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FINAL GUIDELINES TO IMPLEMENT RISK-BASED CAPITAL REQUIREMENTS 
FOR STATE MEMBER BANKS AND BANK HOLDING COMPANIES

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

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

The Federal Reserve Board has issued final guidelines to implement risk-based capital require
ments for State member banks and bank holding companies. The guidelines are based on the framework 
adopted July 11, 1988, by the Basle Committee on Banking Regulations and Supervisory Practices, 
which includes supervisory authorities from 12 major industrial countries.

The guidelines represent the culmination of a review process on the subject of risk-based capital 
initiated in 1986 by the Federal Reserve Board, the Office of the Comptroller of the Currency, and the 
Federal Deposit Insurance Corporation.

The guidelines are designed to achieve certain important goals:
•  Establishment of a uniform capital framework, applicable to all federally supervised banking 

organizations;
•  Encouragement of international banking organizations to strengthen their capital positions; and,
•  Reduction of a source of competitive inequality arising from differences in supervisory require

ments among nations.

The guidelines establish a systematic analytical framework that makes regulatory capital require
ments more sensitive to differences in risk profiles among banking organizations, takes off-balance sheet 
exposures into explicit account in assessing capital adequacy, and minimizes disincentives to holding 
liquid, low-risk assets.

The guidelines provide for phasing in risk-based capital standards through the end of 1992, at which 
time the standards become fully effective. At that time, banking organizations will be required to have 
capital equivalent to 8 percent of assets, weighted by risk.

Banking organizations must have at least 4 percent Tier 1 capital, which consists of core capital 
elements including common stockholders’ equity, retained earnings, and perpetual preferred stock, to 
weighted risk assets. The other half of required capital (Tier 2) can include, among other supplementary 
capital elements, limited-life preferred stock and subordinated debt, and loan loss reserves up to certain 
limits.

Initially, the risk-based capital guidelines do not establish a minimum level of capital. However, 
by year-end 1990, banking organizations are expected to meet a minimum interim target ratio for qual
ifying total capital to weighted risk assets of 7.25 percent, at least one-half of which should be in the 
form of Tier 1 capital.

Highlights of the guidelines include:

•  Application of the two-tier requirement to bank holding companies. Bank holding companies 
may include cumulative perpetual preferred stock, as well as noncumulative preferred stock,
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in Tier 1 capital. However, cumulative and noncumulative perpetual preferred stock cannot ex
ceed 25 percent of total Tier 1 capital.

•  Bank holding companies, are temporarily allowed to count goodwill acquired before March 12, 
1988, as capital in Tier 1, but they may not include in capital goodwill acquired subsequent 
to that date. After the end of 1992, however, all goodwill is to be deducted from bank holding 
companies’ Tier 1 capital. Banks must deduct all goodwill from capital immediately.

•  Loans secured by first mortgages on residential properties of one to four units, either owner- 
occupied or rented, are assigned a 50 percent risk weight, rather than the 100 percent risk weight 
initially proposed, provided the loans are of high quality and covered by an adequate margin 
of conservatively valued collateral.

The risk weights assigned to assets and credit equivalent amounts of off-balance sheet items are 
based primarily on credit risk. Other types of exposure, such as interest rate, liquidity, and funding 
risks, as well as asset quality problems, are not factored into the risk-based ratio. Such risks, however, 
will be taken into account in determining a final assessment of an organization’s capital adequacy.

Enclosed is the text of the Board’s final guidelines, which has been reprinted from the Federal 
Register of January 27. Questions thereon may be directed to Donald E. Schmid, Manager, Bank 
Analysis Department (Tel. No. 212-720-6611), or Jeffrey Bardos, Special Assistant, Bank Analysis 
Division (Tel. No. 212-720-7962).

E. Gerald Corrigan,
President.

2

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Reprinted from

Friday
J a n u ary  27, 1989  
V ol. 54, No. 17
Pp. 4186-4221

Part V

Federal Reserve 
System
12 CFR Parts 208 and 225
Capital; Risk-Based Capital Guidelines;
Final Rule

[Enc. Cir. No. 10286]

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



<

<

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



4186 Federal Register / Vol. 54, No. 17 / Friday, January 27, 1989 / Rule and Regulations

FED ERAL RESERVE SYSTEM  

12 CFR  Parts 208 and 225 

l Reg. H, Reg. Y; D ocket No. R -0628] 

Capital; Risk-Based Capital Guidelines

January 18, 1989.

AGENCY: Federal Reserve System. 
ACTION: Final Risk-Based Capital 
Guidelines.

S u m m a r y : Since the early 1980s, the 
Board of Governors of the Federal 
Reserve System has employed minimum 
supervisory leverage ratios of primary 
and total capital-to-total assets in 
assessing the capital adequacy of state- 
chartered banks that are members of the 
Federal Reserve System and bank 
holding companies (collectively, 
“banking organizations”).

While these ratios of capital-to-total 
assets have served as useful tools for 
assessing capital adequacy, the Board 
has determined that there is a need for a 
measure that is more sensitive to the 
risk profiles of individual banking 
organizations. In this regard, the Board, 
together with the other U.S. Federal 
banking agencies, first proposed in early 
1986, and again in 1987 in conjunction 
with the Bank of England, the adoption 
of a risk-based capital measure that 
took explicit account of board 
differences in risks among a banking 
organization’s assets and off-balance 
sheet items.

The Board deferred action on these 
earlier proposals in order to participate 
in the development of a more broadly 
based capital framework that would be 
applicable to international banking 
organizations. As a result of 
consultations with supervisory 
authorities from certain major industrial 
countries, on March 1,1988, the Federal 
Reserve issued for public comment a 
revised risk-based capital framework 
that superseded the previous proposals. 
The revised proposal was based upon a 
risk-based capital measure developed 
jointly by supervisory authorities from 
the 12 countries that are represented on 
the Basle Committee on Banking 
Regulations and Supervisory Practices.

The comment period for the Federal 
Reserve’s proposal ended on May 13, 
1988. The Board received comments that 
addressed various aspects of its 
proposal from over 180 respondents. 
Based upon the comments received, 
discussion with the other U.S. banking 
agencies, and further consultation with 
international supervisory authorities, 
the Board has made some modifications 
to its March 1988 proposal.

The Board is now issuing in final form 
its revised proposal as Risk-Based 
Capital Guidelines. The Board is issuing 
two sets of guidelines: one is applicable 
to state member banks, and the other is 
applicable to bank holding companies. 
The guidelines will be appended to the 
appropriate supervisory regulations for 
those organizations—for state member 
banks, the Board’s Regulation H (12 CFR 
Part 208) and for the bank holding 
companies, Regulation Y (12 CFR Part 
225).

The Board’s adoption of these 
guidelines achieves important goals long 
sought by U.S. banking supervisors.
First, it establishes a risk-based capital 
framework that is more sensitive than 
the current leverage ratios to risk 
factors, including off-balance sheet 
exposures. Second, it encourages 
international banking organizations to 
strengthen their capital positions.
Finally, it mitigates a source of 
competitive inequity arising from 
different supervisory capital 
requirements across countries.

These guidelines represent a major 
step in th > process of coordinating with 
regulatory authorities or other countries 
to establish appropriate capital 
standards for banking organizations, in 
accordance with the International 
Lending Supervision Act of 1983. In that 
regard, the Board notes that the 
regulatory authorities of the 12 major 
industrial countries intend to issue 
appropriate directives to those banking 
organizations falling under their 
supervision, in order to facilitate 
implementation of the risk-based capital 
framework on an international basis. 
EFFECTIVE DATE: March 15,1989. The 
framework for calculating risk-based 
capital ratios will take effect on March
15,1989. As further detailed below, the 
minimum supervisory ratios reflected in 
the framework’s transitional provisions 
become effective on December 31,1990. 
The supervisory ratios in their final form 
become effective on December 31,1992. 
FOR FURTHER INFORMATION CONTACT: 
Richard Spillenkothen, Deputy 
Associate Director (202/452-2594), Roger 
Cole, Assistant Director (202/452-2618), 
Stephen M. Lovette, Manager (202/452- 
3622, Rhoger H. Pugh, Manager (202/ 
728-5883), Norah Barger, Senior 
Financial Analyst (202/452-2402), or 
Kelly S. Shaw, Financial Analyst (202/ 
452-3054), Division of Banking 
Supervision and Regulation, Board of 
Governors; or J. Virgil Mattingly, Deputy 
General Counsel (202/452-3430), or 
Michael J. O’Rourke, Senior Attorney 
(202/452-3288), Legal Division, Board of 
Governors; or Andrew Spindler, Vice 
President (212/720-5846), Betsy B.
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White, Vice President (212/720-5874), 
Donald E. Schmid, Manager (212/720- 
6611) or Jeffrey Bardos, Special 
Assistant (212/720-7962), Federal 
Reserve Bank of New York. For the 
hearing impaired only, 
Telecommunication Device for the Deaf, 
Earnestine Hill or Dorothea Thompson 
(202/452-3544).
SUPPLEMENTARY INFORMATION:

I. Supplementary Information and 
Background
A. Purpose and History of the Risk- 
Based Capital Guidelines

In 1986, and again in 1987 in 
conjunction with the Bank of England, 
the Federal banking agencies issued for 
public comment risk-based capital 
proposals applicable to U.S. banks and 
bank holding companies. The principal 
objectives of these early proposals were:
(1) To develop more systematic 
procedures for factoring on- and off- 
balance sheet risks into supervisory 
assessments of capital adequacy; (2) to 
reduce disincentives to holding liquid, 
low-risk assets; and (3) to foster 
coordination among supervisory 
authorities from major industrial 
countries, many of which employ risk- 
sensitive capital measures.

These risk-based capital proposals 
were consistent with one of the major 
goals of the International Lending 
Supervision Act of 1983 ("ILSA”), 12 
U.S.C. 3901 et seq., which was to 
strengthen the bank regulatory 
framework by encouraging greater 
coordination among regulatory 
authorities in different countries. In 
addition to enhancing the banking 
agencies’ authority to establish and 
enforce minimum levels of capital for 
U.S. banking organizations, this Act 
instructed those agencies to work with 
governments, central banks, and 
regulatory authorities of other countries 
to maintain and, where necessary, 
strengthen the capital positions of 
banking institutions involved in 
international lending.

The Federal Reserve deferred final 
action on the 1986 and 1987 proposals in 
order to participate in the development 
of a more broadly based capital 
framework that would be applicable to 
international banking organizations 
from the major industrial countries. In 
December 1987, the Basle Committee on 
Banking Regulations and Supervisory 
Practices ("Basle Supervisors’ 
Committee”) issued a consultative paper 
(the "Basle Accord”) containing 
proposals for a risk-based capital
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framework,1 The principal objectives of 
the framework were to achieve greater 
convergence in the measurement and 
assessment of capital adequacy 
internationally and to strengthen the 
capital positions of major international 
banking organizations. That document 
served as the basis for consultations 
and public comment in the Group of Ten 
( “G-10”) countries.

Domestically, the vehicle for 
consultation and public comment took 
the form of proposed risk-based capital 
guidelines, which were based upon the 
December 1987 Basle Accord, and which 
the Federal Reserve issued for public 
comment on March 1,1988. The 
comment period on the proposed 
guidelines formally ended May 13,1988, 
although the Board continued to receive 
and consider comments after that date. 
Over 180 comment letters were received 
that addressed various aspects of the 
proposed guidelines.1 2

A number of changes were made to 
the December 1987 Basle Accord in light 
of comments received by both domestic 
and foreign banking authorities and as a 
result of consultations among the G-10 
countries. The revised July 1988 Basle 
Accord that was endorsed by the central 
bank governors of the G-10 countries on 
July 11,1988, reflects these changes.3

The Board is not issuing in final form 
its risk-based capital guidelines, revised 
in light of the public comments received 
in response to the March 1988 proposal, 
the ongoing consultative process among 
the G-10 countries, and discussions with 
the other U.S. banking agencies. The 
Board is issuing two sets of guidelines: 
one is applicable to state member banks 
and the other is applicable to bank 
holding companies. The guidelines will 
be appended to the appropriate 
supervisory regulations for those 
organizations—for state member banks, 
the Board’s Regulation H (12 CFR Part 
208) and for bank holding companies. 
Regulation Y (12 CFR Part 225).

These guidelines establish a 
systematic analytical framework that:
(1) Makes regulatory capital

1 The Basle Supervisors’ Committee is  comprised  
of representatives of the central banks and 
supervisory authorities from the Group of Ten  
countries (Belgium. Canada, France, Germany, Italy, 
Japan. Netherlands. Sw eden, Switzerland, the 
United Kingdom, and the United States), and 
Luxembourg.

* A summary of the com m ents received is 
contained in a memorandum distributed at the 
Federal Reserve's August 3.1988, public meeting, at 
which the Board approved in principle certain  
revisions to the risk-based capital proposal.

3 The Basle Accord is described in a paper 
prepared by the Basle Supervisors' Committee 
entitled "International Convergence of Capital 
M easurement and Capital Standards" dated July 
1988.

requirements more sensitive to 
differences in risk profiles among 
banking organizations: (2) takes off- 
balance sheet exposures into explicit 
account in assessing capital adequacy: 
and (3) minimizes disincentives to 
holding liquid, low-risk assets.

The development of a risk-based 
framework in conjunction with 
supervisory officials from other 
industrial countries acknowledges the 
growing internationalization of major 
banking and financial markets 
throughout the world. The 
harmonization and strengthening of 
capital standards worldwide should 
contribute to a more stable and resilient 
international banking system and help 
mitigate a source of competitive 
inequality for international banks 
stemming from differences in national 
supervisory capital requirements.

In addition to international banks (to 
which the Basle Accord is specifically 
directed), the Federal Reserve is 
extending the application of the risk- 
based capital framework to all other 
U.S. banking organizations under its 
jurisdiction, regardless of size (as 
suggested in the March 1988 proposal). 
The Board believes that the underlying 
rationale behind the use of a risk-based 
capital approach applies to small 
domestic banking institutions as well as 
large international banking 
organizations.

The final guidelines contemplate, as 
did the March 1988 proposal, that the 
calculation of a risk-based capital ratio 
is only one step in evaluating capital 
adequacy. The focus of these guidelines 
is principally on broad categories of 
credit risk, although the risk-based 
framework does take some transfer risk 
considerations, as well as limited 
instances of interest rate and market 
risk, into account in assigning certain, 
assets to risk categories. The measure 
does not take explicit account of other 
factors that can affect an organization's 
financial condition, such as overall 
interest fate exposure; liquidity, funding 
and market risks; the quality and level 
of earnings; investment or loan portfolio 
concentrations; the quality of loans and 
investments; the effectiveness of loan 
and investment policies; and 
management's overall-ability to monitor 
and control other financial and ,) 
operating risks. A complete assessment 
of capital adequacy must take account 
of each of these considerations 
including, in particular, the level and 
severity of problem and classified 
assets. Thus, the risk-based capital ratio 
is but one element in the assessment of 
overall capital adequacy, and the final 
supervisory judgment of an

organization’s capital adequacy may 
differ significantly from conclusions that 
might be drawn solely from the absolute 
level of the organization’s risk-based 
capital ratio.

The guidelines, both for state member 
banks and bank holding companies, 
consist of a definition of capital, a 
system for assigning assets and off- 
balance sheet items to risk categories, a 
schedule for achieving a minimum risk- 
based capital ratio, and a phase-in 
period that provides for transitional 
arrangements. In light of the 
considerations just discussed, the Board 
expects that banking organizations will, 
as a general matter, operate with capital 
levels well above the minimum risk- 
based levels. As the Board previously 
has noted, this is particularly 
appropriate for banking organizations 
contemplating significant expansion 
proposals, as well as for institutions 
with high or inordinate levels of risk. In 
all cases, institutions should hold capital 
commensurate with the level and nature 
of the risks to which they are exposed.
B. Overview of the Final Risk-Based 
Capital Guidelines

The guidelines comprise four basic 
elements:

(1) An agreed definition of core or Tier 
1 capital, consisting primarily of 
common stockholders’ equity and 
certain categories of perpetual preferred 
stock, and a “menu” of internationally 
accepted items for supplementing core 
capital (supplementary or Tier 2 capital).

(2) A general framework for assigning 
assets and off-balance sheet items to 
broad risk categories and procedures for 
calculating a risk-based capital ratio.

(3) A schedule for achieving, by no 
later than the end of 1990, a minimum 
ratio of total capital-to-risk-weighted 
assets of 7.25 percent (of which at least
3.25 percentage points should be in the 
form of core capital elements) and, by 
no later than thus end of 1992, a ratio of
8.0 percent (of which at least 4.0 
percentage points should be in the form 
of core capital elements).

(4) Transitional arrangements and a 
phase-in period (running through the end 
of 1992) permitting banking 
organizations to include some 
supplementary capital elements in Tier 1 
capital on a temporary basis and 
providing time to bring their capital 
positions into full comformity with the 
risk-based capital definitions and 
minimum supervisory standards.
C. Comments Received in Response to 
the March 1988 Proposal

As mentioned above, these final 
guidelines include a number of changes
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to the March 1988 proposed guidelines 
based, in part, on the public comments 
received by the Board. Most 
respondents expressed general support 
for the concept of a risk-based capital 
measure; however, many objected to 
specific aspects of the proposed ratios. 
In addition, some large institutions and 
bank trade associations opposed the 
Board's proposal to apply the risk-based 
framework to bank holding companies. 
Some respondents expressed the view 
that the risk-based capital proposal 
might adversely affect the ability of 
banking organizations to compete with 
nonbank financial institutions that are 
not subject to similar standards.

Specific comments on the framework 
covered the proposed capital definition, 
the treatment of assets and off-balance 
sheet activities, and the application of 
the framework. The principal concerns 
regarding the definition of capital 
focused on the treatment of perpetual 
preferred stock, loan loss reserves, and 
goodwill. Comments on risk weights 
addressed the proposed treatment of 
country exposures, claims on domestic 
central governments, claims on local 
governments, claims on international 
institutions, claims on government- 
sponsored agencies, claims backed by 
private sector financial guarantees, and 
residential mortgages. With respect to 
off-balance sheet items, the major 
comments related to the recognition of 
counterparty netting arrangements and 
the credit conversion factor for long
term foreign exchange rate contracts. 
Comments were received on the use of 
original, rather than remaining* 5 * maturity 
in both the assignment of risk weights to 
long-term claims on foreign banks and 
the assignment of credit conversion 
factors to commitments. Some 
commenters also addressed the use of 
average, versus period-end, data in 
calculating the risk-based capital ratio. 
Finally, a number of respondents 
commented on the relationship of the 
risk-based capital ratio to the Board’s 
existing guidelines and policy 
statements, as well as the application of 
the risk-based framework to small 
banking organizations.

Sections II through V below describe 
modifications to the March 1988 
proposal that the Board has adopted as 
a result of public comments received 
and changes incorporated into the July 
1988 Basle Accord, or as part of the 
continuing consultative process within 
the Basle Supervisors' Committee (and 
with the other Federal banking 
agencies). Section II outlines revisions 
made to the definition of capital; Section 
III describes changes in the treatment of 
assets and off-balance sheet exposures;

Section IV deals with the 
implementation of the risk-based 
framework; and Section V discusses the 
requirements for bank holding 
companies.
II. Definition of Capital

The final guideline set forth a 
definition of capital for state member 
banks that is substantially similar to 
that contained in the March proposal. 
This section reviews comments received 
on, and revisions made in, the treatment 
of three elements of capital—perpetual 
preferred stock, loan loss reserves, and 
term subordinated debt.
,4. Perpetual Preferred Stock

Consistent with the December 1987 
Basle Accord, the March 1988 proposed 
guidelines stated that for supervisory 
purposes capital would consist of two 
tiers; Tier 1 capital comprising core 
capital elements, and Tier 2 capital, 
comprising supplementary capital 
elements. Tier 1 capital was defined to 
include common stockholders’ equity 
and disclosed reserved that represent 
after-tax retained earnings. Perpetual 
preferred stock was excluded from the 
definition of Tier 1 capital.

A large number of organizations 
argued that perpetual preferred stock 
should count as an element of Tier 1 
capital. These organizations suggested 
that perpetual preferred stock, in terms 
of its ability to absorb losses, serves as 
a nearly perfect substitute for common 
equity because it i9 permanent, it is 
subordinate to deposits and general 
debt obligations, and preferred 
dividends can be deferred without 
triggering an act of default. Some 
respondents favored including only 
limited amounts of perpetual preferred 
stock within Tier 1, while others took 
the position that regulations should 
define the characteristics of preferred 
stock that may be of some supervisory 
concern and include those forms of 
preferred stock that do not possess such 
characteristics. Several organizations 
noted that perpetual preferred stock is 
the most expensive form of Tier 2 
capital, and suggested that outstanding 
issues of such stock might be redeemed 
if not given Tier 1 treatment.

Consistent with the revised Basle 
Accord,lie Board has modified its 
definition of Tier 1 capital for state 
member banks to include noncumulative 
perpetual preferred stock4 in Tier 1

* Perpetual preferred stock is defined as preferred 
stock that has no maturity date, that cannot be 
redeemed at the option of the holder of the 
instrument and that has no other provisions that
will require future redemption of the issue.

capital with no limitations. Cumulative 
preferred stock, however, remains in 
Tier 2 for banks. Perpetual preferred 
stock that has a noncumulative feature 
is a closer substitute for common stock 
than cumulative preferred stock since 
any dividend payments that have been 
waived do not represent a contingent 
claim on the issuer. Despite the 
inclusion of preferred stock in Tier 1, the 
Board believes that, from a supervisory 
standpoint, it is desirable that common 
shareholders’ equity remain the 
dominant form of Tier 1 capital. Thus, 
state member banks are expected to 
avoid overreliance on preferred stock or 
any type of non-voting equity elements 
within Tier 1.®

The decision to include perpetual 
preferred stock in Tier 1 raises the 
question of whether there are some 
specific forms of preferred stock that 
possess features that do not warrant 
such favorable treatment. While the 
Board believes that reasonable amounts 
of noncumulative perpetual preferred 
stock should be included in Tier 1, it has 
determined that auction rate preferred 
stock (including so-called “Dutch 
auction" preferred stock) has certain 
features that do not allow it to fulfill the 
supervisory purposess of Tier 1 capital 
and, hence, has excluded such stock as 
a core capital element.*

Although auction rate preferred stock 
is not included in Tier 1, the guidelines 
do not prohibit the inclusion of floating 
rate or adjustable rate perpetual 
preferred stock in Tier 1 capital, so long 
as the yield on these instruments is 
based solely on general market interest 
rates and is not subject to an auction 
mechanism that requires or allows the 
rate to vary in relation to the financial 
standing or credit rating of the issuer.
B. Loan Loss Reserves

Recognizing that it is not always 
possible to distinguish clearly between 
general and specific reserves, the 
December 1987 Basie Accord proposed 
phasing in a limit on the amount of loan 
loss reserves includable in Tier 2 
capital. By the end of 1992, the 
allowance for loan and lease losses 
included in Tier 2 capital cannot exceed
1.25 percent of weighted risk assets. The 
Board’s March proposal treated the 
allowance for loan and lease losses as 
Tier 2 capital up to this limit, and, 
consistent with the Basle Accord, 
excluded from capital any specific

5 As discussed in Section V (B) below, the Board 
has limited the amount of perpetual preferred stock 
in Tier 1 for bank holding companies to 25 percent 
of total Tier 1 capital.

"The decision to exclude auction rate stock is
discussed further in Section V (B).
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reserve established against identified 
losses.

Comments received from U.S. banking 
organizations on the proposed treatment- 
of loan loss reserves suggested including 
general reserves in Tier 1 and raising or 
eliminating the proposed limits on 
reserves. Banking organizations in other 
G-10 countries, on the other hand, 
expressed the view that certain types of 
reserves, such as those established 
against loans to developing countries, 
are not in fact freely available, and 
noted that in many G-10 countries such 
reserves are excluded from bank capital. 
These commenters accordingly argued 
for the exclusion of all such reserves 
from capital.

Under generally accepted accounting 
principles, the loan loss allowance in 
U.S. banking organizations takes the 
form of a valuation adjustment to the 
entire loan portfolio. These adjustments 
represent losses inherent or anticipated 
in the existing portfolio but not yet 
identified. Because capital is intended to 
serve as buffer against unanticipated 
losses, it would appear appropriate to 
place such reserves in Tier 2 subject to 
the limit contained in the Basle Accord. 
In addition, the amount of reserves 
includable in Tier 2 is generally 
consistent with the amount of loan loss 
reserves that historically were included 
in U.S. bank regulatory capital until 
1987, when banking organizations 
established large reserves against 
country risk exposure.

During the transition period, the Basle 
Supervisor’s Committee intends to 
continue to try to reach agreement on 
the types of reserves that are truly 
general in nature and, therefore, freely 
available to absorb losses anywhere in 
the portfolio. If an acceptable agreement 
is reached, then the Basle Accord and 
these guidelines would permit the 
inclusion of unlimited amounts of such 
general reserves within Tier 2. If an 
acceptable agreement is not reached, 
then the amount of general reserves 
includable in Tier 2 capital by the end of 
the transition period would be limited to
1.25 percent of weighted risk assets, as 
originally proposed in the Board’s March 
1988 proposal, and subsequently set 
forth in the revised July 1988 Basle 
Accord.
C. Term Subordinated Debt Instruments

The December 1987 Basle proposal 
included subordinated debt instruments 
with a fixed term to maturity as a 
limited element of Tier 2 capital but did 
not specify a minimum term to maturity 
for these instruments. Consistent with 
the Board’s existing capital guidelines, 
the March 1988 proposal stated that 
subordinated debt issues and limited-

life preferred stock must have a 
minimum original weighted average 
maturity of at least seven years to 
qualify for inclusion in Tier 2 capital.

