A ct

R ecently , the B o ard  h as con sid ered  a  
num ber of ap p lication s to form bank  
holding com p an ies under section  3 of 
the BHC A ct th at involve b anks and  
savings b ank s perm itted  under s ta te  law  
to engage d irectly  and  through  
sub sid iaries in variou s rea l e s ta te  
investm ent and d evelopm ent activ ities. 
In these c a se s , the A pp lican ts have  
agreed  to limit the rea l e sta te  activ ities  
of the banks and their nonbank  
sub sid iaries, to com ply w ith special, 
en h an ced  cap ita l requirem ents, and to 
conform  their activ ities  to the results of 
the B o ard ’s p rop osed  rulem aking. In 
these c a s e s  the B oard  h as also  taken  
into a cco u n t the type and am ount of rea l  
e s ta te  exp osu re  of the bank or  
sub sid iary  of the bank engaged  in real 
e sta te  in vestm ent and developm ent 
activ ities  in evalu ating the financial 
facto rs  the B o ard  is required  to co n sid e r  
under section  3 of the BH C A ct.

The C om petitive Equality  Banking A ct  
of 1987 (“C E B A ") recen tly  e n acted  by  
C ongress con tain s certa in  provisions  
regarding the nonbanking activ ities  of  
savings bank s. Pub. L. 1 0 0 -8 6 ,1 0 1  Stat. 
552. In p articu lar, section  101(d) 
p rovides th at “a qualified savings bank” 
that b eco m es a su b sid iary  of a savings  
bank holding com p an y (defined a s  a 
bank holding com p an y 7 0  p ercen t or 
m ore of the a s s e ts  of w hich  are  
rep resen ted  by savin gs b ank s) m ay  
continue to engage in any activ ity , either 
directly  o r through a sub sid iary  of the 
savings bank, th at the savin gs hank  is  
perm itted  under s ta te  law  to co n d u ct as  
a s ta te  savin gs bank. 101 S tat. a t 5 § 1 -  
562 (to be codified  at 12  U .S .C . 1842(f)).

T he provisions of C E B A  do not, 
h ow ever, a ffect the B o ard ’s existing  
au thority , in con n ection  w ith its an alysis  
of an  ap p lication  under sectio n  3 of the 
BH C A ct, to ev a lu a te  the fin an cial and  
m an agerial re so u rce s  an d  future 
p ro sp e cts  of the bank holding com p an y  
an d  bank involved. In this regard , the 
B o ard  n otes th at the S en ate  R eport on  
C E B A  s ta te s  th at, w hile sectio n  101(d) 
w a s intended to allow  qualified savings  
b ank s to engage in s ta te  authorized

activ ities, “ (t]he B oard  w ould, h ow ever, 
be authorized  under its gen eral 
sup ervisory  au thority  ov er bank holding  
com p an ies and their sub sidiaries to 
p revent unsafe or unsound activ ities; o r  
to require the bank holding com p an y to 
m aintain  higher levels of cap ita l to 
support such activ itie s .” S. Rep. No. 1 0 0 -  
1 9 , 100th  Cong., 1st S ess. 36 (1987).

A ccordin gly , the B oard  req u ests  
com m en t regarding w hether, an d  under 
w h at c ircu m stan ces , the B oard  should, 
in actin g on ap plication s by bank  
holding com p an ies to acqu ire  b anks or  
savin gs b anks under section  3 of the 
BH C  A ct, limit rea l e s ta te  in vestm ent 
and  d evelopm ent activ ities  of holding  
com p an y b anks and  their nonbank  
su b sid iaries as  a m a tte r of safe  and  
sound banking p ractice . F o r exam p le, 
the B o ard  req u ests  com m ent on w h eth er  
to require, a s  a condition  of a fav o rab le  
finding regarding the fin an cial re so u rce s  
an d  future p ro sp ects  of the bank s  
in volved  in an  ap p lication  under section  
3 of the BH C A ct, th at the real e s ta te  
develop m en t activ itie s  be con d u cted  
through a  nonbank sub sid iary  of the  
bank holding com p an y ra th e r than  
through a sub sid iary  of the bank  or  
savin gs bank. T he B o ard  seeks com m en t 
on w h eth er this req u irem en t w ould  
en h an ce  the safe ty  a n d  sou nd n ess of the  
b ank holding com p an y organ ization  by  
insulating the bank  m ore effectively  
from  the risk s a s so cia te d  w ith  rea l  
e s ta te  in vestm ent and  develop m en t 
activ ities.