The revised Basle Accord specifies 
that term debt instruments must have a 
minimum original term to maturity of 
over five years to qualify for inclusion in 
Tier 2. Accordingly, the final risk-based 
guidelines state that term subordinated 
debt instruments and intermediate-term 
preferred stock with an original average 
weighted maturity of at least five years 
are includable as limited elements 
within Tier 2 capital.
III. Risk Weights and Off-Balance Sheet 
Items
A. Treatment of Country Exposure

The December 1987 Basle proposal 
did not attempt to incorporate transfer 
risk. In general, claims on foreign 
governments and banks were treated 
alike without distinguishing among the 
countries involved and received less 
favorable risk weights that claims on 
similar domestic institutions. Banks in 
European Community (“EC") countries, 
however, were permitted to treat claims 
on institutions in member countries as 
domestic claims.

This aspect of the March proposal 
generally met with criticism from foreign 
banks and large U.S. banks, which noted 
that the treatment accorded to long-term 
claims on foreign banks and claims 
guaranteed by foreign banks might 
disrupt the interbank market and create 
disincentives for U.S. banks to convey 
risk participations to foreign banks.
Some commenters also argued that the 
preferential treatment accorded banks 
in EC counties gave these institutions a 
competitive advantage in dealing with 
each other. Others argued for equal, 
low-risk treatment for claims on banks 
and governments from a group of 
countries identified as being of high 
credit quality', such as the signatories to 
the Basle Accord or members of the 
Organization for Economic Cooperation 
and Development (“OECD").

Taking into account these comments, 
and consistent with the revised July 1988 
Basle Accord, these guidelines treat 
claims on governments and banks of a 
defined group of countries, w'hich 
includes members of the OECD and 
countries that have concluded special 
lending arrangements with the 
International Monetary Fund ("IMF’) 
associated with its General 
Arrangements to Borrow (the OECD- 
based group of countries)7, in the same

7 The OF,CD includes the following countries: 
Australia. Austria. Belgium. Canada, Denmark, the
Federal Republic of Germany. Finland. France.

manner as they do claims on similar 
domestic institutions. Claims on central 
governments of other countries are 
assigned to the 100 percent risk category 
unless denominated in local currency 
and funded in local currency liabilities, 
in which case they may be treated the 
same as claims on domestic central 
governments. Short-term claims on 
banks domiciled in countries that do not 
belong to the OECD-based group of 
countries will receive the same 20 
percent risk weight that claims on 
domestic banks do; however, long-term 
claims (remaining maturity of over one 
year) on the banks from these countries 
will receive a 100 percent risk weight.
B. Claims on Central Governments

The December 1987 Basle Accord 
assigned claims on domestic central 
governments (including claims 
guaranteed by domestic central 
governments or collateralized by their 
securities) to the zero or a low risk 
category to reflect the presumed 
absence of credit risk. National 
supervisors were granted discretion, 
however, to place some of these claims, 
including long-term claims, in a slightly 
higher risk category in order to capture a 
degree of market and interest rate risk. 
The guidelines proposed in March, 
accordingly, assigned a zero percent risk 
weight to securities (direct obligations) 
issued by the U.S. Government with a 
remaining maturity of 91 days or less 
and a 10 percent risk weight to similar 
claims or over 91 days. A 10 percent risk 
weight also was assigned to all claims 
guaranteed by the U.S. G overnm ent or 
collateralized by its securities.

A number of respondents to the 
March proposal disagreed with the 
proposed method for incorporating 
interest rate risk because it did not take 
into account all assets, liabilities, and 
off-balance sheet transactions. Some 
commenters argued that all government 
obligations, long-and short-term, should 
be assigned to the zero percent risk 
category due to the absence of credit 
risk. Others expressed concern about 
the framework's lack of a more 
sophisticated approach to interest rate 
risk, arguing that placing long-term 
government bonds in the zero percent 
risk category could imply (incorrectly) 
that there are no risk to holding such 
instruments.

Greece. Iceland. Ireland. Italy. Japan. Luxembourg, 
Netherlands. New Zealand. Norway. Portugal. 
Spain. Sweden. Switzerland. Turkey. United 
Kingdom, and United States. Saudi Arabia has 
concluded special lending arrangements with the 
IMF associated with the Fund's General 
Arrangements to Borrow.

6
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In addition, some commenters 
opposed the proposed maturity split for 
government securities on the grounds 
that it would place them at a 
competitive disadvantage to banks in 
other G-10 countries. In this regard, 
respondents asserted that most G-10 
countries intended to assign a zero 
percent risk weight to all claims on their 
domestic central governments, 
regardless of maturity. It should be 
noted that, in light of the recognition of 
transfer risk now incorporated in the 
Basle framework, the zero percent risk 
weight would apply not only to claims 
on the domestic central government, but 
also to claims on, and guaranteed by, 
foreign central governments of the 
OECD-based group of countries.

After careful consideration of all of 
the above factors and consultation with 
the other U.S. Federal banking agencies, 
the Board has decided to eliminate the 
distinction between long- and short-term 
OEDC central government securities.
The Board has decided to assign all such 
securities, as well as all claims 
unconditionally guaranteed by the full 
faith and credit of OECD central 
governments, to the lowest (zero 
percent) risk category. If the validity of 
the guarantee to the holder of the claim 
is dependent upon some affirmative 
action by the holder or a third party, 
then the guarantee is not considered 
unconditional. Thus, with respect to the 
United States, all direct U.S. Treasury 
obligations are assigned to the zero 
percent risk weight category. This 
category would generally include all 
securities with unconditional guarantees 
by the U.S. Government or its agencies 
intended to facilitate active trading in 
financial markets, including Government 
National Mortgage Association (GNMA) 
pass-through securities. Loans 
guaranteed by the U.S. Export-Import 
Bank (Exim Bank) would generally also 
be assigned to the zero percent risk 
category.

This approach has the benefit of 
restricting the lowest risk category to 
obligations of the central government in 
the form of direct claims on or claims 
unconditionally guaranteed by the 
central government. By eliminating the 
maturity break on central government 
securities, this approach also simplifies 
the framework.

Claims that are conditionally 
guaranteed by OECD central 
governments (including the U.S. 
Government and its agencies) are 
generally assigned to the 20 percent risk 
category. For example, in the case of the 
United States, such claims generally 
would include loans guaranteed under 
certain programs administered by the

Veterans’ Administration (VA) and the 
Federal Housing Administration (FHA). 
Student loans that are indirectly 
guaranteed or reinsured by the U.S. 
Government would also be assigned to 
the 20 percent risk category. In addition, 
all claims collateralized by securities 
issued by OECD-based central 
governments (including the U.S. 
Government and its agencies) will 
generally be assigned to the 20 percent 
risk category. The Board believes that 
this treatment is appropriate since, as a 
general matter, such secured claims on 
private counterparties are not in all 
respects equivalent from a risk 
standpoint to the direct holding of 
central government debt securities. 
Moreover, the Board believes that 
restricting the zero percent category to 
direct holdings of government securities 
and obligations unconditionally 
guaranteed by the government lessens 
supervisory concerns regarding the 
volume and riskiness of assets assigned 
the zero percent risk weight.

Assigning long-term direct 
government obligations to the zero 
percent risk category differs from past 
Board proposals, and should not be 
interpreted as suggesting that the 
holding of such instruments involves 
little or no risk. The Board's previous 
concerns about this treatment are 
mitigated by the retention of an overall 
leverage constraint (see Section IV (A)). 
Retaining a leverage ratio does, in fact, 
ensure a minimum capital charge for 
central government securities, together 
with all other assets, and precludes the 
possibility of excessive leveraging of the 
government securities portfolio. 
Moreover, examiners will continue to 
carefully scrutinize banking 
organizations’ interest rate exposure 
and require that institutions with undue 
levels of interest rate risk strengthen 
their capital positions even though they 
may meet the minimum capital 
standards. In addition, the Federal 
Reserve will continue to work with the 
other domestic and international 
supervisory authorities to develop better 
procedures for measuring and assessing 
interest rate exposure.
C. Claims on the Non-Cental (Local7 
Government Public Sector

The July 1988 revised Basle Accord 
continues to provide for national 
discretion in assigning risk weights to 
claims on domestic local governments to 
the risk categories. However, the 
framework generally assigns a standard 
20 percent risk weight to claims on, or 
guaranteed by, foreign local 
governments of the OECD-based group 
of countries.

The Board’s March 1988 proposal 
assigned a 20 percent risk weight to 
general obligation (full faith and credit) 
claims on a domestic local government, 
as well as to all claims guaranteed by 
the full faith and credit of a domestic 
local government. It also assigned a 50 
percent risk weight to local domestic 
government revenue obligations for 
which the government entity is 
committed to repay the debt only with 
revenues from facilities financed, rather 
than from general tax funds. Consistent 
with the December 1987 Basle proposal, 
revenue obligations issued by local 
governments for the benefit of private  
entities that are committed to repay the 
principal and interest were accorded a 
100 percent risk weight as were claims 
on, or guaranteed by, foreign local 
government entities.

Several commenters suggested that all 
public sector claims that a local 
government is committed to repay 
(including revenue bonds) receive a 20 
percent risk weight In their views, 
assigning a 20 percent or 50 percent risk 
weight to such obligations based on the 
source of repayment would create 
unwarranted distinctions among classes 
of state and municipal debt.

Upon consideration of all relevant 
factors, the Board has decided to retain 
the proposed risk weights for claims on 
domestic local governments and, 
consistent with the Basle framework, to 
extend the same treatment to similar 
claims on foreign local governments of 
the OECD-based group of countries.
Also consistent with the Basle 
framework, a 100-percent risk weight is 
assisted to all claims on local 
government entities of countries that do 
not belong to the OECD-based group of 
countries.

Financial guaranty insurance industry 
commenters objected to an aspect of the 
March proposal related to the treatment 
accorded to local government revenue 
obligations. Consistent with the Basle 
framework, the proposal recognized 
bank, but not nonbank, guarantees of 
local government obligations (or of any 
other type of claim). The commenters 
argued that the proposal’s preferential 
treatment for bank-issued guarantees 
creates an incentive for banks to hold 
local government revenue obligations 
backed by bank-issued standbys, which 
would have a 20-percent risk weight, 
rather than similar obligations backed 
by triple A-rated financial guaranty 
insurance companies, which would have 
a 50 percent or 100 percent risk weight, 
depending upon the nature of the 
underlying obligor.

Because the Basle Accord does not 
recognize nonbank private sector
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guarantees or take private sector credit 
ratings into account in assigning assets 
to risk categories, recognition of private 
sector financial guarantees for risk- 
based capital purposes, as urged by this 
group, would be inconsistent with the 
framework agreed upon by the G-10 
countries. Accordingly, the final 
guidelines do not recognize such 
guarantees. Nonetheless, the treatment 
of private sector financial guarantees 
may be considered in the future in 
connection with international 
discussions on refinements to the risk- 
based capital framework.
D. International Institutions

The December 1987 Basle proposal 
granted national supervisory authorities 
discretion to assign a zero to 20 percent 
risk weight to claims on multilateral 
lending and regional development 
institutions and assigned a 100 percent 
risk weight to claims guaranteed by 
these organizations or collateralized by 
their securities. Several international 
organizations expressed concern that 
proposals of member countries to the 
Accord inconsistently assigned risk 
weights to claims on the same 
international institutions. Others 
supported a 20 percent risk weight for 
all such institutions, and requested that 
this treatment be extended to claims 
guaranteed by these entities and to 
claims collateralized by their securities.

These final guidelines reflect the 
revised Basle Accord’s uniform 20 
percent risk weight for claims on five 
multilateral development banks—the 
African Development Bank, the Asian 
Development Bank, the European 
Investment Bank, the Inter-American 
Development Bank, and the World 
Bank—as well as for claims guaranteed 
by these institutions or collateralized by 
their securities. As permitted by the 
revised Basle Accord, the final 
guidelines extend the same treatment to 
claims on similar institutions in which 
the U.S. is a shareholding or contributing 
member.
E. Government-Sponsored Agencies

The Board's March 1988 proposal 
assigned a preferential 20 percent risk 
weight to claims on U.S. Government- 
sponsored agencies to reflect their 
relatively low risk and what is viewed 
as their special relationship to the U.S. 
Government8 * Of the comments received

8 Government-sponsored agencies are entities 
that were estabfished or chartered b y  the U S. 
Government to serve public purposes specified by
the U.S. Congress but w h ose obligations do not 
carry the exp tio t feB faith and credit guarantee erf 
the U.S. Government.

on this issue, about half, including some 
from government-sponsored agencies 
themselves, offered support for the 
proposed 20 percent risk weight; about 
half the commenters advocated a lower 
10 percent risk weighL

Respondents that opposed a risk 
weight lower than 20 percent pointed 
out that government-sponsored agency 
securities lack the explicit full faith and 
credit backing of the U.S. Government. 
Respondents in favor of a lower risk 
weight contended that the market does 
not distinguish in a significant way 
between the lever of risk associated 
with these obligations and the risk 
associated with long-term claims on the 
U.S. Government, which the proposal 
weighted at 10 percent. Several 
commenters opposed the differential 
between the 10 percent risk weight 
proposed for GNMA securities—which 
bear the full faith and credit guarantee 
of the U.S. Government—and the 20 
percent risk weight assigned to Federal 
Home Loan Mortgage Corporation 
(“FHLMC"] and Federal National 
Mortgage Association {'TIMMA") 
securities—which do not explicitly bear 
such a guarantee—on the grounds that it 
would create tiering in the secondary 
mortgage market and raise mortgage 
costs for consumers.

In view of the structure of the Basle 
framework, the Board has determined to 
maintain the 20 percent risk weight for 
claims on all government-sponsored 
agencies. The Board continues to believe 
that the debt obligations of government- 
sponsored agencies should not be 
accorded the same treatment as other 
direct government obligations that carry 
the explicit U.S. Government guarantee 
The Board notes that the 20 percent risk 
weight is much lower than the implied 
risk weight of 100 percent under the 
current leverage guidelines.
F. Mortgages and Mortgage-Backed
Securities
1. Mortgages

The Board's March I960 proposal 
assigned a 100 percent risk weight to 
loans secured by owner-occupied 1-4 
family residential mortgages, rather than 
the preferential 50 percent risk weight 
proposed by the Basle Supervisors' 
Committee. In proposing not to apply the 
preferential weight, the Federal Reserve 
sought to avoid the appearance or 
reality of regulatory credit allocation 
among private sector borrowers.

Those commenters that addressed this 
issue overwhelmingly opposed the 
proposed 100 percent risk weighL 
Respondents stated that it would place 
U.S, banks at a competitive 
disadvantage in both domestic and

8

foreign mortgage markets and cited the 
historically low default rate on 
residential mortgages as a justification 
for a lower risk weight.

Upon consideration of these 
comments, the Board has determined to 
assign a preferential risk weight of 50 
percent to loans secured by owner- 
occupied 1-4 family residential 
mortgages. Consistent with the revised 
Basle Accord, the Board is extending 
this preferential risk weight to 
mortgages on 1-4 family residential 
properties that are rented as well. In this 
regard, the revised Basle Accord 
instructs national supervisory 
authorities to apply this preferential 
weight restrictively as to emcompass 
only residential purposes; that is, it is 
not to apply to speculative property 
development. Moreover, national 
authorities are granted the latitude to 
develop strict prudential criteria for the 
application of this low risk weight. 
Accordingly, the guidelines assign a 50 
percent risk weight only to laons 
secured! by first liens on 1-4 family 
residential properties that are 
performing in accordance with their 
original terms and are not 90 days or 
more past due or carried in nonaccrual 
status.

The assignment of mortgages to the 50 
percent risk category is based upon the 
presumption that banking organizations 
will adhere to prudent and conservative 
underwriting standards with respect to 
the maximum loan-to-value ratio, the 
borrower's paying capacity, and the 
long-term expectations for the real 
estate market in which they are lending. 
If. in the course of the supervisory 
process, it is determined that an 
organization has not adhered to such 
standards, the Federal Reserve may 
require additional capital, increased 
reserves, or both.

The treatment of 1-4 family 
residential mortgages also affects the 
risk weight assigned to the undrawn 
portion of hoove equity lines of credit 
As is the case with other commitments, 
home equity loan commitments that a 
bank: (1) Can unconditionally cancel 
within one year *; and (2) reviews at

* In Ac case at consaaw rhsn* wjurfy fines of 
credit se cored by fien* cm M  iunky residential
property, a beak is deem ed ab le to unconditionally  
cancel the Fine (or purposes of this criterion if, at its 
option, the bank can prohibit additional extensions  
of credit, reduce the credit fine, and terndaate the 
line of full extent permitted by relevant Federal low. 
The Board h as determ ined that this approach m 
appropriate in view of the preferential treatment 
that the Basle Accord grants home mortgagee 
generally and  in  fight e l  th e C ongressional purposes 
behind the Hom e Eqetty Loan Consumer Protection 
A ct at 19W, w hich net* forth certain giadeline*  
under which lender* m ay can cel os not make 
advances on home eqnity lines.
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least annually to determine whether or 
not they should be extended, are treated 
as short-term commitments. Short-term 
commitments are deemed to involve low 
risk and. therefore, are not assessed a 
capital charge. However, like other long
term commitments, the undrawn portion 
of long-term home equity lines of credit 
are converted at 50 percent. The 
resulting credit equivalent amount is 
then assigned a 50 percent risk weight if 
it is secured by a first lien or a 100 
percent risk weight if it is secured by a 
junior lien.
2. Mortgage-Backed Securities

The Basle Accord does not 
specifically address certain instruments, 
such as mortgage-backed securities and 
the newly developed stripped mortgage- 
backed securities. Nonetheless, the 
Board has determined that within the 
context of the overall risk-based capital 
framework, it is appropriate to view 
privately-issued mortgage-backed 
securities, such as mortgage pass
through securities and collateralized 
mortgage obligations (CMOs), that meet 
certain criteria outlined in the guidelines 
as essentially indirect holdings of the 
underlying assets. Accordingly, such 
securities are generally assigned to the 
same risk weight appropriate to the 
highest risk-weighted asset in the 
underlying asset pool, except that in no 
case will these securities be assigned to 
the zero percent risk weight category,10 * 
which is reserved for direct claims on 
central governments. Privately-issued 
mortgage-backed securities that do not 
meet the specified criteria are assigned 
to the 100 percent risk weight category. 
Any classes of a mortgage-backed 
security that can absorb more than their 
pro rata share of the loss without the 
whole mortgage-backed security issue 
being in default, for example, so-called 
subordinated classes or residual 
interests, are also assigned to 100 
percent risk weight regardless of the 
issuer or guarantor of the security.

Stripped mortgage-backed securities, 
including interest-only strips (IOs), 
principal-only strips (POs), and similar 
instrument, posses different structural 
characteristics from the typical 
mortgage-backed securities. These 
differing characteristics are reflected in 
the extreme price volatility and market 
risk that may be associated with these 
instruments. For this reason, the Board 
at this time has assigned these 
instruments, regardless of issuer or

10 Mortgage-backed securities issued or 
guaranteed by U.S. Government agencies or U S.
Government-sponsored agencies are assigned to the 
same risk weight as other claims issued or 
guaranteed by such agencies.

guarantor, to the 100 percent risk 
category.

Nonetheless, the Board recognizes 
that these instruments can be used to 
hedge risk and does not want to 
discourage their use for this purpose. 
Accordingly, examiners will take into 
account the manner in which an 
organization uses IOs and POs. as well 
as other instruments, in its hedging 
strategy before making an overall 
judgment on the organization’s capital 
adequacy. While organizations will be 
encouraged to operate above minimum 
capital levels, organizations that have 
property hedged their interest rate 
exposure will, other things being equal, 
be permitted to operate with lower 
levels of capital than those that are 
vulnerable to rate changes. The 
treatment of stripped mortgage-backed 
securities will also be considered in 
connection with efforts to develop a 
means for incorporating interest rate 
risk into the risk-based capital standard. 
These efforts will endeavor to recognize 
the risk-reducing (hedging) 
characteristics of these instruments 
when they are used properly. Finally, 
the treatment of IOs, POs, and similar 
instruments may also be considered in 
future discussions of the the Basle 
Supervisors’ Committee intended to 
refine the risk-based capital framework.
G. Interest Rate and Foreign Exchange 
Rate Contracts

1. Netting
Consistent with the December 1987 

Basle proposal, the proposed March 
guidelines did not recognize netting of 
interest and exchange rate contracts 
between counterparties for the purpose 
of calculating the risk-based capital 
ratio. The proposal indicated that this 
would not be done until legal opinion 
firmly established that such contracts 
may be offset.

Commenters on this issue 
unanimously asserted that netting 
reduces risk and that, therefore, some 
form of netting should be recognized. Of 
those that favored a specific netting 
arrangement, a majority endorsed 
netting by novation.11 A number of 
commenters offered legal opinions that 
the legal efficacy of certain types of 
netting arrangements was less tenuous 
than it was characterized in the 
December 1987 Basle proposal.

11 Netting by novation is a contract between two 
counterparties under which any obligation to each 
other to deliver a given currency on a given date is 
automatically amalgamated with all other 
obligations for the same currency and value date, 
legally substituting one single net amount for the 
previous gross obligations.

The revised Basle Accord reflects the 
determination by the Basle Supervisors' 
Committee that novated contracts 
replace in law and in fact the contracts 
they have extinguished and that 
novation is the only form of netting 
legally enforcable at this time under the 
bankruptcy laws of all member 
countries.

Accordingly, these guidelines 
recognize netting by novation, but no 
other forms of netting, for the purpose of 
calculating credit equivalent amounts of 
interest and exchange rate contracts.
The Federal Reserve will continue to 
work with the Basle Supervisors’ 
Committee to assess the acceptability of 
various other forms of netting.
2. Conversion Factor for Long-Term 
Exchange Rate Contracts

Consistent with the December 1987 
Basle Accord, the March guidelines 
proposed a 5 percent conversion factor 
for calculating potential future exposure 
of exchange rate contracts with a 
remaining maturity of over one year.
U.S. and foreign bank commenters 
stated their view that the conversion 
factor was too high. They argued that it 
not only overstated the risks associated 
with such contracts, but also might hurt 
the competitiveness of banks in this 
market vis-a-vis other financial firms 
that are not subject to the same capital 
requirements. The Basle Supervisors’ 
Committee decided against reducing this 
factor in light of the risks relating to the 
volatility of exchange rates and because 
currency swaps, unlike interest rate 
swaps, involve an exchange of principal 
on maturity. Accordingly, these 
guidelines retain the 5 percent 
conversion factor for long-term 
exchange rate contracts.

The Board notes that while this factor 
has not been reduced, rate contracts in 
general receive favorable treatment 
under the Basle framework. While direct 
extensions of credit to standard risk 
obligors are assigned a risk weight of 
100 percent, credit equivalent amounts 
of rate contracts involving such obligors 
are assigned a preferential maximum 
risk weight of 50 percent on the grounds 
that most counterparties in these 
markets are of high credit quality. The 
Federal Reserve intends to monitor the 
quality of credits in these markets and, 
in the future, might consider, if 
circumstances so warrant, assigning a 
100 percent risk weight to credit 
equivalent amounts of rate contracts.
H. Original Versos Remaining Maturity

The Board’s March 1988 proposal, 
consistent with the December 1987 Basle 
Accord, assigned risk weights to claims
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on foreign banks and credit conversion 
factors for off-balance sheet loan 
commitment based, in part, on their 
original maturity. The action reflected 
the view that, other things being equal, 
the longer the term of a claim or 
commitment, the greater the risk. 
According to this vew, after a long-term 
claim or commitment has been 
extended, many events can occur to 
reduce the creditworthiness of the 
borrower. If such events do occur, the 
lending institution is subject to risks 
greater than those foreseen when the 
claim or commitment was originally 
extended, even if only a short amount of 
time remains under the facility.

U.S. ccmmenters, however, disagreed 
with this view and overwhelmingly 
favored the use of r e m a i n i n g  maturity 
which, they stated, reflects more 
accurately the risk associated with these 
transactions. Moreover, most 
respondents noted that their infernal 
information systems were based on 
remaining maturity, and that 
maintenance of a separate system based 
on original maturity solely for risk-based 
capital purposes would entail 
substantial costs.

Partially in response to these 
concerns, the revised Basle Accord and 
the guidelines apply differential risk 
weights to claims on foreign banks 
domiciled in non-OECD countries based 
on their remaining, rather than original, 
maturity. The Basle Supervisors’ 
Committee remained of the belief, 
however, that such treatment continued 
to be inappropriate for commitments. 
Consequently, the revised accord bases 
the credit conversion factors that apply 
to loan commitments on their original 
maturity, but allows banks to use 
remaining maturity until year-end 1992. 
The final guidelines provide for this 
transition rule so that those banking 
organizations that currently track loan 
commitments according to their 
remaining, rather than original, maturity 
will have sufficient time to adjust their 
internal information systems.
/. Average Versus Period-End Data

The Board’s March 1988 proposal 
requested comment on whether the 
calculation of the risk-based ratio 
should be based on average or period- 
end data. Commenters on this issue 
overwhelmingly favored the use of 
average data in theory, on the ground 
that period-end figures could be 
misleading. However, many of these 
respondents, as well as those 
commenters that favored the use of 
period-end data, often cited the cost and 
impracticability of generating average- 
data for all assets and off-balance sheet 
items. A number of respondents

suggested that average data be used for 
some items and period-end data be used 
for others for the purpose of calculating 
the ratio. No consensus emerged, 
however, on the items for which average 
or period-end data was appropriate.

Under the guidelines, banking 
organizations will use period-end data 
to calculate the risk-based capital ratio. 
However, on a case-by-case basis, 
banking organizations may also be 
required to calculate ratios based on 
average balances when supervisory 
concerns render such a calculation 
appropriate. In addition, to the extent 
banking organizations have data on 
average balances that can be used to 
calculate risk-based ratios, the Federal 
Reserve will take such data into 
account.

It can be argued that average figures 
are preferable to period-end figures. On 
the other hand, the burden of requiring 
average figures will need to be assessed 
more fully. As more experience is gained 
with the measure, the Board may 
consider whether the use of average 
data should be required to a greater 
extent in the future.
IV. Application o f the Framework
A. The Current Capital (Leverage/ 
Guidelines

The Basle framework and the Board's 
guidelines provide for (1) A transition 
period through the end of 1992 during 
which minimum risk-based capital 
standards will be phased into the 
existing supervisory system, and (2) 
interim target ratios that take effect at 
the end of 1990. As  proposed in the 
March guidelines, the existing primary 
and total capital-to-totai assets ratios 
(.leverage ratios) will be retained at least 
until the initial risk-based capital 
supervisory ratios take effect at the end 
of 1990. The majority of connnenters that 
addressed the issue of whether to retain 
the current capital guidelines favored 
abandoning the existing leverage ratios 
because their continued use could be 
confusing and would be unnecessary in 
light of the risk-based framework. 
However, several commenters 
advocated retaining the leverage ratios 
out of concern that the risk-based 
standard was too lenient; others argued 
that continued application of a leverage 
standard was appropriate until greater 
experience is gained with the risk-based 
ration

The Board has determined that 
retention of the current leverage ratios is 
desirable in order to maintain some 
constraint on banking organizations' 
overall leverage until the minimum risk- 
based ratios take effect. Even after this 
has occurred, moreover, the Board

believes that retention of an overall 
leverage contraint is important since, in 
the absence of such a constraint and 
without a comprehensive measure for 
interest rate risk, the assignment of a 
significant volume of assets to the zero 
percent risk category under the risk- 
based capital framework could allow a 
banking organization to assume an 
unwarranted degree of leveraging and 
risk-taking. In light of these concerns, 
the Federal banking agencies have bepn 
working toward a common leverage 
guideline. Continued use of existing 
leverage ratios also will provide an 
element of continuity as transition is 
made to a risk-based framework.

In the Board’s view, retention of the 
existing capital standards, at least 
initially, does not mean that well- 
capitalized organizations would not 
benefit from the introduction of a risk- 
based standard. Indeed, organizations in 
sound condition and with strong risk- 
based capital ratios could, with the 
concurrence of the Federal Reserve, be 
allowed to reduce their primary and 
total capital ratios, so long as their 
ratios remain fully consistent with their 
overall financial condition.

At the same time, the Board, together 
with the -other Federal banking agencies, 
recofpuzes that different capital 
definitions for leverage and risk-based 
capital purposes carry with them the 
potential foe confusion and perhaps an 
element of undue burden. Once the risk- 
based framework has been 
implemented, the Federal banking 
supervisors will consider proposing a 
revised leverage constraint that would 
replace the existing leverage guidelines 
at or before the end of I960. It is 
contemplated that the definition of 
capital foe the new leverage guidelines 
would be consistent with the risk-based 
capital definition and would be set at a 
lower level than the current capital-to- 
total assets standard.
B. Application to Small Banks

The Basle Accord applies only to 
internationally active banks, but it 
recognizes that each national 
supervisory authority may wish to apply 
the framework to a broader class of 
commercial banking organizations. The 
Federal Reserve beKeves that the risk- 
based capital guidelines should apply to 
all banks on a consolidated basis on the 
grounds that the principle of assessing 
capital adequacy against broad levels of 
risk exposure is relevant to all banks, 
regardless of size.

Nonetheless, the Federal banking 
agencies recognize that to a large extent 
the impact of these guidelines will 
predominantly fall on targe banking
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organizations and those with significant 
off-balance sheet exposures. 
Accordingly, the agencies solicited 
public comment on several options 
regarding the appropriate focus of off
site supervisory data collection and 
monitoring efforts. These options 
included focusing data collection and 
monitoring efforts on either all banking 
organizations, large banking 
organizations or institutions with 
significant off-balance sheet activities.

A majority of commenters on this 
issue recommended that supervisory 
data collection and monitoring efforts 
focus on organizations above some asset 
threshold or level of off-balance sheet 
exposure. This consensus reflected 
concern about the reporting burden that 
the proposed capital guidelines could 
place on small banks. Several 
multinational banking organizations and 
two respondents from the domestic 
public sector did, however, support 
industry-wide monitoring and data 
collection. A trade association for 
smaller institutions favored application 
of the standard to all banks, but urged 
that additional reporting requirements 
focus on institutions with assets in 
excess of $1 billion.

The Board remains of the opinion that 
the risk-based ratio should be applied to 
all banks, since all banks hold low, as 
well as high, risk assets and all banks 
may engage in off-balance sheet 
activities. Moreover, this approach 
would avoid the appearance of a dual 
standard for large and small institutions. 
The Board has also determined, 
however, that any additional reporting 
requirements for small institutions 
should be minimized. The Board, 
together with the other U.S. Federal 
banking agencies, intends to be guided 
by this principle in developing reporting 
forms that will allow for the monitoring 
of compliance with the risk-based 
capital standards, while minimizing the 
burden on small institutions.
V. Capital Requirements for Bank 
Holding Companies
A. Application

The terms and provisions of the Basle 
Accord, as noted above, apply to 
international banks, not to companies or 
entities that own banks. Of course, 
many international banking 
organizations conduct banking 
activities, as well as nonbanking 
financial business, in separate 
subsidiaries and affiliates. For this 
reason, and because the risks assumed 
by these entities can have a significant 
effect on the parent bank’s overall 
financial strength, the Basle Accord 
states that the capital framework ‘‘is

intended to be applied to banks on a 
consolidated basis, including 
subsidiaries undertaking banking and 
financial business." The Accord also 
indicates that the normal practice will 
be to consolidate subsidiaries with 
parent banks for the purpose of 
assessing the capital adequacy of 
banking groups.

As suggested by this approach, the 
extension of prudential supervision, 
including the application of capital 
standards and reporting requirements to 
banks on a consolidated basis, has long 
been encouraged by banking 
supervisory authorities as a way to 
strengthen an increasingly 
interdependent international financial 
system. As banking organizations open 
offices in other countries, the bank 
supervisors in these countries, or “host" 
supervisors, generally have oversight 
authority only for those offices of the 
organization that are located in the host 
country. However, the condition of these 
entities, as well as their potential impact 
on the host country’s financial markets, 
are obviously affected by the health of 
the consolidated organization.
Therefore, given the large role that 
foreign firms are increasingly playing in 
other countries’ financial markets, host 
supervisory authorities want assurance 
that foreign banks operating in their 
country are adequately supervised on a 
consolidated, worldwide basis by home 
country supervisory authorities.

While the application of a risk-based 
capital framework to companies that 
own banks is clearly left to the 
discretion of national supervisory 
authorities, the Basle Accord does 
express concern that bank ownership 
structures or affiliations with other firms 
not be allowed to weaken the capital 
position of the bank or expose the bank 
to undue risks. The Basle Accord states 
that the Basle Supervisors’ Committee 
will monitor developments and 
ownership structures in member 
countries “in order to ensure that the 
integrity of the capital of banks is 
maintained."

In issuing the March 1988 proposal for 
comment, the Board exercised its 
discretion to apply the Basle framework 
to bank holding companies on a 
consolidated basis. This is generally 
consistent with the treatment of holding 
companies under the Board's current 
primary and total capital adequacy 
guidelines, although the definition of 
bank holding company capital under the 
current guidelines differs somewhat 
from the definition of bank capital. The 
application of risk-based standards to 
holding companies is also consistent 
with the risk-based capital proposals

issued for comment by the Board in 1986 
and 1987.

The Board has long applied capital 
standards to bank holding companies on 
a consolidated basis in connection with 
both on-site inspections and in acting on 
bank holding company applications. The 
Board has applied minimum capital 
standards to bank holding companies on 
a consolidated basis because experience 
has shown that, as with a bank and its 
affiliates, the risks and problems in the 
holding company and its nonbank 
subsidiaries can have an impact on the 
condition of affiliated banks. In addition 
to this concern, consolidated 
supervision of capital adequacy is 
consistent with the Board’s belief that 
the parent holding company should 
serve as a source of strength to its 
subsidiary banks. In evaluating bank 
holding company applications, capital 
adequacy is viewed as a particularly 
important indicator of the soundness of 
organizations seeking to expand their 
banking and nonbanking activities.

Furthermore, the practice of double 
leveraging—in which a holding company 
can borrow against and, in effect, 
replace a portion of its subsidiaries' 
equity capital with debt at the 
consolidated level—has confirmed over 
the years the need for some minimum 
capital standards for bank holding 
companies. Without such standards, 
excessive holding company borrowing 
or double leveraging could undermine 
the capital strength of the overall 
holding company as well as its 
subsidiary banks.

Application of capital standards to 
bank holding companies also is 
consistent with the fact that holding 
companies are frequently managed on a 
consolidated basis—indeed, the benefits 
from such integration are one of the key 
incentives for establishing holding 
companies—and, under generally 
accepted accounting standards, bank 
holding companies file financial 
statements that fully consolidate the 
assets, liabilities, income and losses of 
their bank and nonbank activities with 
the parent company.

In issuing the Board’s risk-based 
capital proposal for public comment, the 
Board made clear that it retained the 
flexibility to exclude the assets of and 
investments in certain nonbank 
subsidiaries of the holding company 
from the calculation of the holding 
company’s risk-based capital ratio. This 
would be done* for example, to facilitate 
functional regulation or to assure that 
the remainder of the holding company 
meets the Federal Reserve’s minimum 
capital standards without reliance on
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the capital resources invested in 
specified nonbank affiliates.

In response to the Board’s risk-based 
capital proposal, many large 
multinational banking organizations and 
bank trade associations opposed 
application of the framework to bank 
holding companies. Only a small 
number of the regional banking 
organizations took issue with this aspect 
of the proposal.

The respondents that opposed 
application of the capital standards to 
bank holding companies argued that: (1) 
Consolidated capital ratios are 
unnecessary if nonbank subsidiaries are 
functionally regulated and subject to 
firewalls designed to protect affiliated 
banks: (2) the holding company structure 
is unique to the United States and, 
therefore, consolidated risk-based 
capital requirements would constitute a 
competitive disadvantage for U.S. 
banking organizations: (3) such 
requirements could induce increased 
holding company risk-taking; and (4) 
applying capital standards to holding 
companies could imply an undesirable 
extension of the federal safety net to 
parent companies and nonbank 
affiliates.

The Board remains of the belief that 
companies that own insured depository 
institutions should have adequate 
capital and, in particular, that bank 
holding companies as presently 
structured should be subject to minimum 
capital standards. First, as noted, double 
leveraging can affect the capital that is, 
in fact, available at the holding company 
level to support the subsidiaries.
Second, with regard to nonbanking 
activities, adequate firewalls may not 
currently exist between banks and all 
their affiliates. The Board believes that 
it is appropriate to first ensure that 
adequate firewalls are in place and 
sufficient capital exists in the nonbank 
subsidiaries to fully protect affiliated 
banks before exempting, as a general 
policy, certain affiliates from minimum 
consolidated capital standards.

In light of the above factors, the Board 
has decided to retain its existing policy 
of applying capital standards, including 
a risk-based capital framework similar 
to that set forth in the Basle Accord, to 
bank holding companies on a 
consolidated basis. However, the Board 
also has adopted a flexible framework 
at the holding company level that will 
facilitate functional regulation and the 
prudent expansion of bank holding 
company powers, while at the same time 
assuring a minimum level of capital for 
companies whose principal function is 
the ownership of banking institutions. 
Through these guidelines, the Board 
retains the latitude to deduct from a

banking organization's consolidated 
capital, investments in certain nonbank 
subsidiaries, provided that strong 
firewalls, adequate nonbank capital, 
and any other protections the Board 
deems necessary are first put in place to 
safeguard the health of affiliated banks. 
If such a deduction is warranted, the 
nonbank subsidiary’s assets also would 
be excluded from the holding company's 
consolidated capital calculation.
B. Definition of Capital for Bank 
Holding Companies

In implementing a risk-based capital 
framework for bank holding companies, 
the Board has adopted a definition of 
capital for bank holding companies that 
differs somewhat from the definition 
contained in the final guidelines for 
state member banks. These differences, 
which are discussed in greater detail 
below, involve the inclusion of 
cumulative perpetual preferred stock in 
Tier 1 for bank holding companies and 
the treatment of goodwill. Also 
discussed below is a general approach 
for deducting investments in certain 
designated subsidiaries from the capital 
and assets of the bank holding company. 
The Board believes that applying a 
similar, but not identical, framework to 
holding companies provides a 
reasonable degree of flexibility to these 
companies in structuring their capital 
bases and raising additional capital, 
while maintaining the integrity and 
adequacy of minimum holding company 
capital requirements.
1. Perpetual Preferred Stock

The treatment of perpetual preferred 
stock for bank holding companies differs 
somewhat from the treatment accorded 
to banks. As with banks, noncumulative 
perpetual preferred stock has been 
included in Tier 1 capital of bank 
holding companies, but subject to 
certain limitations discussed below. In 
addition, in light of the comments 
received and further consideration of 
the issues involved, the Board has 
decided that bank holding companies 
also should be allowed to include 
cumulative preferred stock in Tier 1. 
While cumulative preferred dividends 
can only be deferred, the deferral can 
last as long as necessary to enable the 
organization to regain its financial 
health. Moreover, supervisors have the 
authority to prohibit the resumption of 
preferred, as well as common, dividends 
until they are satisfied that resumption 
of such payments is in the best interest 
of the institution.

While the Board believes that 
cumulative perpetual preferred stock 
should be included in Tier 1 for bank 
holding companies, it does not believe

4105

that such instruments, as a matter of 
general policy, should be viewed as a 
perfect substitute for common equity. 
First, it is very difficult, if not 
impossible, to issue new common stock 
if there exist large dividend arrearages 
on preferred stock that must be repaid 
before common shareholders can 
receive dividends. Second, preferred 
dividends, unlike common dividends, 
are often fixed or set in relation to an 
external market index, rather than 
based upon the bank’s earnings. Third, 
the prior claim on earnings associated 
with many forms of preferred stock 
gives these instruments some of the 
characteristics of debt obligations. 
Finally, most forms of preferred stock 
lack voting rights under normal 
circumstances. In light of these and 
other considerations, the guidelines 
specify that, in the aggregate, the tola! 
amount of perpetual preferred stock (the 
sum of both cumulative and 
noncumulative preferred) included in 
Tier 1 capital be limited to 25 percent of 
the sum of all core capital elements.

The practical impact of this limitation 
on the current composition of bank 
holding company capital is likely to be 
minimal since, at present, the amount of 
perpetual preferred stock in major U.S. 
bank holding companies, most of which 
is cumulative, is generally consistent 
with the limitation. Moreover, amounts 
of perpetual preferred stock in excess of 
the Tier 1 limit can be included in Tier 2 
without any sublimits within that tier. 
This treatment recognizes the value of 
perpetual preferred stock in a bank 
holding company’s capital structure and 
provides flexibility to holding 
companies in raising additional capital. 
At the same time, it establishes 
provisions that limit the substitution of 
preferred for common stock and protects 
the integrity of the holding company’s 
common equity capital base.

Paralleling the policy for banks (see 
Section II (A)), the policy for bank 
holding companies disallows auction 
rate perpetual preferred stock (including 
so-called "Dutch auction” preferred 
stock)—whether cumulative or 
noncumulative—from Tier 1. The Board 
has determined that certain unique 
features of auction rate preferred stock 
do not allow it to fulfill adequately the 
supervisory purpose of Tier 1 capital, 
and hence must be excluded from 
treatment as a core capital element.

Auction-rate preferred stock refers to 
those types of preferred stock (including 
money market and remarketable 
preferred) where the dividend is reset 
periodically based to some degree upon 
the banking organization’s current ciedit 
rating. A number of supervisory
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concerns stem from this type of 
instrument. If sufficient buyers are not 
interested in holding the stock at the 
maximum rate at which it can be 
offered, the auction is said to have 
failed. This, in itself, can raise questions 
about the issuer’s financial standing and 
subject the issuer to pressure from 
unhappy or unwilling investors to 
repurchase the outstanding stock. In 
addition, the very fact that the preferred 
stock dividend yield can rise when a 
banking organization's financial 
condition or credit rating is deteriorating 
can exacerbate the institution's financial 
difficulties. In light of these 
considerations, the Board believes that 
the auction rate features of such 
preferred shares render them 
inconsistent with the notion of Tier 1 
instruments as the highest quality form 
of capital. Auction-rate perpetual 
preferred stock continues to qualify as 
an element of Tier 2 capital.
2. Goodwill

The Board’s March 1988 proposal 
stated that all good will carried on the 
balance sheet of a bank holding 
company would be deducted from its 
Tier l capital after December 31,1992, 
and that any goodwill acquired after 
March 12.1988, would be deducted 
immediately. The proposal also stated 
that goodwill in existence before March 
12,1988, would be “grandfathered" 
during the transition period but would 
be deducted from Tier 1 capital after 
December 31,1992.

Banking organizations strongly 
opposed the proposed deduction of good 
will for several reasons. First, they 
argued that good will has realizable 
value. Second, they stated their belief 
that the deduction would place banking 
organizations at a competitive 
disadvantage relative to nonbank 
competitors in bidding for acquisitions. 
Third, they argued that the deduction 
would hamper the process of domestic 
banking consolidation by effectively 
eliminating purchase accounting as a 
viable method of consummating mergers 
and acquisitions. Many respondents 
also indicated that the deduction of 
goodwill is contrary both to generally 
accepted accounting principles and 
existing Board policy. Because of these 
concerns, several commenters argued 
that at least a limited amount of 
goodwill (generally, 25 percent) should 
be allowed in Tier 1 capital. They 
viewed this “cap” on goodwill as 
consistent with the Board’s existing 
policy of closely monitoring goodwill in 
excess of 25 percent of tangible primary 
capital.

In the Board’s view, the uncertainty 
often associated with determining the

future benefits and useful lives of 
certain intangible assets, especially 
goodwill, raises significant supervisory 
concerns. During periods of financial 
adversity some intangibles may not 
provide the degree of support that is 
normally expected from an 
organization's assets. In this regard, 
goodwill—which represents the excess 
of the purchase price over the fair 
market value of tangible, as well as 
identifiable intangible, assets acquired 
in a purchase accounting transaction— 
in particular raises concerns. As 
indicated above, the Board's proposal 
will exclude from capital only goodwill. 
Purchased mortgage servicing rights and 
other identifiable intangibles will not be 
deducted automatically from the capital 
base under the revised Basle Accord as 
they would have been under earlier risk- 
based capital proposals.

Since good will represents the 
capitalization of anticipated future 
earnings over and above what is implied 
by the fair market value of tangible and 
identifiable intangible assets acquired, 
the Board is of the view that its eventual 
exclusion from capital does not seem 
unreasonable. If the expected superior 
future earnings materialize, they will be 
taken into retained earnings and thereby 
reflected in capital. Supervisory 
experience suggests that when 
organizations are under serious 
financial strain and need to draw upon 
their capital base, goodwill is not 
generally a source of financial strength.

Accordingly, the Board has 
determined to adhere to its March 
proposal to grandfather existing 
goodwill for the transition period, but to 
deduct all new goodwill—and, after 
1992, all goodwill—from a holding 
company’s Tier 1 capital. While this 
represents a departure from the initial 
capital guidelines promulgated by the 
Board in 1985, it is generally consistent 
with the Basle framework and the 
approach the Board has been employing 
in acting on major bank holding 
company acquisitions. In this 
connection, the Board will retain its 
existing policy that organizations 
undertaking significant expansion, 
either through internal growth or 
acquisitions, are expected to have 
strong capital positions substantially 
above minimum levels without 
significant reliance on intangibles, 
particularly goodwill.
3. Investments in Designated 
Subsidiaries

The Board's application of a risk- 
based capital measure to bank holding 
companies is intended to accommodate 
functional regulation and the expansion 
of holding company powers. To

accomplish this objective, as indicated 
in the March 1988 proposal, the 
guidelines allow the Board to deduct 
investments in certain subsidiaries from 
the parent organization’s capital and to 
exclude the assets of these subsidiaries 
from the parent’s consolidated assets, 
provided that strong firewalls, adequate 
nonbank capital, and any other 
protections the Board deems necessary 
are first put in place to safeguard 
affiliated banks. This exclusion is 
designed to ensure that the parent bank 
holding company maintains a level of 
capital, exclusive of the resources 
invested in such subsidiaries, that is 
sufficient to support its bank and other 
nonbank subsidiaries.

Accordingly, the risk-based capital 
guidelines for bank holding companies 
specifically allow for the exclusion of 
the parent's investments in, and the 
assets of, designated subsidiaries from 
the calculation of the holding company’s 
capital ratio. For this purpose, aggregate 
capital investments (that is, the sum of 
any equity or debt capital investments 
and other instruments that are deemed 
to be capital) in these subsidiaries will 
be deducted from the parent banking 
organization’s total capital components. 
Advances (that is, loans, extensions of 
credit, guarantees, commitments, or any 
other forms of credit exposure) to such 
subsidiaries that are not deemed to be 
capital will generally not be deducted 
from capital. Rather, such investments 
will normally be included in the parent 
banking organization’s consolidated 
assets and assigned to the 100 percent 
risk category, unless such obligations 
are backed by recognized collateral or 
guarantees, in which case they will be 
assigned to the risk category appropriate 
to such collateral or guarantees. These 
other extensions of credit may, however, 
be deducted from the parent’s capital if, 
in the judgment of the Federal Reserve, 
the risks stemming from such advances 
are comparable to the risks associated 
with capital investments, or if the 
advances involve other risk factors that 
warrant such an adjustment to capital 
for supervisory purposes. These other 
factors could include, for example, the 
absence of collateral support for these 
advances. In assessing the overall 
capital adequacy of a banking 
organization, the Board will, as noted 
above, also consider the fully 
consolidated capital position of the 
organization.

In general, when investments in 
subsidiary are deducted from a parent 
banking organization’s capital, the 
subsidiary’s assets will also be excluded 
from the assets of the parent banking 
organization in order to assess the

13

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Federal Register / Vol.

latter’s capital adequacy. If the 
subsidiary’s assets are consolidated 
with the parent banking organization for 
financial reporting purposes, this 
adjustment will involve excluding the 
subsidiary’s assets on a line-by-line 
basis from the consolidated parent 
organization’s assets. The parent 
banking organization’s capital ratio will 
then be calculated on a consolidated 
basis with the exception that the assets 
of the excluded subsidiary will not be 
consolidated with the remainder of the 
parent banking organization.

The Board has considered the most 
equitable way in which to implement 
these deductions within the context of 
the revised Basle Accord. That Accord 
states that the “deduction for such 
investments will be made against the 
total capital base.” The Board 
recognizes that several formulae could 
be devised which would be consistent 
with this provision. The Board has 
determined, at least as an initial matter 
and as a general approach, that the most 
equitable method for implementing such 
deductions is to deduct one-half (50 
percent) of the aggregate amount of 
deductible investments from the parent 
banking organization’s Tier 1 capital 
and one-half (50 percent) from the 
parent’s Tier 2 capital. However, the 
Federal Reserve may, on a case-by-case 
basis, deduct a proportionately greater 
amount from Tier 1 if the risks 
associated with the subsidiary so 
warrant. If the amount deductible from 
Tier 2 capital exceeds actual Tier 2 
capital, the excess would be deducted 
from Tier 1 capital. Bank holding 
companies’ risk-based capital ratios, net 
of these deductions, must exceed the 
minimum standards set forth above.

This method for deducting capital 
investments is generally consistent with 
the Basle Accord’s instruction to deduct 
such investments from total capital, as 
well as with the structure of the overall 
capital framework, which permits equal 
amounts of Tier 1 and Tier 2 capital. 
Nonetheless, the Board will examine the 
utilization of this general approach over 
time as it is implemented by bank 
holding campanies, and is prepared to 
reassess this method should 
circumstances so warrant.
C. Exemption for Small Bank Holding 
Campanies

The Board’s March 1988 proposal 
indicated that bank holding companies 
with less than $150 million in 
consolidated assets would generally be 
exempt from the calculation and 
analysis of risk-based ratios on a 
consolidated holding company basis 
under the same terms and conditions as 
provided in the Board’s existing primary
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and total capital, leverage-based 
guidelines. That is, to qualify for the 
exemption, such companies may not be 
engaged in nonbank activities involving 
significant leverage or have significant 
amounts of debt outstanding to members 
of the general public. In such instances, 
the leverage capital requirements would 
apply only to the subsidiary banks, 
which are required to maintain a total 
capital-to-total assets ratio of 7 percent.