A s n oted , the B o ard  h as ask ed  for 
com m ent on w h eth er to estab lish  
sp ecial cap ita l requirem ents for b ank  
holding com p an ies th at con tro l b ank s  
engaged  in rea l e s ta te  in vestm ent and  
develop m en t activ ities. T he B o a rd  seeks  
com m ent on  w h eth er the B o ard  should  
provide th at a b ank  holding com p an y  
not m ake any ad ditional re a l e s ta te  
in vestm en ts  through its  b ank  su b sid iary  
in the even t the bank holding co m p an y ’s 
ca p ita l falls below  the m inimum level 
se t forth in the B o a rd ’s C apital 
A d eq u acy  G uidelines or, as d iscu ssed  
below , such  sp ecial cap ita l levels  
required  by the B o ard  under the 
In tern ation al Lending Supervision A ct  
(“ILS A ”).

III. S ectio n s  23A  and  23B  of th e F ed eral  
R ese rv e  A ct

T he B o ard  also  seeks com m en t 
regard ing w h ether, in the even t the  
B o ard  d ecid es not to limit the con d u ct of 
rea l e s ta te  develop m en t a ctiv itie s  
through nonbank su b sid iaries of holding  
com p an y b anks or savin gs b ank s, th e  
B o ard  should apply the restric tio n s  of 
se ctio n s  23A  an d  23B  of the F ed eral  
R eserv e  A ct to tra n sa ctio n s  b etw een  
b ank s, including savin gs b ank s, an d

such sub sid iaries. The B oard  also  
req u ests com m ent on w h ether these  
restriction s should be applied to banks  
th at a re  not in a  holding com p an y  
system  and  thus w ould not be sub ject to 
an y  rules the B o ard  m ay adopt pursuant 
to the Bank H olding C om pany A ct to 
limit the con d u ct of real e s ta te  
d evelopm ent activ ities  by nonbank  
sub sid iaries of holding com p an y banks.

In this regard , the B o ard  seeks  
com m ent on w h eth er a nonbank  
sub sid iary  of a bank  th at en gages in real 
e s ta te  activ ities  a s  w ell as real e s ta te  
p rojects  in w hich  these subsidiaries  
in v est, should be d eem ed “affilia tes" of 
the bank for p urposes of section s 23A  
an d  23B  of the F ed eral R eserve  A ct. (12 
U .S.C . 371c  an d  3 7 1 c - l ) .  Section  Z3A of 
the F e d e ra l R eserv e  A c t provides that 
the term  “affilia te” in th at section  
includes any com p an y that the B oard  
d eterm in es by regulation  or order to 
h av e a relationship  w ith a bank such  
th at tra n sa ctio n s  b etw een  the bank and  
th at com p an y m ay  be affected  by the 
relationship  to the detrim ent of the 
bank. 12 U .S .C . 3 7 1 c (b )(l)(E ). In the 
ev en t the B o ard  determ in es that such a 
su b sid iary  is a n  “affiliate” of the bank  
for p urposes of sectio n s  23A  and  23B, 
c o v e re d  tra n sa ctio n s  b etw een  the bank  
an d  the sub sid iary  w ould  be lim ited to 
10  p ercen t of the b an k ’s cap ita l and such  
tra n s a ctio n s  w ould be required  to  be on  
term s and under c ircu m stan ces, 
including cred it s tan d ard s, th at are  
su b stan tially  the sam e, or a t least a s  
fav orab le  to such  bank, a s  those  
prevailing a t the time for com p arab le  
tra n sa ctio n s  w ith o r  involving  
n on affiliated  com p an ies. A  co v ered  
tra n sa ctio n  in clu d es an  ex ten sio n  of  
cred it by the bank to or for the benefit of 
an  affiliate a s  w ell as  the p u rch ase  by a 
bank o f a s se ts  from  or for the benefit of 
an  affiliate. 12  U .S.C . 371c(b )(7).

T he B o ard  is  a w a re  th at b ank s that 
ow n  re a l e s ta te  in vestm ent sub sid iaries  
routinely m ak e e x te n sio n s  of cred it to  
re a l e s ta te  sub sid iaries an d  to p rojects  
ow n ed  by th ese re a l e s ta te  subsidiaries  
of the bank. T h ese  tra n sa ctio n s  w ould  
be “co v e re d  tra n sa ctio n s"  for purposes  
of sectio n s  23A  an d  23B  if the rea l e sta te  
sub sid iary  a n d  p ro ject w e re  deem ed to 
be “affilia tes” of the bank. T he term s or 
availab ility  of cred it from the bank to 
th ese re a l e s ta te  sub sid iaries and  
p rojects  m ay  be d irectly  and  
su b stan tially  affected  by the 
relatio n sh ip  of th e real e s ta te  subsidiary  
w ith  the bank to the detrim ent of the 
bank. C onsequently, the B o ard  is  
con sid erin g  w h eth er th ese sub sid iaries  
an d  the rea l e s ta te  p rojects  in w hich  
they in vest should be deem ed
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"a ffilia te s"  of the bank for purposes of 
section s 23A  and 23B.