Two trade organizations representing 
smaller institutions argued that the asset 
size threshold for purposes of this 
exemption should be raised to $500 
million, in order to reflect the effect of 
inflation on bank asset growth since the 
Board initially adopted the small bank 
holding company exemption.

The Board adopted its liberalized 
policy for assessing financial factors in 
small one-bank holding companies in 
March 1980 in order to facilitate the 
transfer of ownership in small banks. In 
pertinent part, this policy allows an 
applicant involved in the formation of a 
small bank holding company (total 
assets of $150 million or less) to borrow 
up to 75 percent of the purchase price of 
the bank being acquired provided the 
applicant satisfies certain other 
requirements. When the Board adopted 
its leverage-based capital guidlines in 
December 1981, it decided to continue 
this policy and specifically exempted 
bank holding companies with 
consolidated assets of $150 million or 
less from meeting the minimum capital 
guidelines on a consolidated basis. If 
such companies were to be 
consolidated, a significant number could 
have very low capital ratios due to the 
amount of leverage at the parent level.

The Board believes that raising the 
$150 million threshold would run 
counter to a basic objective of both the 
leverage and the risk-based capital 
guidelines, which is to encourage 
consolidated banking organizations to 
strengthen their capital positions. That 
is, if this threshold were raised, a larger 
number of companies would be able to 
utilize the small bank holding company 
liberalized debt guidelines to borrow 
against the equity of their subsidiary 
banks. This could put significant 
pressure on bank subsidiaries to 
increase their dividends to service 
parent company borrowings, and, in the 
absense of consolidated capital ratios, 
could materially reduce the holding 
companies’ consolidated capital bases. 
Accordingly, consistent with the existing 
leverage-based capital guidelines, the 
risk-based guidelines retain the $150 
million cutoff.

/ Rule and Regulations 4197

VI. Regulatory Flexibility Act Analysis
The Federal Reserve Board certifies 

that adoption of these guidelines would 
not have a significant economic impact 
on a substantial number of small 
business entities, in this case small 
banking organizations, in accord with 
the spirit and purposes of the Regulatory 
Flexibility Act (5 U.S.C. 601 et seq .) 
While all commercial banking 
organizations would presumably be 
required to make some revisions to their 
reporting procedures to permit 
supervisory monitoring of risk-based 
capital ratios, the Board, in conjunction 
with the other Federal banking agencies, 
intends to adopt, after an opportunity 
for public comment, reporting 
procedures designed to lessen the 
burden on small institutions. In addition, 
these guidelines would generally not 
apply to bank holding companies with 
consolidated assets less than $150 
million.

The guidelines are designed primarily 
to take account of those practices, such 
as the increased use of off-balance sheet 
risk and the decline in the holdings of 
low-risk, liquid assets, which have been 
engaged in primarily by certain larger 
banking organizations. Moreover, rather 
than requiring all banking organizations 
to raise additional capital, the guidelines 
are directed at institutions whose 
capital positions are less than fully 
adequate in relation to their risk 
profiles.
List of Subjects
12 CFR Part 208

Banks, Banking, Capital adequacy. 
Federal Reserve System, Reporting and 
recordkeeping requirements. State 
member banks.
12 CFR Part 225

Banks, Banking, Capital adequacy, 
Federal Reserve System, Holding 
companies, Reporting and recordkeeping 
requirements, State member banks.

For the reasons set out in this notice, 
and pursuant to the Board’s authority 
under section 5(b) of the Bank Holding 
Company Act of 1956 (12 U.S.C. 1844(b)), 
and section 910 of the International 
Lending Supervision Act of 1983 (12 
U.S.C. 3909), the Board amends 12 CFR 
Parts 208 and 225 as follows:

PART 208— MEMBERSHIP OF STATE 
BANKING INSTITUTIONS IN THE 
FEDERAL RESERVE SYSTEM

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

Authority: 12 U.S.C. 248. 321-338. 486.1814, 
3907, 3909. and 15 U.S.C. 781(i).
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2. The Board revises § 208.13 of Part 
208 to read as follows:
§ 208.13 Capital adequacy.

The standards and guidelines by 
which the capital adequacy of state 
member banks will be evaluated by the 
Board are set forth in Appendix A to 
Part 208 for risk-based capital purposes, 
and in Appendix B to the Board’s 
Regulation Y, 12 CFR Part 225, with 
respect to the ratios relating capital to 
total assets.

3. The Board adds an Appendix A to 
Part 208 to read as set forth below.
APPENDIX A TO PART 208: Capital 
Adequacy Guidelines for State Member 
Banks: Risk-Based Measure
I. Overview

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

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

The risk-based capital guidelines also 
establish a schedule for achieving a minimum 
supervisory standard for the ratio of 
qualifying capital to weighted risk assets and

1 Supervisory ratios that relate capital to total 
assets for state member banks are outlines in 
Appendix B to Part 225 of the Federal Reserve's 
Regulation Y. 12 CFR Part 225.

2 The risk-based capital measure is based upon a 
framework developed jointly by supervisory 
authorities from Vie countries represented on the 
Basle Committee on Banking Regulations and 
Supervisory Practices (Basle Supervisors’ 
Committee) and endorsed by the Group of Ten 
Central Bank Governors. The framework is 
described in a paper prepared by the BSC entitled 
"International Convergence of Capital 
Measurement*" July 19S8.

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

provide for transitional arrangements during 
a phase-in period to facilitate adoption and 
implementation of the measure at the end of 
1992. These interim standards and 
transitional arrangements are set forth in 
section IV.

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

The risk-based capital ratio focuses 
principally on broad categories of credit risk, 
although the framework for assigning assets 
and off-balance sheet items to risk categories 
does incorporate elements of transfer risk, as 
well as limited instances of interest rate and 
market risk. The risk-based ratio does not, 
however, incorporate other factors that can 
affect a bank's financial condition. These 
factors include overall interest rate exposure: 
liquidity, funding and market risks; the 
quality and level of earnings; investment or 
loan portfolio concentrations; the quality of 
loans and investments; the effectiveness of 
loan and investment policies; and 
management's ability to monitor and control 
financial and operating risks.

In addition to evaluating capital ratios, an 
overall assessment of capital adequacy must 
take account of these other factors, including, 
in particular, the level and severity af 
problem and classified assets. For this 
reason, the final supervisory jud^nent on a 
bank's capital adequacy may differ 
significantly from conclusions that might be 
drawn solely from the level of its risk-based 
capital ratio.

The risk-based capital guidelines establish 
minimum ratios of capital to weighted risk 
assets. In light of the considerations just 
discussed, banks generally are expected to 
operate well above the minimum risk-based 
ratios. In particular, banks contemplating 
significant expansion proposals are expected 
to maintain strong capital levels substantially 
above the minimum ratios and should not 
allow significant diminution of financial 
strength below these strong levels to fund 
their expansion plans. Institutions with higji 
or inordinate levels of risk are also expected 
to operate well above minimum capita) 
standards. In all cases, institutions should 
hold capital commensurate with the level and 
nature of the risks to which they are exposed. 
Banks that do not meet the minimum risk- 
based standard, or that are otherwise 
considered to be inadequately capitalized, 
are expected to develop and implement plans 
acceptable to the Federal Reserve for 
achieving adequate levels of capita! within a 
reasonable period of time.

The Board will monitor the implementation 
and effect of these guidelines in relation to 
domestic and international developments in 
the banking industry. When necessary and 
appropriate, the Board will consider the need 
to modify the guidelines in light of any

significant changes in the economy, financial 
markets, banking practices, or other relevant 
factors.
II. Definition of Qualifying Capital for the 
Risk-Based Capital Ratio

A bank’s qualifying total capital consists of 
two types of capital components: "core 
capital elements" (comprising Tier 1 capital) 
and "supplementary capital elements" 
(comprising Tier 2 capital). These capital 
elements and the various limits, restrictions, 
and deductions to which they are subject, are 
discussed below and are set forth in 
Attachment II.

To qualify as an element of Tier 1 or Tier 2 
capital, a capital instrument may not contain 
or be covered by any covenants, terms, or 
restrictions that are inconsistent with safe 
and sound banking practices.

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

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

(i) Common stockholders' equity.
(ii) Qualifying noncumulative perpetual 

preferred stock (including related surplus).
(iii) Minority interest in the equity accounts 

of consolidated subsidiaries.
Tier 1 capital is generally defined as the 

sum of the core capita) elements less 
goodwill. • (See section B (B) below for a 
more detailed discussion of the treatment of 
goodwill, including a s  explanation of certain 
limited grandfathering arrangements.)

a. Common stockholders’ equity. Common 
stockholders’ equity includes: common stock; 
related surplus; and retained earnings, 
including capital reserves and adjustments 
for the cumulative effect of foreign currency 
translation, net of any treasury stock.

b. Perpetual preferred stock. Perpetual 
preferred stock is defined as preferred stock 
that does not have a maturity date, that 
cannot be redeemed at the option of the 
holder of the instrument and that has no 
other provisions that wdl require future 
redemption of the issue. In general, preferred 
stock will qualify for inclusion in capital only 
if it can absorb losses while the issuer 
operates as a going concern (a fundamental

4 Consultation w ould not ordinarily be necessary
if an instrument w ere redeem ed with the proceeds 
of. or replaced by* a like amount of a similar or 
higher quality capital Instrument and the 
organization's capital position is considered fully 
adequate by the Federal Reserve.

6 During the transttooa period and subject to 
certain Limitations set forth, in section IV below. Tier 
1 capital may also include items defined as 
supplementary capital elements.

15

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Federal Register / VoL 54, No. 17 / Friday, January 27, 1989 / Rule and Regulations 4199

characteristic of equity capital) and only if 
the issuer has the ability and legal right to 
defer or eliminate preferred dividends.

The only form of perpetual preferred stock 
that state member banks may consider as an 
element of Tier 1 capital is noncumulative 
perpetual preferred. While the guidelines 
allow for the inclusion of noncumulative 
perpetual preferred stock in Tier t, it is 
desirable from a supervisory standpoint that 
voting common stockholders' equity remain 
the dominant form of Tier 1 capital. Thus, 
state member banks should avoid 
overreHance on preferred stock or non-voting 
equity elements within Tier 1.* * * * * * * *

Perpetual preferred stock in which the 
dividend is reset periodically based, in whole 
or in part, upon the bank's current credit 
standing (that is. auction rate perpetual 
preferred stock, including so-called Dutch 
auction, money market, and remarketable 
preferred) will not qualify for inclusion in 
Tier 1 capital1 Such instruments, however, 
qualify for inclusion in Tier 2 capital

c. Minority interest in equity accounts o f 
consolidated subsidiaries. This element is 
included in Tier 1 because, as a general rule, 
it represents equity that is freely available to 
absorb losses in operating subsidiaries.
While not subject to an explicit sublimit 
within Tier 1, banks are expected to avoid 
using minority interest in the equity accounts 
of consolidated subsidiaries as an avenue for 
introducing into their capital structures 
elements that might not otherwise qualify as 
Tier 1 capital or that would. in effect, result m 
an excessive refiance on preferred stock 
within Tier 1.

2. Supplementary capital elements (Tier 2  
capitalJ. 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) Allow ance for loan and lease losses 
(subject to lim itations discussed below).

(ii) Perpetual preferred stock and related 
su r p lu s  (subject to  co n ch  boos discussed 
below).

(in) Hybrid capital instruments (as defined 
below) and mandatory convertible debt
securities.

(iv) Term subordinated debt and 
intermediate-term preferred stock, including 
related surplus (subject to 1 mutations 
discussed below).

The maximum amount of Tier 2 capital (bat 
may be included in a bank's qualifying total 
capital is limited to 100 percent of T ier 1 
capital (net of goodwill)!

The elements of supplementary capital are 
discussed in greater detail below.8

• The Federal Reserve's capital guidelines for 
bank holding com panies limit the amount of 
perpetual preferred stock  that may be included in  
Tier T to 25 percent o f  Tier 1. (See 1ZCFR Part 225, 
Appendix A.)

T A djustable rate n sacum sfative perpetual 
preferred stock  (that in. perpetual preferred stock ia  
which the d ividend rate is not affected by the 
issuer's credit standing os financial condition but is 
adjusted periodically according to a formula baaed  
solely  on general market interest rates) may be 
included i s  Tier 1.

* The Basle capital framework a lso  provides Cor 
the inclusion o f  ''undisclosed reserves'' in  Tier 2. A s 
defined in the fram ewerk, undisclosed  reserves

a. Allowance for loan and lease losses. 
Allowances for loan and lease losses are- 
reserves that have been established through a 
charge against earnings to absorb future 
losses on loans or lease financing 
receivables. Allowances for loan and lease 
losses exclude “allocated transfer risk 
reserves," 9 and reserves created against 
identified losses.

During the transition period the risk-based 
capital guidelines provide for reducing the 
amount of this allowance that may be 
included in an institution s total capital 
Initially, it is unlimited However, by year- 
end 1990. the amount of the allowance for 
loan and lease losses that will qualify as 
capital will be limited to 1.5 percent of an 
institution’s weighted risk assets. By the end 
of the transition period the amount of the 
allowance qualifying for inclusion in Tier 2 
capital may not exceed 1.25 percent of 
weighted risk assets.10 11

b. Perpetual preferred stock. Perpetual 
preferred stock, as noted above is defined as 
preferred stock that has no maturity date, 
that cannot be redeemed at the option of the 
holder, and that has no other provisions that 
will require future redemption of the issue. 
Such instruments are eligible for inclusion in 
Tier 2 capital without limit.1 r

c. Hybrid capital instruments and 
mandatory convertible debt securities.
Hybrid capital instruments include 
instruments that are essentially permanent in 
nature and that have certain characteristics 
of both equity and debt. Such instruments 
may be included m Tier 2 without limit. The 
general criteria hybrid capital instruments 
must meet in order to qualify for inclusion in 
Tier 1 capital are listed below:

ir̂ autut a c c n a fe e d  aftertax u litard  can  togs
that are eat disclosed  o s  the balan ce sheet of ■
bank. Apart b o a  the fact that th ese reserve*  are net 
disclosed publicly, they are essentia lly  of the s a n e  
quality aad character a s  retained earnings, and. to
be included in capital, such reserves must be
accepted by the bank’s  home supervisor. Although  
sueh undisc losed  res erves are common  m som e 
conn Crie s , sn d w  generally accepted accounting  
principles (GAAPj an d  lon gstand ing  sape n naory
practice, th ese typ es a t reserves w e  n et r r e s p a r t
for slate member books.

8 Ahocsted trawler risk reserves are reserves  
Ikot h ave been estihfinhed in accordance with 
Section W5ja) of the International Leading 
Supervision A ct o f  1383.12 U.S.C. 39044a). against 
certain assets whose value LT.S supervisory  
authorities have found fa be significantly impaired  
b y  protracted transfer risk problems.

*• The amount of th e allowance for loan and  
lease leases that may be iwchnted hr Tier 2 capital is 
based on a percentage at gross weighted risk assets. 
A bank may dscfect reserves far loan and lease 
lo sses in excess of Ike anxanrt penastted to  be 
included ie T ie  2  capital, aa well ae allocated
transfer risk reserves, from the sum of gross 
w eighted risk asseta and u se th e  resulting n et sum  
of w eighted risk a sse ts  in computing the 
denominator of the risk-based capital ratio.

11 Long-term preferred stock with an original 
maturity of 2(>yea» at more (including related 
surplus) will also qualify in tk*s category as an 
elem ent of Tier2. U the beldas af sack an inatswnent 
has a right to reqaice the issuer toredeeaxrepay.cn 
rep arch aec the inatrument prior to the origiant 
stated maturity, maturity would ha defined, tor nek- 
baaed cuprite perposes, aa the escheat possible date 
on which the holder caa pot the isstroswat buck to  
the issuing bank.

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

(2) The instrument must not be redeemable 
at the option of the holder prior to maturity, 
except with the prior approval of the Federal 
Reserve. (Consistent with the Board*s criteria 
for perpetual debt and mandatory convertible 
securities, this requirement implies that 
holders of such instruments may not 
accelerate the payment of principal except in 
the event of bankruptcy, insolvency, or 
reorganization.)

(3{The instrument must be available to 
participate in fosses while the issuer is 
operating as a going concern. (Term 
subordinated debt would not meet this 
requirement.) To satisfy this requirement, the 
instrument must convert to common or 
perpetual preferred stock in the event that the 
accumulated losses exceed the sum of the 
retained earnings and capital surplus 
accounts of the issuer.

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

Mandatory convertible debt securities in 
the form of equity contract notes that meet 
the criteria set forth in 12 CFR Part 225, 
Appendix B. also qualify as unlimited 
elements of T ier 2 capita). In accordance with 
that appendix, equity commitment notes 
issued prior to May 15v 1985 also qualify for 
inclusion in Tier 2.

d. Subordinated debt and intermediate- 
term preferred stock. The aggregate amount 
of terra, 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). Amounts in excess of these lim its 
may be netted and. while not included b> the 
ratio calculation, w ill be taken into account 
in the overall assessment of a bank's funding 
and financial condition.

Subordinated debt and intermediate-term 
preferred slock most have an original 
weighted average maturity at at least five 
years to qnafify as supplementary capital. (If 
the holder has the option to require the issuer 
to redeem, repay, or repurchase the 
instrument prior to the original stated 
maturity, maturity would be defined, for risk- 
based capital purposes, as the earliest 
possible date an which the bidder can put the 
instrument heck to the issuing bank.)

In the case o f subordinated debt the 
instrument must be unsecured and must 
clearfy state aa its face that it is not a deposit 
a ad is oat insured by a Federal agency. To  
qualify aa capita) to banks, debt must be 
subordinated to genera) creditors and claims 
of depos itors. Consistent with current 
regulatory requirements, if  a state member 
bank wishes to redeem subordinated debt 
before the stated maturity, it must receive 
prior approval o f the Federal Reserve.

e. Discount of supplementary capital 
instruments. As a limited-life capital
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instrument approaches maturity it begins to 
take on characteristics of a short-term 
obligation. For this reason, the outstanding 
amount of term subordinated debt and any 
long- or intermediate-life, or term, preferred 
stock eligible for inclusion in Tier 2 is 
reduced, or discounted, as these instruments 
approach maturity: one-fifth of the original 
amount, less any redemptions, is excluded 
each year during the instrument's last five 
years before maturity.la

f. Revaluation reserves. Such reserves 
reflect the formal balance sheet restatement 
or revaluation for capital purposes of asset 
carrying values to reflect current market 
values. In the United States, banks for the 
most part, follow GAAP when preparing their 
financial statements, and GAAP generally 
does not permit the use of market-value 
accounting. For this and other reasons, the 
Federal banking agencies generally have not 
included unrealized asset values in capital 
ratio calculations, although they have long 
taken such values into account as a separate 
factor in assessing the overall financial 
strength of a bank.

Consistent with long-standing supervisory 
practice, the excess of market values over 
book values for assets held by state member 
banks will generally not be recognized in 
supplementary capital or in the calculation of 
the risk-based capital ratio. However, all 
banks are encouraged to disclose their 
equivalent or premises (building) and equity 
revaluation reserves. Such values will be 
taken into account as additional 
considerations in assessing overall capital 
strength and financial condition.
B. Deductions from Capital and Other 
Adjustments

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

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

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

(iii) Reciprocal holdings of capital 
instruments of banking organizations— 
deducted from total capital components.

1. Goodwill and other intangible assets.— 
a. Goodwill. Goodwill in an intangible asset

12 For example, outstanding amounts of these 
instruments that count as supplementary capital 
include: 100 percent of the outstanding amounts 
with remaining maturities of more than five years; 
BO percent of outstanding amounts with remaining 
maturities of four to five years; 60 percent of 
outstanding amounts with remaining maturities of 
three to four years; 40 percent of outstanding 
amounts with remaining maturities of two to three 
years: 20 percent of outstanding amounts with 
remaining maturities of one to two years; and 0 
percent of outstanding amounts with remaining 
maturities of less than one year. Such instruments 
with a remaining maturity of less than one year are 
excluded from Tier 2 capital.

13 Any assets deducted from capital in computing 
the numerator of the ratio are not included in 
weighted risk assets in computing the denominator 
of the ratio.

that represents the excess of the purchase 
price over the fair market value of 
identifiable assets acquired less liabilities 
assumed in acquisitions accounted for under 
the purchase method of accounting. State 
member banks generally have not been 
allowed to include goodwill in regulatory 
capital under current supervisory policies. 
Consistent with this policy, all goodwill in 
state member banks will be deducted from 
Tier 1 capital.14

b. Other intangible assets. The Federal 
Reserve is not proposing, as a matter of 
general policy, to deduct automatically any 
other intangible assets from the capital of 
state member banks. The Federal Reserve, 
however, will continue to monitor closely the 
level and quality of other intangible assets— 
including purchased mortgage servicing 
rights, leaseholds, and core deposit value— 
and take them into account in assessing the 
capital adequacy and overall asset quality of 
banks.

Generally, banks should review all 
intangible assets at least quarterly and, if 
necessary, make appropriate reductions in 
their carrying values. In addition, in order to 
conform with prudent banking practice, an 
institution should reassess such values during 
its annual audit Banks should use 
appropriate amortization methods and assign 
prudent amortization periods for intangible 
assets. Examiners will review the carrying 
value of these assets, together with 
supporting documentation, as well as the 
appropriateness of including particular 
intangible assets in a bank's capital 
calculation. In making such evaluations, 
examiners will consider a number of factors, 
including:

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

(2) The existence of an active and liquid 
market for the asset; and

(3} The feasibility of selling the asset apart 
from the bank or from the bulk of its assets.

While all intangible assets will be 
monitored, intangible assets (other than 
goodwill) in e x c e s s  of 25 percent of Tier 1 
capital (which is defined net of goodwill) will 
be subject to particularly close scrutiny, both 
through the examination process and by 
other appropriate means. Whenever 
necessary—in particular, when assessing 
applications to expand or to engage in other 
activities that could entail unusual or higher- 
than-normal risks—the Board will, on a case- 
by-case basis, continue to consider the level 
of an individual bank's tangible capital ratios 
(after deducting all intangible assets), 
together with the quality and value of the 
bank's tangible and intangible assets, in 
making an overall assessment of capital 
adequacy.

14 An exception is made for those state member 
banks that have acquired goodwill in connection 
with supervisory mergers with troubled or failed 
depository institutions and that were given explicit 
authority to include such goodwill in capital under 
the then-existing capital policy. Consistent with this 
approach, state member banks will be allowed to 
include such goodwill in Tier 1 capital for risk- 
based capital purposes.

Consistent with long-standing Board poliov. 
banks experiencing substantial growth, 
whether internally or by acquisition, are 
expected to maintain strong capital positions 
substantially above minimum supervisory 
levels, without significant reliance on 
intangible assets.

2. Investments in certain subsidiaries. The 
aggregate amount of investments in banking 
or finance subsidiaries 15 whose financial 
statements are not consolidated for 
accounting or bank regulatory reporting 
purposes will be deducted from a bank’s total 
capital components.16 * * Generally, investments 
for this purpose are defined as equity and 
debt capital investments and any other 
instruments that are deemed to be capital in 
the particular subsidiary.

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

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

The Federal Reserve may, on a case-by- 
case basis, also deduct from a bank's capital, 
investments in certain other subsidiaries in 
order to determine if the consolidated bank 
meets minimum supervisory capital

13 For this purpose, a banking and finance 
subsidiary generally is defined as any company 
engaged in banking or finance in which the parent
institution holds directly or indirectly more than 50 
percent of the outstanding voting stock, or which is 
otherwise controlled or capable of being controlled
by the parent institution.

16 An exception to this deduction would be made
in the case of shares acquired in the regular course 
of securing or collecting a debt previously 
contracted in good faith. The requirements for 
consolidation are spelled out in the instructions to
the commercial bank Consolidated Reports of 
Condition and Income (Call Report).
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requirements without reliance on the 
resources invested in such subsidiaries.

The Federal Reserve wiH not automatically 
deduct investments in other consolidated 
subsidiaries or investments in joint ventures 
and associated companies.17 Nonetheless, 
the resources invested in these entities, like 
investments in unconsolidated banking, and 
finance subsidiaries, support assets not 
consolidated with the rest of the bank's 
activities and, therefore, may not be generally 
available to support additional leverage or 
absorb losses elsewhere in the bank. 
Moreover, experience has shown that banks 
stand behind the losses of affiliated 
institutions, such as joint ventures and 
associated companies, in. order to protect the 
reputation of the organisation as a whole. In 
some cases, this has led to losses that have 
exceeded the investments in such 
organizations.