The B oard  notes that prior regulatory  
exp erien ce  in evaluating the relationship  
betw een  banks and real e s ta te  
investm ent trusts in the 1970s and real 
e sta te  investm ents m ade by thrifts 
suggests that the ow nership  of an equity- 
in terest in a real e sta te  p roject often  
provides a pow erful in centive to 
d epository institutions to provide cred it 
to support their real e s ta te  p rojects, 
p articu larly  at tim es w hen cred it is not 
av ailab le  to the p roject from  oth er  
sou rces due to financial or oth er  
difficulties exp erien ced  by the project.
In this situation , the e x is te n ce  of an  
equity relationship  b etw een  the b ank  or 
thrift could  affect the term s and  
availab ility  of co v ered  tra n sa ctio n s  
b etw een  the bank or thrift and  the real 
e sta te  p roject to the d etrim en t of the 
d epository  institution.

The B oard  also  seeks com m ent on  
w h ether p artn ers, joint ven tu rers and  
oth er com p an ies a s so cia te d  w ith a bank  
or its real e s ta te  sub sid iary  in a real 
e sta te  p roject should be deem ed  to be 
affiliates of the bank if th ese b usiness  
a sso cia te s  use the p roceed s of 
tran sactio n s  w ith the bank to fin an ce a 
real e s ta te  p ro ject or the co m p an y ’s 
p articip ation  in a rea l e s ta te  p roject in  
w hich the bank h as an  equity in terest. 
U nder this prop osal, th ese b usiness  
a s so cia te s  in the b ank ’s real e s ta te  
activ ities  w ould not be deem ed  an  
affiliate of the bank w here tran sactio n s  
w ith th ese b usiness a s so cia te s  are  
lim ited to tra n sa ctio n s  th at the bank  
ad eq u ately  docum ents a re  on an  arm s- 
length b asis  and are  for a purpose other  
than use in a real e s ta te  p roject in w hich  
the bank has an  equity in terest.

T ran sactio n s  w ith  com p an ies  
a sso cia te d  w ith the bank in a rea l e s ta te  
p roject m ay be m ade in ord er to support 
a p artn er or c o n tra c to r  th at is 
experien cin g financial or oth er  
difficulties th at m ay  jeop ard ize the 
com pletion  of a real e s ta te  p roject in 
w hich the bank h as an equity in terest. 
T h ese  tra n sa ctio n s  m ay involve term s  
that a re  m ore fav orab le  than oth erw ise  
a v ailab le  and m ay be m ade w hen cred it 
is not a v ailab le  to the p artn er or  
c o n tra c to r  from  an o th er sou rce. T h ese  
tran sactio n s could, u nder these  
circu m stan ces , be su b stan tially  affected  
by the b ank ’s relationship  w ith the  
p artn er or co n tra c to r  in the real e s ta te  
p roject to the detrim ent of the bank.

M oreover, one of the prim ary  
in cen tives to the bank  in entering into a 
financing or sim ilar tra n sa ctio n  w ith a 
p artn er or c o n tra c to r  a s so cia te d  with  
the bank in a real e s ta te  p roject m ay be 
to benefit the rea l e s ta te  project. S ection  
(a )(2 ) of section  23A  d eem s any

tran saction  by a m em ber bank w ith any  
person to be a "co v e re d  tra n s a ctio n ” for 
purposes of section  23A  to the e x ten t  
that the p ro ceed s of the tra n sa ctio n  are  
used for the benefit of, or tran sferred  to, 
an affiliate of the bank. 12 U.S.C . 
3 71c(a )(2 ). The B o ard  req u ests  
com m ents on w hether, and  under w hat 
circu m stan ces, th ese tran sactio n s  
should be sub ject to the term s of 
section s 23A  and 23B of the F ed eral  
R eserve A ct in ord er to p ro tect the 
integrity of the bank and its cred it 
decisions.

In addition, the B o ard  seek s com m ent 
on w h ether to exclu d e "co v e re d  
tra n sa ctio n s” b etw een  a bank and any  
real e sta te  subsidiary of the bank and  
p artners, joint ven tu rers or oth er  
com p an ies a s so cia te d  w ith the real 
e sta te  sub sid iary  in a real e s ta te  p roject  
from the provisions of § 250 .250  of the 
B o ard ’s regulations. (12 C FR  250.250).

The B o ard  a lso  req u ests com m ent on  
the ap prop riate  period of tim e to allow  
banks to con form  existin g c o v e re d  
tran sactio n s  w ith their sub sid iaries and  
real e s ta te  p artn ers  to  sectio n s  23A  and  
23B, in the even t the B o ard  ad op ts the  
prop osals d iscu ssed  ab ove.

The B o ard  n otes  th at its determ in ation  
w ith re sp e ct to m em ber bank s under 
section s 23A  and 23B  w ould apply to  
sub sid iaries of non m em b er b an k s by  
virtue of the provisions of the F ed eral  
D eposit In su ran ce  A ct. 12  U .S .C . 
1 828(j)(l).

IV. In tern ation al Lending S upervision  
A ct

The B o ard  h as a lre a d y  req u ested  
com m ent, in co n n ectio n  w ith its curren t 
real e s ta te  in vestm ent rulem aking under 
section  4 (c )(8 ) of the BH C A ct, on a  
p roposal th at w ould  exclu d e  rea l e s ta te  
investm ents as  w ell a s  related  
exten sio n s of cred it from  the calcu lation  
of the bank holding co m p an y ’s cap ital 
for purposes of applying the B o a rd ’s 
C apital A d eq u acy  G uidelines. This  
would apply to  re a l e s ta te  in vestm en ts  
m ade by a real e s ta te  sub sid iary  of the 
bank holding com p an y o r d irectly  by a 
bank or its sub sid iaries, w h eth er the  
activ ities a re  funded from  cap ital  
provided by the bank holding com p an y  
or from  borrow in gs by the real e s ta te  
subsidiaries. T h e  B o ard  h as previously  
asked  for com m en t on w h eth er an  
adjustm ent to the bank holding  
com p an y’s cap ita l b ased  on  the am ount 
of real e s ta te  in vestm ent and  
developm ent activ ities  co n d u cted  b y  
sub sid iaries o f a b ank  holding com p an y  
is ap p rop riate  in ord er to a d d ress  the 
added  risks to the holding com p an y  
organization  from  th ose real e s ta te  
in vestm ent and d evelopm ent activ ities.

The B oard  now  requests com m ent 
regarding w h ether, in ord er to ad d ress  
the risks a s so cia te d  w ith real e sta te  
activ ities  con d u cted  in a subsidiary of a 
holding com p an y bank, the B oard  
should, under the In tern ation al Lending 
Supervision A ct, im pose a specific  
cap ital requirem ent d irectly  on nonbank  
sub sid iaries of holding com p an y banks 
engaged in real e s ta te  in vestm ent and  
d evelopm ent activ ities. The B oard  also  
seeks com m ent on w h eth er it should  
im pose a specific  cap ita l requirem ent on 
sub sid iaries of holding com p an y banks  
a s  an altern ativ e  to the p roposal 
d iscu ssed  ab o v e  to condition  B oard  
ap proval u nder section  3 of the BH C A ct 
on term ination  of real e s ta te  activ ities  
by sub sid iaries of b anks th at are  
subsequently acqu ired  by bank holding 
com p an ies.

In this regard , the In tern ation al 
Lending Supervision A ct p rovides that 
the ap prop riate  fed eral banking agen cy  
m ay im pose specific  cap ital  
requirem ents on any affiliate of an  
insured bank, w h ere  the fed eral banking  
ag en cy  is the ap p rop riate  federal 
banking ag en cy  for th at affiliate. 12
U . S .C. 3909(a )(2 ). T he In ternational 
Lending Supervision A c t provides that 
the B o ard  is the ap prop riate  federal 
banking agen cy  for bank holding 
com p an ies and all nonbank sub sid iaries  
of the holding com p an y. 12 U .S .C . 3902. 
The B o ard  solicits  public com m ent on  
the ap prop riate  levels of cap ita l that 
such sub sid iaries should m aintain, 
con sisten t w ith industry norm s and the 
safety  and sou nd n ess of its affiliate  
banks. The B o ard  also  requests  
com m ent on w h eth er the leverage  and  
cap ital requirem ents p roposed  in its 
D ecem ber, 1 986  real e s ta te  developm ent 
prop osal should be applied  to these  
sub sid iaries. 52  FR  543, 5 4 6 -5 4 7  (January  
7, 1987).