For this reason, the Federal Reserve will 
monitor the level and nature of sncfc 
investments for individual banks and, on a 
case-by-case basis may. for risk-based 
capital purposes, deduct such investments 
from total capital components, apply an 
appropriate risk-weighted capital charge 
against the bank’s proportionate share of the 
assets of its associated companies, require a 
line-by-line consolidation of the entity (in the 
event that the bank’s cootror over the entity 
makes it the functional equivalent of a 
subsidiary k tm otherwise repairs the bonk to 
operate with a risk-based capital ratio above 
the minimum.

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

(1) The bank has significant influence over 
the financial or managerial policies or 
operations of the subsidiary, joint venture, or 
associated company:

(Zf The bank rs the largest investor in the 
affiliated company; or

(3) Other circumstances prevail that appear 
to closely tie the activities of the affiliated 
company to the beak.

3. Reciprocal holdings o f bonking 
o rg a n iza tio n s " c a p ita l in s tru m e n ts .
Reciprocal1 holdings of banking organizations' 
capital instruments (that is. instruments that 
qualify as Tier 1 or Tier 2 capital! 18 will be 
deducted from a bank's total capital 
components for the purpose of determining 
the numerator of the rfsk-basedcaprtaF ratie.

Reciprocal holdings are cross-holding? 
resulting from formal or informal 
arrangements in which two or more basking, 
organizations swap, exchange, or otherwise 
agree to bold each other’s capctal 
instruments. Generally, deductions will be 
Kmffed to intentional cross-holdings. At 
present, the Board does not intend to require

,7 TtwdehfHt,Km'of»BdS en tires  is contained  irr 
the instructions ro A ecem m ercw l bank C all Report. 
Under regufefory reporfrrrgprocedures, associated1 
com panies and point ventures generally are dtefmed 
a s  com panies rn which the bank ow ns 20- to  50 
percent1 o f dte voting stock.

19 See XT CFR Parr 225, Appendix A for 
instruments that qualify as Tier t and T ier 2 capital 
for bank holding com panies.

banks to deduct non-reciprocal holdings of 
such capital instruments.19 20
III. Procedures for Computing Weighted Risk 
Assets and O**-Balance Sheet Items
A. Procedures.

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

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

hr general, if a particular item qualifies for 
placement in more than one risk category-, it 
is assigned bo the category that has the 
lowest risk weight. A holding, of a  U.S. 
municipal revenue bond that is fully 
guaranteed by a U.S. bank, for example, 
would be assigned the 20 percent Fisk weight 
appropriate to d a m s  guaranteed by U S, 
banks, rather thaw the 50 percent risk weight 
appropriate to U.S. mwmeipsl revenue 
bonds.**

19 D eductions of holdings o£ capital, securities 
also w ould  not be made in  the case o f interstate 
"stake out"' i^vestm ents that comply with the 
Board's Polfey Sta temen t on  Won voting Equity 
Investm ents . 12 CFR 225.143. to  addition, hwkfa&j of 
capital too Runs* uta io su sd h y  c foetb an k in g  
orgarazatooB® bad taken to  satostoctton to  d ebts  
previously c— toasted  w sa id  be- exempt, (rook any  
deduction from, capital.

20 T h e Baaed intends to monitor uoo-resipsocai
holding* o f other b ask ing  organizations' cap ita l 
instruments and to provide Information oa such 
holdings to th e Bbste Supervisors’ Committee as 
calied  for under the Burie- capital framework.

21 An investm ent in shares of a fund w hose  
portfolio consists, solely to  various securities or 
money market instruments that, if held  separately.
w ould be assigned to different risk categories, is 
generally assigned to the risk category appropriate 
to the highest risk-weighted security or instrument 
that the fund is permitted to hold in accordance 
with its stated1 investm ent objectives'. H ow ever, in 
no case w iB  inrfrrecT holdings through shares in snob
fund's be assigned to (be zero percent risk category. 
For exam ple, i f  a fund is permitted to hold  U.S. 
Treasuries and com m ercial paper, shares m that
fund: woufd generally be assigned  the T04 percent 
risk weight appropriate to commercial paper, 
regardless o f  die actual com position o f  the fund's 
investm ents af any particular time. Shares in a hind  
that may in veston fy  in U.S. Treasury securities 
w ould generally be assigned  to the 20 percent risk, 
category. If. m order to maintain a necessary degree 
of sharf-term liquidity, a fund is permitted to hol'd 
an insignificant am ount o f  its  asse ts in short-term,
highly liquid securities o f  superior credit quality

The terms “claims" and "securities” used 
in the context of the discussion of risk 
weights, unless otherwise specified, refer to 
loans or debt obligations of the entity on 
whom the claim is held. Assets in the form of 
stock or equity holdings in. commercial or 
financial firms are assigned to the IQQ percent 
risk category, unless some other treatment is 
explicitly permitted.
ft. Collateral, Guarantees, and Other 
Considerations

t. Collateral. The only forms of collateral 
that are formally recognized by the risk- 
based capital framework are: Cash on 
deposit in the bank: securities issued or 
guaranteed by the centraT governments of the 
OECD-based group of countries19 20 21 22 * * *, U S. 
Government agencies, or U.S. Government- 
sponsored agencies: and securities issued by 
multilateral lending institutions or regional 
development banks. Claims fully secured by 
such collateral are assigned to the 20 percent 
risk weight category.

The extent to which qualifying securities 
are recognized as collateral is determined by 
their current market value. If a claim is only 
partially secured, that is, the market value of 
the pledged securities is less than (he face 
amount of a balance sheet asset oc an off- 
balance sheet item, the portion that is 
covered by the market value of the qualifying 
collateral is assigned to the 20 percent risk 
category, and the portion of the claim that is 
not covered by oe[lateral in the form of cash 
or a qualifying securi ty is assigned to the risk 
category appropriate to the obligor or, if 
relevant, the guarantor. Foe example, to the 
extent that a  chb» on a  private sector obligor 
is collateralized by the canenl market value 
of U.S. Government securities, it would be 
placed in the 20 percent risk category, and 
the balance wouid be aetogped to tbe WO 
percent risk category.

that dtr not qualify fo r a  preferential1 risk weight, 
such securities wilt generally rrof be taken- in fo  
account in ifcte'i inuwn g  th e  nsfc category into w hich  
the bank's holding in the overall fund should be 
assigned. R egardless o f the com position o f  the 
fund's sec u nties, if the- fond1 engages fn any  
activ ities that appear specul at iv e  irr nature (.for 
exam ple, n se  of futures, forwards, or  option  
contracts for purposes other rban ftr reduce interest 
rate risk)1 or has an y  o ther characteristics that are  
inconsistent with the prefcrenhaf risk w eighting  
assigned tir the furrtf s  investm ents. hoFdrng? m the 
fund wiff be assigned  to the TOO percent risk 
category. Daring the exam ination process, the 
trea tm ent af shares tir such funds that are assigned  
tar a tower risk w eight w ill b e  subject to exam iner 
review  to  ensure that they h ave b een  assigned  an 
appropriate risk weight.

22 The OECD-based group erf countries com prises 
all full members o f  the Organization for Economic 
Cooperation and Developm ent fOKCU). as welT as 
countries (hat have cenclW etf specia l lending, 
arrangements with tbe International Monetary Fund 
(IMF! associated  w ith  the Fund"s Generaf 
Arrangements to Borrow. Tbe OECD1 includes the 
follow ing countries; Australia. Austria. Belgium. 
C anada. Denmark, the Federal Republic o f  
Germany, Finland. France, Greece, Iceland, Ireland'. 
Italy, fapan, Luxembourg, Netherlands, N ew  
Zealand, bforway, Portugal. Spain. Sw eden, 
Switzerland. Turkey.(be U nited Kingdom, and ({re
u n ited  States. Saudi Arabia has concluded’specia l 
lending arrangements with the IMF associated  with 
the Fund's G eneral Arrangements to Borrow.
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2. Guarantees. Guarantees of the OECD 
and non-OECD central governments. U.S. 
Government agencies. U S. Government- 
sponsored agencies, state and local 
governments of the OECD-based group of 
countries, multilateral lending institutions 
and regional development banks. U.S. 
depository institutions, and foreign banks are 
also recognized. If a claim is partially 
guaranteed, that is, coverage of the guarantee 
is less than the face amount of a balance 
sheet asset or an off-balance sheet item, the 
portion that is not fully covered by the 
guarantee is assigned to the risk category 
appropriate to the obligor or. if relevant, to 
any collateral. The face amount of a claim 
covered by two types of guarantees that have 
different risk weights, such as a U.S. 
Government guarantee and a state guarantee, 
is to be apportioned between the two risk 
categories appropriate to the guarantors.

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

3. Mortgage-backed securities. Mortgage- 
backed securities, including pass-throughs 
and collateralized mortgage obligations (but 
not stripped mortgage-backed securities), that 
are issued or guaranteed by a U.S. 
Government agency or U.S. Government- 
sponsored agency are assigned to the risk 
weight category appropriate to the issuer or 
guarantor. Generally, a privately-issued 
mortgage-backed security meeting certain 
criteria set forth in the accompanying 
footnote,23 is treated as essentially an 
indirect holding of the underlying assets, and 
assigned to the same risk category as the 
underlying assets, but in no case to the zero 
percent risk category. Privately-issued 
mortgage-backed securities whose structures 
do not qualify them to be regarded as indirect 
holdings of the underlying assets are

23 A  privately-issued mortgage-backed security 
m ay be treated as an indirect holding of the 
underlying asse ts provided that: (1) The underlying 
assets are held by an independent trustee and the 
trustee has a first priority, perfected security 
interest in the underlying assets on behalf of the 
holders of the security; (2) either the holder of the 
security has an undivided pro rata  ownership  
interest in the underlying mortgage assets or the 
trust or single purpose entity (or conduit) that issues 
the security has no liabilities unrelated to the issued  
securities; (3) the security is structured such that the 
cash flow from the underlying assets in all cases  
fully m eets the cash  flow  requirements o f the 
security without undue reliance on any 
reinvestment income; and (4) there is no material 
reinvestment risk associated  with any funds 
aw aiting distribution to the holders of the security. 
In addition, if the underlying assets of a mortgage- 
backed security are com posed of more than one 
type of asset, for exam ple, U.S. Government- 
sponsored agency securities and privately-issued  
pass-through securities that qualify for the 50 
percent risk category, the entire mortgage-backed  
security is generally assigned to the category 
appropriate to the highest risk-weighted asset 
underlying the issue. Thus, in this example, the 
security w ould receive the 50 percent risk weight 
appropriate to the privately-issued pass-through 
securities.

assigned to the 100 percent risk category. 
During the examination process, privately- 
issued mortgage-backed securities that are 
assigned to a lower risk weight category will 
be subject to examiner review to ensure that 
they meet the appropriate criteria.

While the risk category to w'hich mortgage- 
backed securities is assigned will generally 
be based upon the issuer or guarantor or, in 
the case of privately-issued mortgage-backed 
securities, the assets underlying the security, 
any class of a mortgage-backed security that 
can absorb more than its pro rata share of 
loss without the whole issue being in default 
(for example, a so-called subordinate class or 
residual interest), is assigned to the 100 
percent risk category. Furthermore, all 
stripped mortgage-backed securities, 
including interest-only strips (IOs), principal- 
only strips (POs), and similar instruments are 
also assigned to the 100 percent risk weight 
category, regardless of the issuer or 
guarantor.

4. Maturity. Maturity is generally not a 
factor in assigning items to risk categories 
with the exception of claims on non-OECD 
banks, commitments, and interest rate and 
foreign exchange rate contracts. Except for 
commitments, short-term is defined as one 
year or less remaining maturity and long
term is defined as over one year remaining 
maturity. In the case of commitments, short
term is defined as one year or less original 
maturity and long-term is defined as over one 
year original maturity.24
C. Risk Weights

Attachment ill contains a listing of the risk 
categories, a summary of the types of assets 
assigned to each category and the weight 
associated with each category, that is, 0 
percent. 20 percent, 50 percent, and 100 
percent. A brief explanation of the 
components of each category follows.

1. Category 1: zero percent. This category 
includes cash (domestic and foreign) owned 
and held in all offices of the bank or in transit 
and gold bullion held in the bank’s own 
vaults or in another bank's vaults on an 
allocated basis, to the extent it is offset by 
gold bullion liabilities.28 The category also 
includes all direct claims (including 
securities, loans, and leases) on, and the 
portions of claims that are directly and 
unconditionally guaranteed by, the central 
governments 26 of the OECD countries and

24 Through year-end 1992. remaining, rather than 
original, maturity may be used for determining the 
maturity o f commitments.

23 All other holdings of bullion are assigned to the 
100 percent risk category.

24 A central government is defined to include 
departments and ministries, including the central 
bank, o f the central government. The U.S. central 
bank includes the 12 Federal R eserve Banks, and 
the stock held in these banks as a condition of 
membership is assigned to the zero percent risk 
category. The definition o f central government does  
not include state, provincial, or local governments; 
or commercial enterprises ow ned by the central 
government. In addition, it does not include local 
government entities or commercial enterprises 
w hose obligations are guaranteed by the central 
government, although any claim s on such entities 
guaranteed by central governm ents are placed in 
the sam e general risk category as other claim s 
guaranteed by central governments. OECD central

U.S. Government agencies,27 as well as all 
direct local currency claims on. and the 
portions of local currency claims that are 
directly and unconditionally guaranteed by. 
the central governments of nor.-OECD 
countries, to the extent that the bank has 
liabilities booked in that currency. A claim is 
not considered to be unconditionally 
guaranteed by a central government if the 
validity of the guarantee is dependent upon 
some affirmative action by the holder or a 
third party. Generally, securities guaranteed 
by the U.S. Government or its agencies that 
are actively traded in financial markets, such 
as GNMA securities, are considered to be 
unconditionally guaranteed.

2. Category 2:20percent. This category 
includes cash items in the process of 
collection, both foreign and domestic; short
term claims (including demand deposits) on, 
and the portions of short-term claims that are 
guaranteed 28 by, U.S. depository 
institutions 29 and foreign banks 30: and long

governm ents are defined as central governm ents of 
the OECD-based group of countries; non-OECD  
central governm ents are defined as central 
governm ents that do not belong to the OECD-based 
group countries.

27 A U.S. Government agency is defined as an 
instrumentality of the U.S. Government w hose  
obligations are fully and explicitly guaranteed as to 
the tim ely payment of principal and interest by the 
full faith and credit of the U.S. Government. Such 
agencies include the Government National 
Mortgage A ssociation  (GNMA), the Veterans 
A dm inistration (VA), the Federal Housing 
Administration (FHA), the Export-Import Bank 
(Exim Bank), the O verseas Private Investment 
Corporation (OPIC), the Commodity Credit 
Corporation (CCC), and the Small Business 
Administration (SBA).

28 Claims guaranteed by U.S. depository  
institutions and foreign banks include risk 
participations in both bankers acceptances and 
standby letters o f credit, as w ell as participations in 
commitments, that are conveyed  to other U.S. 
depository institutions or foreign banks.

29 U.S. depository institutions are defined to 
include branches (foreign and dom estic) of 
federally-insured banks and depository institutions 
chartered and headquartered in the 50 states of the 
United States, the District o f Columbia. Puerto Rico, 
and U.S. territories and p ossession s. The definition  
encom passes banks, mutual or stock savings banks, 
savings or building and loan associations, 
cooperative banks, credit unions, and international 
banking facilities o f dom estic banks. U.S.-chartered 
depository institutions ow ned by foreigners are also  
included in the definition. H ow ever, branches and 
agencies o f foreign banks located in the U.S.. as 
w ell as all bank holding com panies, are excluded.

30 Foreign banks are distinguished as either 
OECD banks or non-OECD banks. OECD banks 
include banks and their branches (foreign and 
dom estic) organized under the law s of countries 
(other than the U.S.) that belong to the OECD-based  
group o f countries. Non-OECD banks include banks 
and their branches (foreign and dom estic) organized  
under the taw s o f countries that do not belong to the 
OECD-based group o f countries. For this purpose, a 
bank is defined as an institution that engages in the 
business o f banking; is recognized as a bank by the 
bank supervisory or monetary authorities of the 
country o f its organization or principal banking 
operations: receives deposits to a substantial extent 
in the regular course o f business; and has the pow er  
to accept demand deposits. Claims on, and the 
portions o f claim s that are guaranteed by, a non- 
OECD central bank are treated as claim s on. or

Continued
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term claims on, and the portions of long-term 
claims that are guaranteed by, U.S. 
depository institutions and OECD banks.31

This category also includes the portions of 
claims that are conditionally guaranteed by 
OECD central governments and U.S. 
Government agencies, as well as the portions 
of local currency claims that are 
conditionally guaranteed by non-OECD 
central governments, to the extent that the 
bank has liabilities booked in that currency.
In addition, this category includes claims on, 
and the portions of claims that are 
guaranteed by, U.S. Government- 
sponsored 32 agencies and claims on, and the 
portions of claims guaranteed by, the 
International Bank for Reconstruction and 
Development (World Bank), the 
Interamerican Development Bank, the Asian 
Development Bank, the African Development 
Bank, the European Investment Bank, and 
other multilateral lending institutions or 
regional development banks in which the U.S. 
Government is a shareholder or contributing 
member. General obligation claims on, or 
portions of claims guaranteed by the full faith 
and credit of, states or other political 
subdivisions of the U.S. or other countries of 
the OECD-based group are also assigned to 
this category.33

This category also includes the portions of 
claims (including repurchase agreements) 
collateralized by cash on deposit in the bank; 
by securities issued or guaranteed by OECD 
central governments, U.S. Government 
agencies, or U.S. Government-sponsored 
agencies: or by securities issued by 
multilateral lending institutions or regional 
development banks in which the U.S. 
Government is a shareholder or contributing 
member.

3. Category 3:50 percent. This category 
includes loans fully secured by first liens 34

guaranteed by, a non-OECD bank, except for local 
currency claims on. and the portions of local 
currency claims that are guaranteed by. non-OECD 
central bank that are funded in local currency 
liabilities. The latter claims are assigned to either 
the zero percent risk category.

31 Long-term claims on, or guaranteed by, non- 
OECD banks and all claims on bank holding 
companies are assigned to the 100 percent risk 
category, as are holdings of bank-issued securities
that qualify as capital of the issuing banks.

33 For this purpose, U.S. Govemmerit-sponsored 
agencies are defined as agencies originally 
established or chartered by the Federal government 
to serve public purposes specified by the U.S. 
Congress but whose obligations are not explicitly 
guaranteed by the full faith and credit of the U.S. 
Government. These agencies include the Federal 
Home Loan Mortgage Corporation (FHLMC), the 
Federal National Mortgage Association (FNMA), the 
Farm Credit System, the Federal Home Loan Bank 
System, and the Student Loan Marketing 
Association (SLMA). Claims on U.S. Government- 
sponsored agencies include capital stock in a 
Federal Home Loan Bank that is held as a condition 
of membership in that bank.

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

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

on 1 -4  family residential properties 3S *, either 
owner-occupied or rented, provided that such 
loans have been made in accordance with 
prudent underwriting standards, including a 
conservative loan-to-value ratio; 3Bare 
performing in accordance with their original 
terms; and are not 90 days or more past due 
or carried in nonaccrual status.37 * Also 
included in this category are privately-issued 
mortgage-backed securities provided that: (1) 
The structure of the security meets the 
criteria described in section III (B)(3) above;
(2) if the security is backed by a pool of 
conventional mortgages, each underlying 
mortgage meets the criteria described above 
in this section for eligibility for the 50 percent 
risk weight category at the time the pool is 
originated; and (3) if the security is backed by 
privately-issued mortgage-backed securities, 
each underlying security qualifies for the 50 
percent risk category. Privately-issued 
mortgage-backed securities that do not meet 
these criteria or that do not qualify for a 
lower risk weight are generally assigned to 
the 100 percent risk weight category.

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

Credit equivalent amounts of interest rate 
and foreign exchange rate contracts involving 
standard risk obligors (that is, obligors whose 
loans or debt securities would be assigned to 
the 100 percent risk category) are included in 
the 50 percent category, unless they are 
backed by collateral or guarantees that allow 
them to be placed in a lower risk category.

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

This category includes long-term claims on, 
or guaranteed by, non-OECD banks, and all 
claims on non-OECD central governments 
that entail some degree of transfer risk.33 This

“ The types o f properties that qualify as 1-4 
family residences are listed in the instructions to the 
commercial bank Call Report.

“ The loan-to-value ratio is based upon the most 
current appraised value of the property. All 
appraisals must be made in a manner consistent 
with the Federal banking agencies' real estate 
appraisal guidelines and with the bank’s own 
appraisal guidelines.

37Residential property loans that do not meet ail 
the specified criteria or that are made for the 
purpose of speculative property development are 
placed in the 100 percent risk category.

“ Such assets include all non-local currency 
claims on. or guaranteed by. non-OECD central 
governments and those portions of local currency 
claims on, or guaranteed by. non-OECD central 
governments that exceed the local currency 
liabilities held by the bank.

category also includes all claims on foreign 
and domestic private sector obligors not 
included in the categories above (including 
loans to nondepository financial institutions 
and bank holding companies); claims on 
commercial firms owned by the public sector: 
customer liabilities to the bank on 
acceptances outstanding involving standard 
risk claims 3* investments in fixed assets, 
premises, and other real estate owned; 
common and preferred stock of corporations, 
including stock acquired for debts previously 
contracted; commercial and consumer loans 
(except those assigned to lower risk 
categories due to recognized guarantees or 
collateral and loans for residential property 
that qualify for a lower risk weight); 
mortgage-backed securities that do not meet 
criteria for assignment to a lower risk weight 
(including any classes of mortgage-backed 
securities that can absorb more than their pro 
rata share of loss without the whole issue 
being in default); and all stripped mortgage- 
backed and similar securities.

Also included in this category are 
industrial development bonds and similar 
obligations issued under the auspices of 
states or political subdivisions of the OECD- 
based group of countries for the benefit of a 
private party or enterprise where that party 
or enterprise, not the government entity, is 
obligated to pay the principal and interest, 
and ail obligations of states or political 
subdivisions of countries that do not belong 
to the OECD-based group.

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

The face amount of an off-balance sheet 
item is incorporated into the risk-based 
capital ratio by multiplying it by a credit 
conversion factor. The resultant credit 
equivalent amount is assigned to the 
appropriate risk category according to the 
obligor, or, if relevant, the guarantor or the 
nature of the collateral.40 Attachment IV sets

“ Customer liabilities on acceptances outstanding 
involving non-standard risk claims, such as claims 
on U.S. depository institutions, are assigned to the 
risk category appropriate to the identity of the 
obligor or, if relevant, the nature of the collateral or 
guarantees backing the claims. Portions of 
acceptances conveyed as risk participations to U.S. 
depository institutions or foreign banks are 
assigned to the 20 percent risk category appropriate 
to short-term claims guaranteed by U.S. depository 
institutions and foreign banks.

*°The sufficiency of collateral and guarantees for 
off-balance sheet items is determined by the market 
value of the collateral or the amount of the 
guarantee in relation to the face amount of the item, 
except for interest and foreign exchange rate 
contracts, for which this determination is made in 
relation to the credit equivalent amount. Collateral 
and guarantees are subject to the same provisions 
noted under Section III (B).
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forth the conversion factors for various types 
of off-balance sheet items.

1. Items with a 100percent conversion 
factor. A 100 percent conversion factor 
applies to direct credit substitutes, which 
include guarantees, or equivalent 
instruments, backing financial claims, such as 
outstanding securities, loans, and other 
financial liabilities, or that back off-balance 
sheet items that require capital under the 
risk-based capital framework. Direct credit 
substitutes include, for example, financial 
standby letters of credit, or other equivalent 
irrevocable undertakings or surety 
arrangements, that guarantee repayment of 
financial obligations such as: commercial 
paper, tax-exempt securities, commercial or 
individual loans or debt obligations, or 
standby or commercial letters of credit.
Direct credit substitutes also include the 
acquisition of risk participations in bankers 
acceptances and standby letters of credit, 
since both of these transactions, in effect, 
constitute a guarantee by the acquiring bank 
that the underlying account party (obligor) 
will repay its obligation to the originating, or 
issuing, institution.41 (Standby letters of 
credit that are performance-related are 
discussed below and have a credit 
conversion factor of 50 percent.)

The full amount of a direct credit substitute 
is converted at 100 percent and the resulting 
credit equivalent amount is assigned to the 
risk category appropriate to the obligor or, if 
relevant, the guarantor or the nature of the 
collateral. In the case of a direct credit 
substitute in which a risk participation 42 has 
been conveyed, the full amount is still 
converted at 100 percent. However, the credit 
equivalent amount that has been conveyed is 
assigned to whichever risk category is lower 
the risk category appropriate to the obligor, 
after giving effect to any relevant guarantees 
or collateral, or the risk category appropriate 
to the institution acquiring the participation. 
Any remainder is assigned to the risk 
category appropriate to the obligor, 
guarantor, or collateral. For example, the 
portion of a direct credit substitute conveyed 
as a risk participation to a U.S. domestic 
depository institution or foreign bank is 
assigned to the risk category appropriate to 
claims guaranteed by those institutions, that 
is, the 20 percent risk category.43 This 
approach recognizes that such conveyances 
replace the originating bank's exposure to the 
obligor with an exposure to the institutions 
acquiring the risk participations.44

41 Credit equivalent amounts of acquisitions of 
risk participations are assigned to the risk category 
appropriate to the account party obligor, or, if 
relevant, the nature of the collateral or guarantees.

42 That is, a participation in which the originating 
bank remains liable to the beneficiary for the full 
amount of the direct credit substitute if the party 
that has acquired the participation fails to pay when 
the instrument is drawn.

42 Risk participations with a remaining maturity 
of over one year that are conveyed to non-OECD 
banks aie to be assigned to the 100 percent risk 
category, unless a lower risk category is appropriate 
to the obligor, guarantor, or collateral

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

In the case of direct credit substitutes that 
take the form of a syndication as defined in 
the instructions to the commercial bank Call 
Report, that is. where each bank is obligated 
only for its pro rata share of the risk and 
there is no recourse to the originating bank, 
each bank will only include its pro rata share 
of the direct credit substitute in its risk-based 
capital calculation.

Financial standby letters of credit are 
distinguished from loan commitments 
(discussed below) in that standbys are 
irrevocable obligations of the bank to pay a 
third-party beneficiary when a customer 
(account party) fails to repay an outstanding 
loan or debt instrument (direct credit 
substitute). Performance standby letters of 
credit (performance bonds) are irrevocable 
obligations of the bank to pay a third-party 
beneficiary when a customer (account party) 
fails to perform some other contractual non- 
financial obligation.

The distinguishing characteristic of a 
standby letter of credit for risk-based capital 
purposes is the combination of irrevocability 
with the fact that funding is triggered by 
some failure to repay or perform an 
obligation. Thus, any commitment (by 
whatever name) that involves an irrevocable 
obligation to make a payment to the customer 
or to a third party in the event the customer 
fails to repay an outstanding debt obligation 
or fails to perform a contractual obligation is 
treated, for risk-based capital purposes, as 
respectively, a financial guarantee standby 
letter of credit or a performance standby.

A loan commitment, on the other hand, 
involves an obligation (with or without a 
material adverse change or similar clause) of 
the bank to fund its customer in the normal 
course of business should the customer seek 
to draw down the commitment.

Sale and repurchase agreements and asset 
sales with recourse (to the extent not 
included on the balance sheet) and forward 
agreements also are converted at 100 percent. 
The risk-based capital definition of the sale 
of assets with recourse, including the sale of 
1-4 family residential mortgages, is the same 
as the definition contained in the instructions 
to the commercial bank Call Report. So- 
called “loan strips” (that is, short-term 
advances sold under long-term commitments 
without direct recourse) are defined in the 
instructions to the commercial bank Call 
Report and for risk-based capital purposes as. 
assets sold with recourse.

Forward agreements are legally binding 
contractual obligations to purchase assets 
with certain drawdown at a specified future 
date. Such obligations include forward 
purchases, forward forward deposits 
placed,45 and partly-paid shares and 
securities; they do not include commitments 
to make residential mortgage loans or 
forward foreign exchange contracts.

Securities lent by a bank are treated in one 
of two ways, depending upon whether the 
lender is at risk of loss. If a bank, as agent for 
a customer, lends the customer's securities 
and does not indemnify the customer against 
loss, then the transaction is excluded from 
the risk-based capital calculation. If.

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

alternatively, a bank lends its own securities 
or, acting as agent for a customer, lends the 
customer’s securities and indemnifies the 
customer against loss, the transaction is 
converted at 100 percent and assigned to the 
risk weight category appropriate to the 
obligor, to any collateral delivered to the 
lending bank, or, if applicable, to the 
independent custodian acting on the lender’s 
behalf.

2. Items with a 50percent conversion 
factor. Transaction-related contingencies are 
converted at 50 percent. Such contingencies 
include bid bonds, performance bonds, 
warranties, standby letters of credit related 
to particular transactions, and performance 
standby letters of credit, as well as 
acquisitions of risk participations in 
performance standby letters of credit. 
Performance standby letters of credit 
represent obligations backing the 
performance of nonfinancial or commercial 
contracts or undertakings. To the extent 
permitted by law or regulation, performance 
standby letters of credit include 
arrangements backing, among other things, 
subcontractors’ and suppliers performance, 
labor and materials contracts, and 
construction bids.

The unused portion of commitments with 
an original maturity exceeding one year,4® 
including underwriting commitments, and 
commercial and consumer credit 
commitments also are converted at 50 
percent. Original maturity is defined as the 
length of time between the date the 
commitment is issued and the earliest date on 
which: (1) The bank can, at its option, 
unconditionally (without cause) cancel the 
commitment,47 * and (2) the bank is scheduled 
to (and as a normal practice actually does) 
review the facility to determine whether or 
not it should be extended. Such reviews must 
continue to be conducted at least annually for 
such a facility to qualify as a short-term 
commitment.

Commitments are defined as any legally 
binding arrangements that obligate a bank to 
extend credit in the form of loans or leases; to 
purchase loans, securities, or other assets; or 
to participate in loans and leases. They also 
include overdraft facilities, revolving credit 
home equity and mortgage lines of credit, and 
similar transactions. Normally, commitments 
involve a written contract or agreement and a 
commitment fee, or some other form of 
consideration. Commitments are included in 
weighted risk assets regardless of whether 
they contain “material adverse change” 
clauses or other provisions that are intended 
to relieve the issuer of its funding obligation 
under certain conditions. In the case of 
commitments structured as syndications.

48 Through year-end 1992. remaining maturity 
may be used for determining the maturity of off- 
balance sheet loan commitments: thereafter, 
original maturity must be used.

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

21

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Federal Register / Vol. 54, No. 17 / Friday, January 27, 1989 / Rule and Regulations 4205

where the bank is obligated solely for its pro 
rata share, only the bank’s proportional share 
of the syndicated commitment is taken into 
account in calculating the risk-based capital 
ratio.

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

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

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

3. Items with a 20percent conversion 
factor. Short-term, self-liquidating trade- 
related contingencies which arise from the 
movement of goods are converted at 20 
percent. Such contingencies generally include 
commercial letters of credit and other 
documentary letters of credit collateralized 
by the underlying shipments.

4. Items with a zero percent conversion 
factor. These include unused portions of 
commitments with an original maturity of one 
year or less,48 or which are unconditionally 
cancellable at any time, provided a separate 
credit decision is made before each drawing 
under the facility. Unused portions of lines of 
credit on retail credit cards and related plans 
are deemed to be short-term commitments if 
the bank has the unconditional right to cancel 
the line of credit at any time, in accordance 
with applicable law.

48 Through year-end 1992, remaining maturity 
may be used for determining term to maturity for 
off-balance sheet loan commitments; thereafter, 
original maturity must be used.

E. Interest Rate and Foreign Exchange Rate 
Contracts

1. Scope. Credit equivalent amounts are 
computed for each of the following off- 
balance sheet interest rate and foreign 
exchange rate instruments:
I. Interest Rate Contracts

A. Single currency interest rate swaps.
B. Basis swaps.
C. Forward rate agreements.
D. Interest rate options purchased 

(including caps, collars, and floors 
purchased).

E. Any other instrument that gives rise to 
similar credit risks (including when- 
issued securities and forward deposits 
accepted).

II. Exchange Rate Contracts
A. Cross-currency interest rate swaps.
B. Forward foreign exchange contracts.
C. Currency options purchased.
D. Any other instrument that gives rise to 

similar credit risks.
Exchange rate contracts with an original 

maturity of fourteen calendar days or less 
and instruments traded on exchanges that 
require daily payment of variation margin are 
excluded from the risk-based ratio 
calculation. Over-the-counter options 
purchased, however, are included and treated 
in the same way as the other interest rate and 
exchange rate contracts.

2. Calculation of credit equivalent 
amounts. Credit equivalent amounts are 
calculated for each individual contract of the 
types listed above. To calculate the credit 
equivalent amount of its off-balance sheet 
interest rate and exchange rate instruments, a 
bank sums these amounts:

(1) The mark-to-market value 49 (positive 
values only) of each contract (that is, the 
current exposure); and

(2) An estimate of the potential future 
credit exposure over the remaining life of 
each contract.

The potential future credit exposure on a 
contract, including contracts with negative 
mark-to-market values, is estimated by 
multiplying the notional principal amount by 
one of the following credit conversion factors, 
as appropriate:

[In percent]

Remaining maturity Interest rate 
contracts

Exchange
rate

contracts

One year or l e s s ............. 0 1.0
Over on e year................... 0.5 5.0

Examples of the calculation of credit 
equivalent amounts for these instruments are 
contained in Attachment V.

Because exchange rate contracts involve 
an exchange of principal upon maturity, and 
exchange rates are generally more volatile 
than interest rates, higher conversion factors 
have been established for foreign exchange 
contracts than for interest rate contracts.

49 Mark-to-market values are measured in dollars, 
regardless of the currency or currencies specified in 
the contract, and should reflect changes in both 
interest rates and counterparty credit quality.

No potential future credit exposure is 
calculated for sjngle currency interest rate 
swaps in which payments are made based 
upon two floating rate indices, so-called 
floating/floating or basis swaps; the credit 
exposure on these contracts is evaluated 
solely on the basis of their mark-to-market 
values.

3. Risk weights. Once the credit equivalent 
amount for interest rate and exchange rate 
instruments has been determined, that 
amount is assigned to the risk weight 
category appropriate to the counterparty, or, 
if relevant, the nature of any collateral or 
guarantees.50 However, the maximum weight 
that will be applied to the credit equivalent 
amount of such instruments is 50 percent.

4. Avoidance o f double counting. In certain 
cases, credit exposures arising from the 
interest rate and exchange instruments 
covered by these guidelines may already be 
reflected, in part, on the balance sheet. To 
avoid double counting such exposures in the 
assessment of capital adequacy and. perhaps, 
assigning inappropriate risk weights, 
counterparty credit exposures arising from 
the types of instruments covered by these 
guidelines may need to be excluded from 
balance sheet assets in calculating banks' 
risk-based capital ratios.

5. Netting. Netting of swaps and similar 
contracts is recognized for purposes of 
calculating the risk-based capital ratio only 
when accomplished through netting by 
novation.51 * * * * * * * While the Federal Reserve 
encourages any reasonable arrangements 
designed to reduce the risks inherent in these 
transactions, other types of netting 
arrangements are not recognized for purposes 
of calculating the risk-based ratio at this 
time.

IV. Minimum Supervisory Ratios and 
Standards

The interim and final supervisory 
standards set forth below specify minimum 
supervisory ratios based primarily on broad 
credit risk considerations. As noted above, 
the risk-based ratio does not take explicit 
account of the quality of individual asset 
portfolios or the range of other types of risks 
to which banks may be exposed, such as 
interest rate, liquidity, market or operational 
risks. For this reason, banks are generally 
expected to operate with capital positions 
above the minimum ratios. This is 
particularly true for institutions that are 
undertaking significant expansion or that are 
exposed to high or unusual levels of risk.

Upon adoption of the risk-based 
framework, any bank that does not meet the

50 For interest and exchange rate contracts, 
sufficiency of collateral or guarantees is determined 
by the market value of the collateral or the amount 
of the guarantee in relation to the credit equivalent 
amount. Collateral and guarantees are subject to the 
same provisions noted under section 111(B).

51 Netting by novation, for this purpose, is a
written bilateral contract between two
counterparties under which any obligation to each
other to deliver a given currency on a given date is
automatically amalgamated with all other
obligations for the same currency and value date,
legally substituting one single net amount for the
previous gross obligations.
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interim or final supervisory ratios, or whose 
capital is otherwise considered inadequate, is 
expected to develop and implement a plan 
acceptable to the Federal Reserve for 
achieving an adequate level of capital 
consistent with the provisions of these 
guidelines or with the special circumstances 
affecting the individual institution. In 
addition, such banks should avoid any 
actions, including increased risk-taking or 
unwarranted expansion, that would lower or 
further erode their capital positions.
A. Minimum Risk-Based Ratio After 
Transition Period

As reflected in Attachment VI, by year-end 
1992, all state member banks should meet a 
minimum ratio of qualifying total capital to 
weighted risk assets of 8 percent, of which at 
least 4.0 percentage points should be in the 
form of Tier 1 capital net of goodwill.
(Section II above contains detailed 
definitions of capital and related terms used 
in this section.) The maximum amount of 
supplementary capital elements that qualifies 
as Tier 2 capital is limited to 100 percent of 
Tier 1 capital net of goodwill. In addition, the 
combined maximum amount of subordinated 
debt and intermediate-term preferred stock 
that qualifies as Tier 2 capital is limited to 50 
percent of Tier 1 capital. The maximum 
amount of the allowance for loan and lease 
losses that qualifies as Tier 2 capital is 
limited to 1.25 percent of gross weighted risk 
assets. Allowances for loan and lease losses 
in excess of this limit may. of course, be

maintained, but would not be included in a 
bank's total capital. The Federal Reserve will 
continue to require banks to maintain 
reserves at levels fully sufficient to cover 
losses inherent in their loan portfolios.

Qualifying total capital is calculated by 
adding Tier 1 capital and Tier 2 capital 
(limited to 100 percent of Tier 1 capital) and 
then deducting from this sum certain 
investments in banking or finance 
subsidiaries that are not consolidated for 
accounting or supervisory purposes, 
reciprocal holdings of banking organization 
capital securities, or other items at the 
direction of the Federal Reserve. These 
deductions are discussed above in section 
11(B).
B. Transition Arrangements

The transition period for implementing the 
risk-based capital standard ends on 
December 31,1992.** Initially, the risk-based 
capital guidelines do not establish a minimum 
level of capital. However, by year-end 1990, 
banks are expected to meet a minimum 82

82 The Basle capital framework does not establish  
an initial minimum standard for the risk-based  
capital ratio before the end of 1990. However, for 
the purpose of calculating a risk-based capital ratio 
prior to year-end 1990. no sublimit is placed on the 
amount of the allow ance for loan and lease losses  
includable in Tier 2. In addition, this framework 
permits, under temporary transition arrangements, a 
certain percentage o f a bank's Tier 1 capital to be 
made up of supplementary capital elem ents. In 
particular, supplementary elem ents may constitute

interim target ratio for qualifying total capital 
to weighted risk assets of 7.25 percent, at 
least one-half of which should be in the form 
of Tier 1 capital. For purposes of meeting the 
1990 interim target, the amount of loan loss 
reserves that may be included in capital is 
limited to 1.5 percent of weighted risk assets 
and up to 10 percent of a bank's Tier 1 capital 
may consist of supplementary capital 
elements. Thus, the 7.25 percent interim 
target ratio implies a minimum ratio of Tier 1 
capital to weighted risk assets of 3.6 percent 
(one-half of 7.25) and a minimum ratio of core 
capital elements to weighted risk assets ratio 
of 3.25 percent (nine-tenths of the Tier 1 
capital ratio). 25

25 percent o f a bank's Tier 1 capital (before the 
deduction o f goodwill) up to the end of 1990; from 
year-end 1990 up to the end o f 1992. this allow able  
percentage o f supplementary elem ents in Tier 1 
declines to 10 percent of Tier 1 (before the 
deduction o f goodwill). Beginning on D ecem ber 31. 
1992. supplementary elem ents may not be included  
in Tier 1. The amount of subordinated debt and 
taitgrmediate-term preferred stock temporarily 
included in Tier 1 under these arrangements w ill not 
be subject to the subinnit oa the amount of such 
instruments includable in Tier 2 capital. Goodwill 
must be deducted from the sum of a bank's 
permanent core capital elem ents (that is, common 
equity, noncum ulative perpetual preferred stock, 
and minority interest in the equity of 
unconsolidated subsidiaries) plus supplementary 
items that may temporarily qualify as Tier 1 
elem ents for the purpose of calculating Tier 1 (net of 
goodwill). Tier 2. and total capital.

Atta c h m e n t  I.— S am ple  Calculation  o f  Ris k -B a s e d  C apital  R a t io  fo r  S ta te  Me m b e r  B a n k s

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

Balances at domestic banks-------------- -------- ----- -------- ------------------------------------------------------------ ---------------------------  5,000
Loans secured by first liens on 1-4  family residential properties------------ ----- -------------------- --------- --------- -------------------------------  5,000
Loans to private corporations............ -..... ...... ....................................................... ------------- ------ —................... -......... - ..... —---- ------- -------65.000

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

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

Total Off-Balance Sheet Item s.............................................................— ....... .............................. ............... ............................... ....................... — ............ .................... .....—  30,000
This bank's total capital to total assets (leverage) ratio would be: ($6.000/$l 00,000)=6.00%

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

OBS item

SLCS backing municipal GOs------------------------------ ------------ — ........ ...... .......— ..............-....— .........
Long-term commitments to private corporations......................................... ----- ------- --- -----------------------
2. Multiply each balance sheet asset and the credit equivalent amount of each OBS item by the appropriate 
0% Category:

U.S. Treasuries....................................................-................................. - ................- ............................. —

20% Category:
Balances at domestic banks................... ............ ..................... — ------------------- -----—--------- ----- .
Credit equivalent amounts of SLCs backing GOs of U.S. municipalities............. -................ ..... ............ ........

Face value Conversion
factor

Credil
equivalent

amount

$10,000 
20.000 

risk weight.

X
X

1.00 = 
0.50 =

$10,000
10.000

$ 5.000 
20,000

25,000 X 0 = 0

5,000
10,000

15,000 X .20 = $3,000
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O B S  item F a c e  value Conversion
(actor

C redit
equivalent

am oun t

5 0 %  Category;
Loans secured  by first liens on t - 4  fam ily residentia l p ro p erties ....................................................................

1 0 0 %  Category:
Loans to  p n vate  co rp o ratio n s ..............................................................................................................................................
C redit equ iva lent am oun ts  of lon g-term  com m itm ents  to private c o rp o ra tio n s .......................................

5 .0 0 0  «;

...................................  6 5 .0 0 0

.................................. to .0 0 0

.50 2 .5 0 0

7 5 .0 0 0  >: 1 .00 - 7 5 ,0 0 0

i ota l nsk-w eighted  a ss e ts ......................... ..........................................................................................................................................................................................................  8 0 .5 0 0
This bank 's  ratio of total cap ital to w eighted  risk assets  (risk-based cap ital ratio) would be: ( S 6 ,0 0 0 /$ 8 0 .5 0 0 )= 7  .4 5 %

At t a c h m e n t  II — S u m m a r y  D e f in it io n  o f  Q u a l if y in g  Ca p it a l  f o r  S t a t e  M e m b e r  Ba n k s * U s in g  t h e  Ye a r -e n d  1992
St a n d a r d s

C om ponents

C ore  C apita l (T ier 1):
C om m on stockholders' e q u ity ........................................................................................................
Q ualify ing non-cum ulative perpetua l p referred  s to c k ........................................................
M inonty interest in equity accoun ts of conso lidated  subsid iaries ...............................

Less: G oodw ill 1 
S u p p lem en tary  C apita l (T ier 2)

A llow ance for loan and lease  lo sses .......................- .................................................................
Perpetua l p re ferred  s to ck .................................................. ...............................................................
Hybrid cap ital instrum ents and  equity co ntract n o te s ............... .......................................
S ubordinated debt an d  in te rm ed ia te -term  p referred  stock (original w eighted  

a verag e  m aturity of 5 years or m ore).
R evaluation  reserves  (equity and bu ild in g )........................................ .....................................

D eductions (from  sum  of T ier 1 and  T ier 2):
In vestm ents  in unconsolidated  subsidiaries  
R eciproca l holdings o f banking organ izations ' cap ital securities  
O th e r deductions (such as  o th er subsidiaries or joint ventures) as d eterm in ed  

by supervisory authonty.
T o ta l C ap ita l (T ier 1 -t-Tier 2 -D e d u c tio n s ...................................... - ................................ —

M inim um  requirem ents a fte r transition period

M ust equal or exc e e d  4 %  of w eighted  risk assets.
N o  limit.
N o  limit; banks should avoid undue re lian ce  on p re fe rred  stock in T ie r 1
B anks should  avo id using minority in terests  to in troduce e le m e n ts  not otherw ise  

qualifying for T ier 1 cap ital

T o ta l of T ier 2 is lim ited to 1 0 0 %  of T ie r 1 .* 1 2
Lim ited to 1 .2 5 %  of w eighted  risk a s s e ts .2
N o  limit w ithin T ier 2.

N o  limit w ithin T ier 2.
S u b o rd in ated  deb t an d  m term ed iate -term  p referred  stock a re  lim ited to 5 0 %  of 

Tier 1 ; 3 am o rtized  for cap ita l purposes as they appro ach  maturity.
N o t included; banks en co u rag ed  to d isclose; m ay b e  e va lu ated  on a c ase -b y -case  

basis for in ternational com parisons: a n d  tak e n  into accoun t in m aking an overall 
assessm en t of cap ital

O n  a  c as e -b y -c a se  basis or as a m atter of policy a fte r form al ru lem aking. 

M ust eq u a l or e x c e e d  8 %  of w eig h ted  risk assets.

*S e e  d iscussion in section U of the  G uidelines for a  co m plete  description of the  requ irem ents  for, and  the  lim itations on. the  co m p o n en ts  of qualify ing c a p ita l
1 All goodw ill, e xc e p t previously g ran d fa th ered  goodwill approved  in supervisory m e rg e s , is d e d u c te d  im m ediately .
* A m ounts in excess of lim itations a re  p erm itted  but do not qu alify as  capital.
3 A m o unts  in excess  of IxnitaSons a re  p erm itted  but do not qualify as cap ital.

Attachment III—Summary of Risk Weights 
and Risk Categories for State Member Banks
Category 1: Zero Percent

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

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

3. Direct claims on, and the portions of 
claims that are unconditionally guaranteed 
by. the U.S. Treasury and U.S. Government 
agencies 1 and the central governments of 
other OECD countries, and local currency 
claims on. and the portions of local currency 
claims that are unconditionally guaranteed 
by. the central governments of non-OECD 
countries including the centra) banks of non- 
OECD countries), to the extent that the bank 
has liabilities booked in that currency.

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

1 For the purpose of calculating the risk-based 
capital ratio, a U.S. Government agency is defined 
as an instrumentality of the U.S. Government whose 
obligations are fully and explicitly guaranteed as to 
the timely payment of principal and interest by the 
full faith and credit of the U.S. Government.

Category 2: 20 Percent
1. Cash items in the process of collection.
2. All claims (long- or short-term) on, and 

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

3. Short-term claims (remaining maturity of 
one year or less) on, and the portions of 
short-term claims that are guaranteed by. 
non-OECD banks.

4. The portions of claims that are 
conditionally guaranteed by the central 
governments of OECD countries and U.S. 
Government agencies, and the portions of 
local currency claims that are conditionally 
guaranteed by the central governments of 
non-OECD countries, to the extent that the 
bank has liabilities booked in that currency.

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

2 For the purpose of calculating the risk-based 
capital ratio, a U.S. Government-sponsored agency 
is defined as an agency originally established or 
chartered to serve public purposes specified by the 
U.S. Congress but whose obligations are not 
explicitly guaranteed by the full faith and credit of 
the U.S. Government.

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

7. Claims on, and the portions o f cla im s  
that are guaranteed by, official m ultilateral 
lending institutions or regional development 
banks.

8. The portions of claims that are 
collateralized 3 by securities issued or 
guaranteed by the U.S. Treasury, the central 
governments of other OECD countries. U.S. 
Government agencies, U.S. Government- 
sponsored agencies, or by cash on deposit in 
the bank.

9. The portions of claims that are
collateralized 3 by securities issued by 
official multilateral lending institutions or 
regional development banks.

10. Certain privately-issued securities 
representing indirect ownership of mortgage- 
backed U.S. Government agency or U.S. 
Government-sponsored agency securities.

11. Investment in shares of a fund whose 
portfolio is permitted to hold only securities

3 The extent of collateralization is determined by 
current market value.
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that would qualify for the zero or 20 percent 
risk categories.
Category 3: 50 Percent

1. Loans fully secured by first liens on 1-4 
family residential properties that have been 
made in accordance with prudent 
underwriting standards, that are performing 
in accordance with their original terms, and 
are not past due or in nonaccrual status, and 
certain privately-issued mortgage-backed 
securities representing indirect ownership of 
such loans. (Loans made for speculative 
purposes are excluded.)

2. Revenue bonds or similar claims that are 
obligations of U.S. state or local governments, 
or other OECD local governments, but for 
which the government entity is committed to 
repay the debt only out of revenues from the 
facilities financed.

3. Credit equivalent amounts of interest 
rate and foreign exchange rate related 
contracts, except for those assigned to a 
lower risk category.
Category 4:100 Percent

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

foreign banks with a remaining maturity 
exceeding one year.

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

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

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

6. Investments in any unconsolidated 
subsidiaries, joint ventures, or associated 
companies—if not deducted from capital.

7. Instruments issued by other banking

organizations that qualify as capital—if not 
deducted from capital.

8. Claims on commercial firms owned by a 
government.

9. All other assets, including any intangible 
assets that are not deducted from capital.
Attachment IV—Credit Conversion Factors 
for Off-Balance Sheet Items for State 
Member Banks
100 Percent Conversion Factor

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

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

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

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

5. Securities lent for which the bank is at 
risk.
50 Percent Conversion Factor

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

2. Unused portions of commitments with an 
original maturity 1 exceeding one year, 
including underwriting commitments and 
commercial credit lines.