V. C om m ent Period

The B o ard  h as p rop osed  a 30-d ay  
com m ent period on th ese m atters  
b ecau se  the issu es ra ised  here  
supplem ent m atters  on w hich  the B oard  
h as a lre a d y  rece iv ed  ex te n siv e  public 
com m ent in co n n ectio n  w ith its 
rulem aking proceed ing regarding real 
e sta te  in vestm ent and d evelopm ent 
activ ities  of bank holding com p an ies. 
The B o ard  e x p e cts  that it will be able to 
a c t  on its rea l e s ta te  rulem aking and the 
m atters  ra ised  in this req u est for 
com m en t prom ptly a fter the clo se  of the 
com m en t period  on the m a tte rs  raised  in 
this n otice.

V L R egu latory  F lexibility  A ct A n aly sis

This p rop osal is not e x p e cte d  to have  
a significant eco n o m ic im p act on a
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su b stan tial num ber of sm all business  
entities w ithin the m eaning of the 
R egu latory  F lexib ility  A c t (5 U .S .C . 601  
et seq.). The B o ard  b elieves that there  
are not a significant num ber of sm all 
bank holding com p an ies engaged  in real 
e s ta te  in vestm ent and developm ent 
activ ities  a t this tim e. A s  noted, bank  
holding com p an ies h av e not previously  
been perm itted  to engage in rea l e sta te  
in vestm ent and develop m en t activ ities  
and, w hile legislation  to perm it s ta te  
b ank s to engage in th ese activ ities  has  
b een  co n sid ered  in a  num ber of s ta te s , 
th ese in itiatives h av e b een  tak en  only  
recen tly . T he B o ard  will con sid er any  
com m ent regarding w h ether, and to 
w h at exten t, the p rop osals  outlined in 
this n otice  w ould h av e an  im p act on  
sm all b usiness en tities w ithin the 
m eaning of the R egu latory  F lexibility  
A ct.

L ist of S ub jects Im 12 C F R  P arts  208 and  
225

Banks, banking, F e d e ra l reserv e  
system , H olding com p an ies, Reporting  
an d  recordk eep ing requirem ents.

F o r the re a so n s  se t out in this n otice, 
an d  p ursuant to the B o a rd ’s authority  
under sectio n  5{b) of the Bank H olding  
C om pany A ct of 1956, a s  am en d ed  (12  
U .S.C . 1844(b )), and section  371c(e) of  
the F e d e ra l R eserv e  A ct (12 U .S.C . 
3 71c(e )), the B o ard  p rop oses to am end  
12 C FR  P art 225 an d  12 C FR  P art 208 a s  
follow s:

PART 225—[AMENDED]

1. T h e au thority  cita tio n  for P art 225  
con tinu es to re a d  as  follow s:

Authority: 12 U.S.C. 1817(j){13), 1818, 
1843(c)(8), 1844(b), 3100, 3108, 3807 and 3809.

2. T h e B o ard  p rop oses to am end
| 225 .13(b )(1) b y  adding the follow ing a t  
the end of th at section :

§ 221.13 Fsxstoirs ©@ensidl@r®dl Jim acimg 
bants applications.
* * * * *

(6) 4 * *
(1) * * * In light of the risks a sso cia te d  

w ith rea l e s ta te  in vestm ent an d  
develop m en t a ctiv itie s , the B o ard  will, 
in actin g on an y  ap p lication  by a  bank  
holding co m p an y  under sectio n  3 of the  
BH C A ct, require, a s  a  con dition  of its 
finding th at the bank s in volved  h ave  
sa tis fa c to ry  fin an cial re so u rce s  and  
future p ro sp ects , th at rea l e s ta te  
in vestm ent an d  develop m en t activ ities  
not be co n d u cted  by an y of such  b anks  
directly  or through a sub sid iary , and  
that such a ctiv itie s  be con d u cted  only in 
a  nonbank sub sid iary  of the bank  
holding com p an y in a c co rd a n c e  w ith the

p rudential lim itations set forth in 
§ 225 .25(b )(25) of this subpart.
* * * * *

3. T he B o ard  p rop oses to am end  
A p p en d ix  A  to 12 C FR  P a rt 225 by  
adding the follow ing a t the end of the  
A pp en dix:

A p p e n d ix  A -= C a p ita l A d eq u a cy  
G u id e lin es  fo r B a n k  H olding C o m p an ies  
an d  S ta te  M e m b e r B a n k s  
* * * * *

Treatment of Investments in Real Estate 
Investment and Development Activities for 
the Purpose of Determining the Capital 
Adequacy of Bank Holding Companies

The Board believes that real estate 
investment and development activities 
involve a significant degree of risk beyond 
other activities conducted by banks and bank 
holding companies. These risks result from 
the illiquid nature of real estate; the 
considerable variation in economic value, 
returns and cash flow that often characterize 
investments in real estate; and the greater 
risks associated with an equity investment as 
compared to a traditional bank loan.