3. Revolving underwriting facilities (RUFs), 
note issuance facilities (NIFs), and similar 
arrangements.
20 Percent Conversion Factor

1. Short-term, self-liquidating trade-related 
contingencies, including commercial letters of 
credit.
Zero Percent Conversion Factor

1. Short-term self-liquidating trade-related

contingences. including commercial letters of 
credit.
Zero Percent Conversion Factor

1. Unused portions of commitments with an 
original maturity 1 of one year or less, or 
which are unconditionally cancellable at any 
time, provided a separate credit decision is 
made before each drawing.
Credit Conversion for Interest Rate and 
Foreign Exchange Contracts

The total replacement cost of contracts 
(obtained by summing the positive mark-to- 
market values of contracts) is added to a 
measure of future potential increases in 
credit exposure. This future potential 
exposure measure is calculated by 
multiplying the total notional value of 
contracts by one of the following credit 
conversion factors, as appropriate:

R em ain ing  m aturity
In terest

ra te
contracts
(p ercent)

E xchange
rate

contracts
(p ercent)

0 1.0
0 .5 5.0

No potential exposure is calculated for 
single currency interest rate swaps in which 
payments are made based upon two floating 
rate indices, that is, so called floating/ 
floating or basis swaps. The credit exposure 
on these contracts is evaluated solely on the 
basis of their mark-to-market value. 
Exchange rate contracts with an original 
maturity of fourteen days or less are 
excluded. Instruments traded on exchanges 
that require daily payment of variation 
margin are also excluded. The only form of 
netting recognized is netting by novation.

1 Remaining maturity may be used until year-end 
1992.

At t a c h m e n t  V .— Calculation  o f  Cr e d it  Equ iva len t  Am o u n t s  In t e r e s t  Ra t e  a n d  Fo r e ig n  Ex c h a n g e  R a t e  R ela ted

Tr a n sa c t io n s  fo r  S ta te  Me m b e r  Ba n k s

Potentia l Exposure C urren t Expo sure
C redit

equ iva lent
am oun t
(dollars)

T ype of C o n tract (rem aining m aturity) N ational
principal
(dollars)

Potentia l
exp osu re

conversion
factor

Potentia l +  
exp osu re  
(dollars)

R e p la c em e n t
C o s t1

C urren t =  
exp osu re  
(d o llars )2

(1) 120-d ay  forw ard foreign e x c h a n g e .......... 5 ,0 0 0 ,0 0 0 .01 5 0 ,0 0 0 1 0 0 ,0 0 0 1 0 0 ,0 0 0 1 5 0 ,0 0 0
(2) 120-d a y  forw ard foreign e x c h a n g e .......... 6 ,0 0 0 ,0 0 0 .01 6 0 ,0 0 0 - 1 2 0 ,0 0 0  . 6 0 ,0 0 0
(3 ) 3 -year single-currency fixe d /flo a tin g  

s w a p .............................................................................
in terest ra te

1 0 ,0 0 0 ,0 0 0 .0 0 5 5 0 ,0 0 0 2 0 0 ,0 0 0 2 0 0 ,0 0 0 2 5 0 ,0 0 0
(4) 3 -y e a r single-currency fixe d /flo a tin g  

s w a p .............................................................................
in terest ra te

1 0 ,0 0 0 ,0 0 0 .005 5 0 ,0 0 0 - 2 5 0 ,0 0 0  . 5 0 ,0 0 0
(5 ) 7 -year cross-currency flo a tin g /flo a tin g  interest 

s w a p .................................................................................................
rate

2 0 ,0 0 0 ,0 0 0 .05 1 ,0 0 0 ,0 0 0 - 1 ,3 0 0 ,0 0 0  .............. 1 ,0 0 0 .0 0 0

T o ta l................................................................... 5 1 ,0 0 0 ,0 0 0 1 ,5 1 0 ,0 0 0

1 T h e s e  num bers are  purely for illustration.
2 T h e  larger of ze ro  or a positive m ark-to -m arket value.
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A t t a c h m e n t  V I . — S u m m a r y

Transitional arran g em en ts  for S ta te  m em b er banks
Final a rran g em en t— Y ea r-e n d  1992

Initial Y ea r-e n d  199 0

M inim um  standard of total cap ital to 
w eighted  risk assets.

2  Definition of T ie r 1 cap ita l..........................

7.25% ............................................. 8 0 %

C om m on equity, qualifying noncum . C om m o n  equity, qualifying noncum . C o m m o n  equity, qualifying noncum .

3. M in im um  standard of T ier 1 cap ital 
to w eighted  risk assets.

4 M in im um  standard of stockholders'

p erpetua l p referred  stock, m inority in
terests, plus supplem entary  e le 
m ents  1 less goodwill.

p erpetua l p re ferred  stock, m inority in
terests, plus supplem entary e le 
m ents  2 less goodwill.

3.625% .....................................

perpetua l p re ferred  stock, and minori
ty in terests less goodwill.

4 0 %

N o n e ........................................................................... 3 .2 5 % ......................................................................... 4 .0 %
equity to w eighted risk assets.

5. Lim itations on supplem entary  cap ital 
elem ents:

a. A llo w an ce  for loan and  lease N o limit w ithin T ier 2 .................................... 1 .5 %  of w eig h ted  risk a s s e ts ........................ 1 .2 5 %  of w eighted  risk assets.
losses.

b. Q ualifying perpetual p referred  
stock.

N o limit w ithin Tier 2 .................................... N o limit w ithin T ier 2 ........................................... N o  limit w ithin T ier 2.

c. Hybrid cap ital instrum ents and  
equity contract notes.

d. Subord inated  d eb t and  interm e-

N o limit w ithin T ier 2.

C om bined  m axim um  of 5 0 %  of T ie r 1.C o m b in ed  m axim um  ot 5 0 %  of T ie r 1 ..... C om bined  m axim um  of 5 0 %  of T ier 1 .....
d ia le  term  preferred  stock.

e. T o ta l qualifying T ier 2 c a p ita ) ......... M ay  not exc e e d  T ier 1 c a p ita l.......................
T ier 1 plus T ie r 2 less........... _..........................

M ay  n ot e x c e e d  T ier 1 c a p ita l......................
T ier 1 plus T ie r 2  less........................................

M ay  not e xceed  T ie r 1 capital.
T ie r 1 plus T ier 2 less 

— recipro ca l holdings of banking or-— reciprocal holdings of banking or- — reciprocal holdings of banking or-
g an izatio ns ’ capital instrum ents, 

— in vestm ents  in unconsolidated  sub
sidiaries.

ganizatio ns' cap ita l instrum ents, 
— in vestm ents  in unconsolidated sub

sidiaries.

gan izatio ns' cap ital instrum ents.
— investm ents  in unconsolidated  sub

sidiaries.

1 S u p p lem en tary  e lem en ts  m ay b e  included in T ie r 1 up to 2 5 %  of the  sum  of T ier 1 plus goodwill.
2 S u pplem entary  e le m e n ts  m ay b e  included in T ier 1 up to 1 0 %  of th e  sum  of T ie r 1 plus goodwill.

PART 225— BANK HOLDING 
COM PANIES AND CHANGE IN BANK  
CO N TRO L

1. The authority citation for Part 225 
continues to read as follows:

Authority: 12 U.S.C. 1817(j)(13), 1818, 
1843(c)(8), 1844(b), 3106, 3108, 3907, 3909.

Appendix A to Part 225 [Redesignated 
as Appendix B to Part 225]

2. The Board amends the Appendices 
to Part 225 by redesignating the current 
Appendix A as Appendix B and adding 
a new Appendix A to read as set forth 
below.

3. The Board amends the redesignated 
Appendix B to Part 225 by adding at the 
end of the title to Appendix B 
Leverage Measure”.
Appendix B to Part 225 [Redesignated as 
Appendix C to Part 225]

4. The Board redesignates the current 
Appendix B as Appendix C.
Appendix A to Part 225— Capital 
Adequacy Guidelines for Bank Holding 
Companies: Risk-Based Measure
I. Overview

The Board of Governors of the Federal 
Reserve System has adopted a risk-based 
capital measure to assist in the assessment of 
the capital adequacy of bank holding 
companies ("banking organizations”). 1 2 The

1 Supervisory ratios that relate capital to total 
assets for bank holding companies are outlined in 
Appendix B of this part.

principal objectives of this measure are to: (i) 
Make regulatory capital requirements more 
sensitive to differences in risk profiles among 
banking organizations: (ii) factor off-balance 
sheet exposures into the assessment of 
capital adequacy: (iii) minimize disincentives 
to holding liquid, low-risk assets: and (iv) 
achieve greater consistency in the evaluation 
of the capital adequacy of major banking 
organizations throughout the world.*

The risk-based capital guidelines include 
both a definition of capital and a framework 
for calculating weighted risk assets by 
assigning assets and off-balance sheet items 
to broad risk categories. An institution's risk- 
based capital ratio is calculated by dividing 
its qualifying capital (the numerator of the 
ratio) by its weighted risk assets (the 
denominator).3 The definition of qualifying 
capital is outlined below in section II, and the 
procedures for calculating weighted risk 
assets are discussed in section III.
Attachment I illustrates a sample calculation

2 The risk-based capital measure is based upon a 
framework developed jointly by supervisory 
authorities from the countries represented on the 
Basle Committee on Banking Regulations and 
Supervisory Practices (Basle Supervisors' 
Committee) and endorsed by the Group of Ten 
Central Bank Governors. The framework is 
described in a paper prepared by the BSC entitled 
"International Convergence of Capital 
Measurement." July 1988.

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

of weighted risk assets and the risk-based 
capital ratio.

The risk-based capital guidelines also 
establish a schedule for achieving a minimum 
supervisory standard for the ratio of 
qualifying capital to weighted risk assets and 
provide for transitional arrangements during 
a phase-in period to facilitate adoption and 
implementation of the measure at the end of 
1992. These interim standards and 
transitional arrangements are set forth in 
section IV.

The risk-based guidelines apply on a 
consolidated basis to bank holding 
companies with consolidated assets of $150 
million or more. For bank holding companies 
with less than $150 million in consolidated 
assets, the guidelines will be applied on a 
bank-only basis unless: (a) The parent bank 
holding company is engaged in nonbank 
activity involving significant leverage: 4 or (b) 
the parent company has a significant amount 
of outstanding debt that is held by the 
general public.

The risk-based guidelines are to be used in 
the inspection and supervisory process as 
well as in the analysis of applications acted 
upon by the Federal Reserve. Thus, in 
considering an application filed by a bank 
holding company, the Federal Reserve will 
take into account the organization's risk- 
based capital ratio, the reasonableness of its 
capital plans, and the degree of progress it 
has demonstrated toward meeting the interim 
and final risk-based capital standards.

The risk-based capital ratio focuses 
principally on broad categories of credit risk.

4 A parent com pany that is  engaged in s ign ifican t 
off-balance sheet activities would generally be 
deemed to be engaged in activities that involve 
significant leverage.
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although the framework for assigning assets 
and off-balance sheet items to risk categories 
does incorporate elements of transfer risk, as 
well as limited instances of interest rate and 
market risk. The risk-based ratio does not, 
however, incorporate other factors that can 
affect an organization's financial condition. 
These factors include overall interest rate 
exposure; liquidity, funding and market risks; 
the quality and level of earnings; investment 
or loan portfolio concentrations; the quality 
of loans and investments: the effectiveness of 
loan and investment policies: and 
management's ability to monitor and control 
financial and operating risks.

In addition to evaluating capital ratios, an 
overall assessment of capital adequacy must 
take account of these other factors, including, 
in particular, the level and severity of 
problem and classified assets. For this 
reason, the final supervisory judgment on an 
organization’s capital adequacy may differ 
significantly from conclusions that might be 
drawn solely from the level of the 
organization’s risk-based capital ratio.

The risk-based capital guidelines establish 
minimum ratios of capital to weighted risk 
assets. In light of the considerations just 
discussed, banking organizations generally 
are expected to operate well above the 
minimum risk-based ratios. In particular, 
banking organizations contemplating 
significant expansion proposals are expected 
to maintain strong capital levels substantially 
above the minimum ratios and should not 
allow significant diminution of financial 
strength below these strong levels to fund 
their expansion plans. Institutions with high 
or inordinate levels of risk are also expected 
to operate above minimum capital standards. 
In all cases, institutions should hold capital 
commensurate with the level and nature of 
the risks to which they are exposed. Banking 
organizations that do not meet the minimum 
risk-based standard, or that are otherwise 
considered to be inadequately capitalized, 
are expected to develop and implement plans 
acceptable to the Federal Reserve for 
achieving adequate levels of capital within a 
reasonable period of time.

The Board will monitor the implementation 
and effect of these guidelines in relation to 
domestic and international developments in 
the banking industry. When necessary and 
appropriate, the Board will consider the need 
to modify the guidelines in light of any 
significant changes in the economy, financial 
markets, banking practices, or other relevant 
factors.
II. Definition of Qualifying Capital for the 
Risk Based Capital Ratio

An institution’s qualifying total capital 
consists of two types of capital components: 
"core capital elements” (comprising Tier 1 
capital) and “supplementary capital 
elements" (comprising Tier 2 capital). These 
capital elements and the various limits, 
restrictions, and deductions to which they are 
subject, are discussed below and are set forth 
in Attachment II.

To qualify as an element of Tier 1 or Tier 2 
capital, a capital instrument may not contain 
or be covered by any convenants, terms, or 
restrictions that are inconsistent with safe 
and sound banking practices.
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Redemptions of permanent equity or other 
capital instruments before stated maturity 
could have a significant impact on an 
organization's overall capital structure. 
Consequently, an organization considering 
such a step should consult with the Federal 
Reserve before redeeming any equity or debt 
capital instrument (prior to maturity) if such 
redemption could have a material effect on 
the level or composition of the organization's 
capital base.5 *
A. The Components of Qualifying Capital

1. Core capital elements (Tier 1 capital). 
The Tier 1 component of an institution’s 
qualifying capital must represent at least 50 
percent of qualifying total capital and may 
consist of the following items that are defined 
as core capital elements:

(i) Common stockholders' equity.
(ii) Qualifying perpetual preferred stock 

(including related surplus), subject to certain 
limitations described below.

(iii) Minority interest in the equity accounts 
of consolidated subsidiaries.

Tier 1 capital is generally defined as the 
sum of the core capital elements less 
goodwill.® (See section 11(B) below for a more 
detailed discussion of the treatment of 
goodwill, including an explanation of certain 
limited grandfathering arrangements.)

a. Common stockholders' equity. Common 
stockholders' equity includes: common stock; 
related surplus; and retained earnings, 
including capital reserves and adjustments 
for the cumulative effect of foreign currency 
translation, net of any treasury stock.

b. Perpetual preferred stock. Perpetual 
preferred stock is defined as preferred stock 
that does not have a maturity date, that 
cannot be redeemed at the option of the 
holder of the instrument, and that has no 
other provisions that will require future 
redemption of the issue. In general, preferred 
stock will qualify for inclusion in capital only 
if it can absorb losses while the issuer 
operates as a going concern (a fundamental 
characteristic of equity capital) and only if 
the issuer has the ability and legal right to 
defer or eliminate preferred dividends.

Perpetual preferred stock in which the 
dividend is reset periodically based, in whole 
or in part, upon the banking organization’s 
current credit standing (that is, auction rate 
perpetual preferred stock, including so-called 
Dutch auction money market, and 
remarketable preferred) will not qualify for 
inclusion in Tier 1 capital.7 Such instruments.

5 Consultation would not ordinarily be necessary 
if an instrument were redeemed with the proceeds 
of, or replaced by, a like amount of a similar or 
higher quality capital instrument and the 
organization's capital position is considered fully 
adequate by the Federal Reserve. In the case of 
limited-life Tier 2 instruments, consultation would 
generally be obviated if the new security is of equal 
or greater maturity than the one it replaces.

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

7 Adjustable rate perpetual preferred stock (that 
is, perpetual preferred stock in which the dividend
rate is not affected by the issuer's credit standing or 
financial condition but is adjusted periodically 
according to a formula based solely on general 
market interest rates) may be included in Tier 1 up 
to the limits specified for perpetual preferred stock.

/ Rule and Regulations

however, qualify for inclusion in Tier 2 
capital.

For bank holding companies, both 
cumulative and noncumulative perpetual 
preferred stock qualify for inclusion in Tier 1. 
However, the aggregate amount of such stock 
(whether cumulative or noncumulative) that 
may be included in a holding company’s Tier 
1 is limited to one-third of the sum of core 
capital elements, excluding the perpetual 
preferred stock (that is, items (i) and (iii) 
above). Stated differently, the aggregate 
amount may not exceed 25 percent of the sum 
of all core capital elements, including 
perpetual preferred stock (that is, items (i).
(ii) and (iii) above). Any perpetual preferred 
stock outstanding in excess of this limit may 
be included in Tier 2 capital without any 
sublimits within that Tier (see discussion 
below).

The limits on preferred stock are consistent 
with the Board's long-standing view that 
common equity should remain the dominant 
form of a banking organization’s capital 
structure. In addition to these limits, the 
Board believes that, in general, banking 
organizations should avoid overreliance on 
other nonvoting equity instruments in their 
Tier 1 capital.

c. Minority interest in equity accounts of 
consolidated subsidiaries. This element is 
included in Tier 1 because, as a general rule, 
it represents equity that is freely available to 
absorb losses in operating subsidiaries.
While not subject to an explicit sublimit 
within Tier 1, banking organizations are 
expected to avoid using minority intererst in 
the equity accounts of consolidated 
subsidiaries as an avenue for introducing into 
their capital structures elements that might 
not otherwise qualify as Tier 1 capital or that 
would, in effect, result in an excessive 
reliance on perferred stock within Tier 1.

2. Supplementary 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 
beiow), perpetual debt, and mandatory 
convertible debt securities.

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

The maximum amount 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).

The elements of supplementary capital are 
discussed in greater detail below.8

8 The Basle capital framework also provides for 
the inclusion of “undisclosed reserves" in Tier 2. As 
defined in the framework, undisclosed reserves 
represent accumulated after-tax retained earnings 
that are not disclosed on the balance sheet of a 
banking organization. Apart from the fact that these 
reserves are not disclosed publicly, they are 
essentially of the same quality and character as

Continued
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a. Allowance fur loan and lease losses. 
Allowances for loan and lease losses are 
reserves that have been established through a 
charge against earnings to absorb future 
losses on loans or lease financing 
receivables. Allowances for loan and lease 
losses exclude “allocated transfer risk 
reserves," 9 and reserves created against 
identified losses.

During the transition period, the risk-bused 
capital guidelines provide for reducing the 
amount of this allowance that may be 
included in an institution's total capital. 
Initially, it is unlimited. How'ever, by year- 
end 1990. the amount of the allowance for 
loan and lease losses that will qualify as 
capital will be limited to 1.5 percent of an 
institution’s weighted risk assets. By the end 
of the transition period, the amount of the 
allowance qualifying for inclusion in Tier 2 
capital may not exceed 1.25 percent of 
weighted risk assets.10 11

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

c. Hybrid capital instruments, perpetual 
debt, and mandatory convertible debt 
securities. Hybrid capital instruments include 
instruments that are essentially permanent in 
nature and that have certain characteristics 
of both equity and debt. Such instruments 
may be included in Tier 2 without limit. The 
general criteria hybrid capital instruments

retained earnings, and. to be included in capital, 
such reserves must be accepted by the banking 
organization's home supervisor. Although such 
undisclosed reserves are common in some 
countries, under generally accepted accounting 
principles (GAAP) and long-standing supervisory 
practice, these types of reserves are not recognized 
for banking organizations in the United States. 
Foreign banking organizations seeking to make 
acquisitions or conduct business in the United 
States would generally be expected to disclose 
publicly at least the degree or reliance on such 
reserves in meeting supervisory capital 
requirements.

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

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

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

must meet in order to qualify for inclusion in 
Tier 2 capita! are listed below:

(1) The instrument must be unsecured: fully 
paid-up and subordinated to general 
creditors. If issued by a bank, it must also be 
subordinated to claims or depositors.

(2) The instrument must not be redeemable 
at the option of the holder prior to maturity, 
except with the prior approval of the Federal 
Reserve. (Consistent with the Board's criteria 
for perpetual debt and mandatory convertible 
securities, this requirement implies that 
holders of such instruments may not 
accelerate the payment of principal except in 
the event of bankruptcy, insolvency, or 
reorganization.)

(3) The instrument must be available to 
participate in losses while the issuer is 
operating as a going concern. (Term 
subordinated debt would not meet this 
requirement.) To satisfy this requirement, the 
instrument must convert to common or 
perpetual preferred stock in the event that the 
accumulated losses exceed the sum of the 
retained earnings and capital surplus 
accounts of the issuer.

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

Perpetual debt and mandatory convertible 
debt securities that meet the criteria set forth 
in 12 CFR Part 225, Appendix B. also qualify 
as unlimited elements of Tier 2 capital for 
bank holding companies.

d. Subordinated debt and intermediate- 
term preferred stock. 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). 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.

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 
instrument prior to the original stated 
maturity, maturity would be defined, for risk- 
based capital purposes, as the earliest 
possible date on which the holder can put the 
instrument back to the issuing banking 
organization.)

In the case of subordinated debt, the 
instrument 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

18 Unsecured term debt issued by bank holding 
companies prior to March 12.1988. and qualifying as 
secondary capital at th« time of issuance would 
continue 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. must be subordinated in order to qualify as 
capital.

in right of payment to all senior indebtedness 
of the company.

e. Discount of supplementary capital 
instruments. As a limited-life capital 
instrument approaches maturity it begins to 
take on characteristics of a short-term 
obligation. For this reason, the outstanding 
amount of term subordinated debt and any 
long- or intermediate-life, or term, preferred 
stock eligible for inclusion in Tier 2 is 
reduced, or discounted, as these instruments 
approach maturity: one-fifth of the original 
amount, less any redemptions, is excluded 
each year during the instrument's last five 
years before maturity.13

f. Revaluation reserves. Such reserves 
reflect the formal balance sheet restatement 
or revaluation for capital purposes of asset 
carrying values to reflect current market 
values. In the United States, banking 
organizations, for the most part follow GAAP 
when preparing their financial statements, 
and GAAP generally does not permit the use 
of market-value accounting. For this and 
other reasons, the Federal banking agencies 
generally have not included unrealized asset 
values in capital ratio calculations, although 
they have long taken such values into 
account as a separate factor in assessing the 
overall financial strength of a banking 
organization.

Consistent with long-standing supervisory 
practice, the excess of market values over 
book values for assets held by bank holding 
companies will generally not be recognized in 
supplementary capital or in the calculation of 
the risk-based capital ratio. However, all 
banking organizations are encouraged to 
disclose their equivalent of premises 
(building) and equity revaluation reserves. 
Such values will be taken into account as 
additional considerations in assessing overall 
capital strength and financial condition.
B. Deductions from Capital and Other 
Adjustments

Certain assets are deducted from an 
organization’s capital for the purpose of 
calculating the risk-based capital ratio.14 * 18 
These assets include:

(i) Goodwill—deducted from the sum of 
core capital elements. (See discussion below 
of limited grandfathering of bank holding 
company goodwill during the transition 
period.)

(ii) Investments in banking and finance 
subsidiaries that are not consolidated for

13 For example, outstanding amounts of these 
instruments that count as supplementary capital 
include: 100 percent of the outstanding amounts 
with remaining maturities of more than five years:
80 percent of outstanding amounts with remaining 
maturities of four to five years; 60 percent of 
outstanding amounts with remaining maturities of 
three to four years; 40 percent of outstanding 
amounts with remaining maturities of two to three 
years: 20 percent of outstanding amounts with 
remaining maturities of one to two years: and 0 
percent of outstanding amounts with remaining 
maturities of less than one year. Such instruments 
with a remaining maturity of less than one year are 
excluded from Tier 2 capital.

14 Any assets deducted from capital in computing 
the numerator of the ratio are not included in 
weighted risk assets in computing the denominator 
of the ratio.
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accounting or supervisory purposes, and  
investm ents in other d esign ated  subsid iaries  
or a sso c ia ted  com pan ies at the d iscretion  of  
the Federal R eserve— dedu cted  from total 
capital com pon en ts (as described  in greater 
detail b elow ).

(iii) R eciprocal hold ings o f capital 
instrum ents o f banking organ ization s—  
deducted  from total cap ita l com pon en ts.

1. Goodwill and other intangible assets— a 
Goodwill. G oodw ill is an intangible a sse t  
that represents the e x ce ss  o f the purchase  
price over the fair m arket value o f  
identifiab le a s se ts  acquired le ss  liab ilities  
assum ed  in acqu isitions accou n ted  for under 
the purchase m ethod of accounting. A ny  
good w ill carried on the b a lan ce  sh eet o f  a 
bank holding com pany after D ecem ber 31. 
1992. w ill be d edu cted  from the sum  o f core  
cap ita l e lem en ts in determ ining Tier 1 capital 
for ratio ca lcu lation  purposes. A n y  goodw ill 
in ex isten ce  before M arch 12.1988. is 
"grandfathered” during the transition  period  
and is not dedu cted  from core capita l 
e lem en ts until after D ecem b er 31, 1992. 
H ow ever, bank hold ing com pan y goodw ill 
acquired as a result o f a m erger or acquisition  
that w a s  consum m ated on or after M arch 12, 
1988, is deducted  im m ed ia te ly .16

b. Other intangible assets. The Federal 
R eserve is not proposing, a s a m atter o f 
general policy, to deduct au tom atica lly  any  
other intangib le a s se ts  from the capita l o f 
bank hold ing com p an ies. T he Federal 
R eserve.-how ever, w ill contin ue to m onitor 
c lo se ly  the leve l and quality o f other  
in tangib le a sse ts— including purchased  
m ortgage serv icing  rights, lea seh o ld s, and  
core d ep osit value— and tak e them  into  
accou nt in a sse ss in g  the capita l adequ acy  
and overall a s se t  quality  o f  banking  
institutions.