Based on these supervisory concerns, the 
Board believes that the amount of real estate 
investment activities conducted by a bank 
holding company and any of its direct or 
indirect bank and nonbank subsidiaries must 
be considered in evaluating the capital 
adequacy of the bank holding company. In 
this regard, the Board believes that a 
nonbank subsidiary of a holding company 
bank that is engaged in real estate 
investment and development activities must 
be adequately capitalized in order to lessen 
the risk to the bank holding company 
organization from the risks of th© subsidiary’s 
real estate investment and development 
activities. The Board believes that a real 
estate subsidiary of a holding company bank 
should meet the same capital and leverage 
requirements that the Board has proposed for 
direct nonbank subsidiaries of a bank holding 
company that engage in real estate 
investment and development activities. For 
purposes of these calculations, real estate 
investment activities, including related 
extensions of credit, shall be defined as in 
section 25(b)(25) of this p art

FART 208—[AMENDED]
4. T h e au th o rity  c ita tio n  for P a rt 208 is 

rev ised  to re a d  a s  follow s:
Authority: 12 U.S.C. 248, 321-338, 371c, 

371c-l, 483,1814, 3807, 3809, unless otherwise 
noted.

5. T h e B o ard  p rop oses to am end P art 
200 b y adding a  n ew  | 208.15 under the  
u nd esignated  ce n te r  h eading  
“R egu lation s” to re a d  a s  follow s:

§ 2®§.1§ Affiliates under section 33A and 
B (12 UJBJ&. 371c and 371@-1).

(a) F o r  purposes of sectio n s  23A  and  
23B  of the F e d e ra l R eserv e  A ct, an  
affiliate of a  m em ber bank  includes a  
com p an y th at is:

(1) A  sub sid iary  of such m em ber bank  
if the sub sid iary  engages d irectly  or 
indirectly  in rea l e s ta te  in vestm ent or 
d evelopm ent activ ities  as  defined in
§ 225.25(b )(25) of R egulation  Y  (12 CFR  
225 .25(b )(25)); and

(2) A  partn er, join t-ven turer or oth er  
com p an y oth erw ise  a sso cia te d  in a 
business relationship  w ith such  
sub sid iary  in a rea l e s ta te  in vestm ent or  
d evelopm ent activ ity  a s  d escrib ed  in
§ 225.25(b )(25) of R egulation  Y , to the 
ex te n t th at the p ro ceed s of an y co v ered  
tra n sa ctio n  b etw een  the m em ber bank  
or its sub sid iaries w ith  the p artner, 
join t-ven turer or oth er com p an y are  
used  to fin an ce such  rea l e sta te  
in vestm ent or d evelopm ent p roject or 
the co m p an y ’s p articip ation  in such  
p roject.

(b) T he exem p tion s provided  in the  
B o a rd ’s in terp retation  at § 250 .250  of  
this ch a p te r shall not apply to co v ered  
tra n sa ctio n s  b etw een  a m em ber bank  
an d  an  affiliate defined in p aragrap h  (a) 
of this section .

(c) A  m em ber b ank  an d  its 
sub sid iaries shall h av e  s ix  m onths from  
the effective d ate  of this sectio n  to 
con form  co v e re d  tra n sa ctio n s  b etw een  
it an d  a  com p an y th at b eco m es an  
affiliate a s  a  resu lt of this regulation  to 
the req u irem en ts of sectio n s  23A  and  
23B  of the F e d e ra l R eserv e  A ct.

(d) T he term s “su b sid iary”, “b an k ", 
“co m p an y ”, an d  "co v e re d  tra n s a ctio n ” 
u sed  in this sectio n  shall h ave the 
m eanings given  in sectio n  23A  of the  
F e d e ra l R eserv e  A ct. 12  U .S .C . 371c(b ).

Board of Governors of the Federal Reserve 
System, October 30,1987.
W illiam W . W iles,
Secretary of the Board.
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