G enerally , banking organ ization s should  
rev iew  all in tangib le a s se ts  at lea st quarterly  
and. if n ecessary , m ake appropriate  
reductions in their carrying va lu es. In 
addition , in order to conform  w ith  prudent 
banking practice, an  organization  should  
r ea ssess  such va lu es during its annual audit. 
Banking organ ization s shou ld  u se  appropriate  
am ortization m ethods and assign  prudent 
am ortization periods for intangib le a sse ts . 
Exam iners w ill rev iew  the carrying va lue o f  
th ese a sse ts , together w ith  supporting  
docum entation , a s w e ll as the 
app rop riaten ess o f including particular 
intangible a s se ts  in a banking organization 's  
capita! ca lcu lation . In m aking such  
eva lu ation s, exam in ers w ill con sid er  a 
num ber o f factors, including:

(1) The reliability  and predictability  o f  any  
cash  flo w s a sso c ia ted  w ith  the a sse t  and the 
degree o f certainty that can  be a ch ieved  in 
period ically  determ ining the a sse t  s  useful 
life and value;

(2) T he ex is ten ce  o f an active  and liquid  
market for the asset; and

1S Goodw ill acquired by a subsidiary bank in 
connection with a merger with a troubled or failed 
depository institution that regulatory authorities 
have specifically allow ed the bank to include in its 
capital will generally not be deducted from the core 
capital elem ents of its parent ba .k holding 
company.

(3) The feasib ility  o f selling  the a sse t apart 
from the banking organization  or from the 
bulk of its a sse ts .

W hile all in tangible a s se ts  w ill be  
m onitored, intangible a s se ts  (other than  
good w ill) in e x c e s s  o f 25 percent o f Tier 1 
capita l (w hich  is defin ed  net o f g ood w ill) w ill 
be subject to particularly c lo se  scrutiny, both  
through the inspection  p rocess and by other  
appropriate m eans. W h en ever n ecessa ry — in 
particular, w h en  a sse ss in g  ap p lication s to 
exp an d  or to engage in other a c tiv ities  that 
could entail unusual or higher-than-norm al 
risks— the Board w ill, on a ca se -b y -ca se  
b asis , contin ue to con sid er  the leve l o f an  
ind ividual organ ization’s tan gib le capita l 
ratios (after deducting all in tangib le a sse ts), 
together w ith  the quality and value o f the 
organization  s tangib le and intangib le a sse ts , 
in m aking an overall a sse ssm en t o f capita l 
adequ acy.

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

2. Investments in certain subsidiaries.— a. 
Unconsolidated banking or finance 
subsidiaries. The aggregate amount of 
investments in banking or finance 
subsidiaries *• whose financial statements 
are not consolidated for accounting or 
regulatory reporting purposes, regardless of 
whether the investment is made by the parent 
bank holding company or its direct or indirect 
subsidiaries, will be deducted from the 
consolidated parent banking organization’s 
total capital components.17 Generally, 
investments for this purpose are defined as 
equity and debt capital investments and any 
other instruments that are deemed to be 
capital m the particular subsidiary.

Advances (that is, loans, extensions of 
credit, guarantees, commitments, or any other 
forms of credit exposure) to the subsidiary 
that are not deemed to be capital will 
generally not be deducted from an 
organization's capital. Rather, such advances 
generally will be included in the parent 
banking organization’s consolidated assets 
and be assigned to the 100 percent risk 
category, unless such obligations are backed 
by recognized collateral or guarantees, in 
which case they will be assigned to the risk 
category appropriate to such collateral or 
guarantees. These advances may, however, 
also be deducted from the consolidated 
parent banking organization's capital if, in 
the judgment of the Federal Reserve, the risks 
stemming from such advances are

'* For this purpose, a banking and finance 
subsidiary generally is  defined a s any company 
engaged in banking or finance in which the parent 
institution holds directly or indirectly more than 50 
percent of the outstanding voting stock, or w hich is 
otherw ise controlled or capable of being controlled  
by the parent institution.

17 An exception to this deduction w ould be made 
in the case of shares acquired in the regular course 
o f securing or collecting a debt previously  
contracted in good faith. The requirements for 
consolidation are spelled  out in the instructions to 
the C onsolidated Financial Statem ents for Bank
Holding Companies (FR Y-9C Report].

comparable to the risks associated with 
capital investments or if the advances 
involve other risk factors that warrant such 
an adjustment to capita! for supervisory 
purposes. These other factors could include, 
for example, the absence of collateral 
support.

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

b. Other subsidiaries and investments. The 
deduction of investments, regardless of 
whether they are made by the parent bank 
holding company or by its direct or indirect 
subsidiaries, from a consolidated banking 
organization's capital will also be applied in 
the case of any subsidiaries, that, while 
consolidated for accounting purposes, are not 
consolidated for certain specified supervisory 
or regulatory purposes, such as to facilitate 
functional regulation. For this purpose, 
aggregate capital investments (that is, the 
sum of any equity or debt instruments that 
are deemed to be capital) in these 
subsidiaries will be deducted from the 
consolidated parent banking organization's 
total capital components.18 11

Advances (that is, loans, extensions of 
credit, guarantees, commitments, or any other 
forms of credit exposure) to such subsidiaries 
that are not deemed to be capital will 
generally not be deducted from capital. 
Rather, such advances will normally be 
included in the parent banking organization's 
consolidated assets and assigned to the 100 
percent risk category, unless such obligations 
are backed by recognized collateral or 
guarantees, in which case they will be 
assigned to the risk category appropriate to 
such collateral or guarantees. These 
advances may, however, be deducted from 
the consolidated parent banking 
organization's capital if, in the judgment of 
the Federal Reserve, the risks stemming from 
such advances are comparable to the risks 
associated with capital investments or if such 
advances involve other risk factors that

11 Investm ents in unconsolidated subsidiaries 
w ill be deducted from both Tier 1 and Tier 2 capital. 
A s a general rule, one-half (50 percent) of the 
aggregate amount o f capital investm ents w ill be 
deducted from the bank holding com pany's Tier t 
capital and one-half (50 percent) from its Tier 2 
capital. H ow ever, the Federal Reserve may, on a 
case-b y-case basis, deduct a proportionately greater 
amount from Tier 1 If the risks associated  with the 
subsidiary so  warrant. If the amount deductible 
from Tier 2 capital exceed s actual Tier 2 capital, the 
ex cess  would be deducted from Tier 1 capital. Bank 
holding com panies' risk-based capital ratios, net of 
these deductions, must exceed  the minimum  
standards set forth in section  IV.
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warrant such an adjustment to capital for 
supervisory purposes. These other factors 
could include, for example, the absence of 
collateral support.19

In general, when investments in a 
consolidated subsidiary are deducted from a 
consolidated parent banking organization's 
capital, the subsidiary's assets will also be 
excluded from the consolidated assets of the 
parent banking organization in order to 
assess the latter's capital adequacy.20

The Federal Reserve may also deduct from 
a banking organization's capital, on a case- 
by-case basis, investments in certain other 
subsidiaries in order to determine if the 
consolidated banking organization meets 
minimum supervisory capital requirements 
without reliance on the resources invested in 
such subsidiaries.

The Federal Reserve will not automatically 
deduct investments in other unconsolidated 
subsidiaries or investments in joint ventures 
and associated companies.21 * * Nonetheless, 
the resources invested in these entities, like 
investments in unconsolidated banking and 
finance subsidiaries, support assets not 
consolidated with the rest of the banking 
organization’s activities and. therefore, may 
not be generally available to support 
additional leverage or absorb losses 
elsewhere in the banking organization. 
Moreover, experience has shown that 
banking organizations stand behind the 
losses of affiliated institutions, such as joint 
ventures and associated companies, in order 
to protect the reputation of the organization 
as a whole. In some cases, this has led to 
losses that have exceeded the investments in 
such organizations.

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

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

19 In assessing the overall capital adequacy of a 
banking organization, the Federal Reserve may also 
consider the organization's fully consolidated 
capital position.

20 If the subsidiary's assets are consolidated with 
the parent banking organization for financial 
reporting purposes, this adjustment will involve 
excluding the subsidiary’s assets on a line-by-line 
basis from the consolidated parent organization’s 
assets. The parent banking organization's capital 
ratio will then be calculated on a consolidated basis 
with the exception that the assets of the excluded 
subsidiary will not be consolidated with the 
remainder of the parent banking organization.

21 The definition of such entities is contained in
the instructions to the Consolidated Financial
Statements for Bank Holding Companies. Under
regulatory reporting procedures, associated
companies and joint ventures generally are defined
as companies in which the banking organization
owns 20 to 50 percent of the voting stock.
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(1) The parent banking organization has 
significant influence over the financial or 
managerial policies or operations of the 
subsidiary, joint venture, or associated 
company;

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

(3) Other circumstances prevail that appear 
to closely tie the activities of the affiliated 
company to the parent banking organization

3. Reciprocal holdings of banking 
organizations' capital instruments.
Reciprocal holdings of banking organizations' 
capital instruments (that is, instruments that 
qualify as Tier 1 or Tier 2 capital) will be 
deducted from an organization's total capital 
components for the purpose of determining 
the numerator of the risk-based capital ratio

Reciprocal holdings are cross-holdings 
resulting from formal or informal 
arrangements in which two or more banking 
organizations swap, exchange, or otherwise 
agree to hold each other’s capital 
instruments. Generally, deductions will be 
limited to intentional cross-holdings. At 
present, the Board does not intend to require 
banking organizations to deduct non
reciprocal holdings of such capital 
instruments.22 23
III. Procedures for Computing Weighted Risk 
Assets and Off-Balance Sheet Items
A. Procedures

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

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

In general, if a particular item qualifies for 
placement in more than one risk category, it 
is assigned to the category that has the 
lowest risk weight. A holding of a U.S. 
municipal revenue bond that is fully 
guaranteed by a U.S. bank, for example, 
would be assigned the 20 percent risk weight

22 Deductions of holdings of capital securities 
also would not be made in the case of interstate 
“stake out" investments that comply with the 
Board's Policy Statement on Nonvoting Equity 
Investments, 12 CFR 225.143. In addition, holdings of 
capital instruments issued by other banking 
organizations but taken in satisfaction of debts 
previously contracted would be exempt from any 
deduction from capital.
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appropriate to claims guaranteed by U.S. 
banks, rather than the 50 percent risk weight 
appropriate to U.S. municipal revenue 
bonds.24 * * *

The terms ‘‘claims" and "securities" used 
in the context of the discussion of risk 
weights, unless otherwise specified, refer to 
loans or debUobligations of the entity on 
whom the claim is held. Assets in the form of 
stock or equity holdings in commercial or 
financial firms are assigned to the 100 percent 
risk category, unless some other treatment is 
explicitly permitted.
B. Collateral, Guarantees, and Other 
Considerations

1. Collateral. The only forms of collateral 
that are formally recognized by the risk- 
based capital framework are: cash on deposit 
in a subsidiary lending institution; securities 
issued or guaranteed by the central 
governments of the OECD-based group of 
countries,28 U.S. Government agencies, or 
U.S. Government-sponsored agencies; and 
securities issued by multilateral lending 
institutions or regional development banks. 
Claims fully secured by such collateral are 
assigned to the 20 percent risk category.

The extent to which qualifying securities 
are recognized as collateral is determined by 
their current market value. If a claim is only 
partially secured, that is, the market value of 
the pledged securities is less than the face 
amount of a balance sheet asset or an off-

23 The Board intends to monitor non-reciprocal 
holdings of other banking organizations' capital 
instruments and to provide information on such 
holdings to the Basle Supervisors' Committee as 
called for under the Basle capital framework.

24 An investment in shares of a fund whose 
portfolio consists solely of various securities or 
money market instruments that, if held separately, 
would be assigned to different risk categories, is 
generally assigned to the risk category appropriate 
to the highest risk-weighted security or instrument 
that the fund is permitted to hold in accordance 
with its stated investment objectives. However, in 
no case will indirect holdings through shares in such 
funds be assigned to the zero percent risk category. 
For example, if a fund is permitted to hold U.S. 
Treasuries and commercial paper, shares in that 
fund would generally be assigned the 100 percent 
risk weight appropriate to commercial paper, 
regardless of the actual composition of the fund's 
investments at any particular time. Shares in a fund 
that may invest only in U.S. Treasury securities 
would generally be assigned to the 20 percent risk 
category. If, in order to maintain a necessary degree 
of short-term liquidity, a fund is permitted to hold 
an insignificant amount of its assets in short-term, 
highly liquid securities of superior credit quality 
that do not qualify for a preferential risk weight, 
such securities will generally not be taken into 
account in determining the risk category into which 
the banking organization's-holding in the overall 
fund should be assigned. Regardless of the 
composition of the fund’s securities, if the fund 
engages in any activities that appear speculative in 
nature (for example, use of futures, forwards, or 
option contracts for purposes other than to reduce 
interest rate risk) or has any other characteristics 
that are inconsistent with the preferential risk 
weighting assigned to the fund's investments, 
holdings in the fund will be assigned to the 100 
percent risk category. During the examination 
process, the treatment of shares in such funds that 
are assigned to a lower risk weight will be subject 
to examiner review to ensure that they have been 
assigned an appropriate risk weight.
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balance sheet item, the portion that is 
covered by the market value of qualifying 
collateral is assigned to the 20 percent risk 
category, and the portion of the claim that is 
not covered by collateral in the form of cash 
or a qualifying security is assigned to the risk 
category appropriate to the obligor or, if 
relevant, the guarantor. For example, to the 
extent that a claim on a private sector obligor 
is collateralized by the current market value 
of U.S. Government securities, it would be 
placed in the 20 percent risk category and the 
balance would be assigned to the 100 percent 
risk category.

2. Guarantees. Guarantees of the OECD 
and non-OECD central governments, U.S. 
Government agencies, U.S. Government- 
sponsored agencies, state and local 
governments of the OECD-based group of 
countries, multilateral lending institutions 
and regional development banks, U.S. 
depository institutions, and foreign banks are 
also recognized. If a claim is partially 
guaranteed, that is, coverage of the guarantee 
is less than the face amount of a balance 
sheet asset or an off-balance sheet item, the 
portion that is not fully covered by the 
guarantee is assigned to the risk category 
appropriate to the obligor or, if relevant, to 
any collateral. The face amount of a claim 
covered by two types of guarantees that have 
different risk weights, such as a U.S. 
Covemment guarantee and a state guarantee, 
is to be apportioned between the two risk 
categories appropriate to the guarantors.

The existence of other forms of collateral 
or guarantees that the risk-based capital 
framework does not formally recognize may 
be taken into consideration in evaluating the 
risks inherent in an organization’s loan 
portfolio—which, in turn, would affect the 
overall supervisory assessment of the 
organization’s capital adequacy.

3. Mortgage-backed securities. Mortgage- 
backed securities, including pass-throughs 
and collateralized mortgage obligations (but 
not stripped mortgage-backed securities), that 
are issued or guaranteed by a U.S. 
Government agency or U.S. Government- 
sponsored agency are assigned to the risk 
weight category appropriate to the issuer or 
guarantor. Generally, a privately-issued 
mortgage-backed security meeting certain 
criteria set forth in the accompanying 
footnote *• is treated as essentially an

*• A  privately-issued mortgage-backed security 
may be treated as an indirect holding of the 
underlying assets provided that: (1) The underlying 
assets are held by an independent trustee and the 
trustee has a Brst priority, perfected security  
interest in the underlying asse ts  cm behalf o f the 
holders of the security; (2) either the holder of the 
security has an undivided pro rata ow nership  
interest in the underlying mortgage assets or the 
trust or single purpose entity (or conduit) that issues  
the security has no liabilities unrelated to the issued  
securities; (3) the security is  structured such that the 
cash flow  from the underlying a sse ts  in alt cases  
fully m eets the cash flow  requirements o f the 
security without undue reliance on any 
reinvestment income; and (4) there is no material 
reinvestment risk associated  with any funds 
aw aiting distribution to the holders of the security. 
In addition, if the underlying a sse ts  of a mortgage- 
backed security are com posed o f more than one 
type o f a s s e t  for exam ple, U.S. Government- 
sponsored agency securities and privately-issued

indirect holding of the underlying assets, and 
is assigned to the same risk category as the 
underlying assets, but in no case to the zero 
percent risk category. Privately-issued 
mortgage-backed securities whose structures 
do not qualify them to be regarded as indirect 
holdings of the underlying assets are 
assigned to the 100 percent risk category. 
During the inspection process, privately- 
issued mortgage-backed securities that are 
assigned to a lower risk weight category will 
be subject to examiner review to ensure that 
they meet the appropriate criteria.

While the risk category to which mortgage- 
backed securities is assigned will generally 
be based upon the issuer or guarantor or, in 
the case of privately-issued mortgage-backed 
securities, the assets underlying the security, 
any class of a mortgage-backed security that 
can absorb more than its pro rata share of 
loss without the whole issue being in default 
(for example, a so-called subordinated class 
or residual interest), is assigned to the 100 
percent risk category. Furthermore, all 
stripped mortgage-backed securities, 
including interest-only strips (IOs), principal- 
only strips (POs), and similar instruments, are 
also assigned to the 100 percent risk weight 
category, regardless of the issuer or 
guarantor.

4. Maturity. Maturity is generally not a 
factor in assigning items to risk categories 
with the exception of claims on non-OECD 
banks, commitments, and interest rate and 
foreign exchange rate contracts. Except for 
commitments, short-term is defined as one 
year or less remaining maturity and long
term is defined as over one year remaining 
maturity. In the case of commitments, short
term is defined as one year or less original 
maturity and long-term is defined as over one 
year original maturity.27
C. Risk Weights

Attachment 111 contains a listing of the risk 
categories, a summary of the types of assets 
assigned to each category and the risk weight 
associated with each category, that is, 0 
percent, 20 percent, 50 percent, and 100 
percent A brief explanation of the 
components of each category follows.

1. Category 1: zero percent This category 
includes cash (domestic and foreign) owned 
and held in all offices of subsidiary 
depository institutions or in transit and gold 
bullion held in either a subsidiary depository 
institution's own vaults or in another’s vaults 
on an allocated basis, to the extent it is offset 
by gold bullion liabilities.** * * The category

pass-through securities that qualify for the 50 
percent risk weight category, the entire mortgage- 
backed security is generally assigned to the 
category appropriate to the highest risk-weighted  
asset underlying the issue, but in no case to the zero 
percent risk category. Thus, in this exam ple, the 
security w ould receive the 50 percent risk weight 
appropriate to the privately-issued pass-through  
securities.

27 Through year-end 1992. remaining, rather than 
original, maturity may be used for determining the 
maturity of commitments.

** All other holdings of bullion are assigned to the
100 percent risk category.

also includes all direct claims (including 
securities, loans, and leases) on, and the 
portions of claims that are directly and 
unconditionally guaranteed by, the central 
governments 2* of the OECD countries and 
U.S. Government agencies,30 as well as all 
direct local currency claims on, and the 
portions of local currency claims that are 
directly and unconditionally guaranteed by, 
the central governments of non-OECD 
countries, to the extent that subsidiary 
depository institutions have liabilities booked 
in that currency. A claim is not considered to 
be unconditionally guaranteed by a central 
government if the validity of the guarantee is 
dependent upon some affirmative action by 
the holder or a third party. Generally, 
securities guaranteed by the U.S. Government 
or its agencies that are actively traded in 
financial markets, such as GNMA securities, 
are considered to be unconditionally 
guaranteed.

2. Category 2:20percent This category 
includes cash items in the process of 
collection, both foreign and domestic; short
term claims (including demand deposits) on, 
and the portions of short-term claims that are 
guaranteed by,31 * * * * * U.S. depository

** A central government is defined to include
departments and ministries, including the central 
bank, of the central government. The U.S. central 
bank includes the 12 Federal Reserve Banks, and 
stock held in these banks as a condition o f 
membership is assigned to the zero percent risk 
category. The definition o f central government does 
not include state, provincial, or local governments; 
or commercial enterprises ow ned by the central 
government. In addition, it does not include local 
government entities or commercial enterprises 
w hose obligations are guaranteed by the central 
government, although any claim s on such entities 
guaranteed by central governm ents are p laced in 
the sam e general risk category as other claim s 
guaranteed by central governm ents. OECD central 
governm ents are defined as central governm ents of 
the OECD-based group of countries; non-OECD  
central governm ents are defined as central 
governm ents o f countries that do not belong to the 
OECD-based group of countries.

30 A  U.S. Govem m nt agency is defined as an 
instrumentality o f the U.S. Government w hose  
obligations are fully and explicitly  guaranteed as to 
the timely payment of principal and interest by the 
full faith and credit o f the U.S. Government. Such 
agencies include the Government National 
Mortgage A ssociation  (GNMA), the Veterans 
Administration (VA), the Federal Housing  
Administration (FHA), the Export-Import Bank
(Exbn Bank), the O verseas Private Investment 
Corporation (OPlCj. the Commodity Credit 
Corporation (CCC), and the Small Business 
A dm inistration (SBA).

31 Claims guaranteed by U.S. depository
institutions and foreign banks include risk
participations in both bankers acceptances and
standby letters of credit, as w ell as participations in
com m itm ents, that are conveyed  to U.S. depository
institutions or foreign banks.
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institutions 38 and foreign banks 32 33; and long
term claims on, and the portions of long-term 
claims that are guaranteed by, U.S. 
depository institutions and OFCD banks.34 *

This category also includes the portions of 
claims that are conditionally guaranteed by 
OECD central governments and U.S. 
Government agencies, as well as the portions 
of local currency claims that are 
conditionally guaranteed by non-OECD 
central governments, to the extent that 
subsidiary depository institutions have 
liabilities booked in that currency. In 
addition, this category also includes claims 
on. and the portions of claims that are 
guaranteed by, U.S. Government-sponsored 
agencies 85 and claims on. and the portions

32 U.S. depository institutions are defined to 
indude branches (foreign and domestic) of 
federally-insured banks and depository institutions 
chartered and headquartered in the 50 states of the 
United States, the District of Columbia. Puerto Rico, 
and U.S. territories and possessions. The definition 
encompasses banks, mutual or stock savings banks, 
savings or building and loan associations, 
cooperative banks, credit unions, and international 
banking facilities or domestic banks. U.S.-chartered 
depository institutions owned by foreigners are also 
included in the definition. However, branches and 
agencies of foreign banks located in the U.S.. as 
well as all bank holding companies, are excluded.

53 Foreign banks are distinguished as either 
OECD banks or non-OECD banks. OECD banks 
include banks and their branches (foreign and 
domestic) organized under the laws of countries 
(other than the U.S.) that belong to the OECD-based 
group of countries. Non-OECD banks include banks 
and their branches (foreign and domestic) organized 
under tbe laws of countries that do not belong to the 
OECD-based group of countries. For this purpose, a 
bank is defined as an institution that engages m the 
business of banking; is recognized as a bank by the 
bank supervisory or monetary authorities of the 
country of its organization or principal banking., 
operations; receives deposits to a substantial extent 
in the regular-course of business; and has the power 
to accept demand deposits. Claims on. and the 
portions of claims that are guaranteed by. a non- 
OECD central bank are treated as claims on, or 
guaranteed by, a non-OECD bank, except for local 
currency claims that are guaranteed by, a non- 
OECD central bank that are funded in local 
currency liabilities. The latter claims are assigned to 
the zero percent risk category.

34 Long-term claims on. or guaranteed by, non- 
OECD banks and all claims on bank holding 
companies are assigned to the 100 percent risk 
category, as are holdings of bank-issued securities
that qualify as capital of the issuing banks.

36 For this purpose. U.S. Government-sponsored 
agencies are defined as agencies originally 
established or chartered by the Federal government 
to "serve public purposes specified by the U.S. 
Congress but whose obligations are not explicitly 
guaranteed by the full faith and credit of the U.S. 
Government These agencies include the Federal 
Home Loan Mortgage Corporation (FHLMC), the 
Federal National Mortgage Association (FNMA), the 
Farm Credit System, the Federal Home Loan Bank 
System, and the Student Loan Marketing 
Association (SLAM). Claims on U.S. Government- 
sponsored agencies include capital stock in a 
Federal Home Loan Bank that is held as a condition 
of membership in that Bank.

of claims guaranteed by. the International 
Bank for Reconstruction and Development 
(World Bank), the Interamerican 
Development Bank, the Asian Development 
Bank, the African Development Bank, the 
European Investment Bank, and other 
multilateral lending institutions or regional 
development banks in which the U.S. 
Government is a shareholder or contributing 
member. General obligation claims on. or 
portions of claims guaranteed by the full faith 
and credit of, states or other political 
subdivisions of the U.S. or other countries of 
the OECD-based group are also assigned to 
this category.36

This category also includes the portions of 
claims (including repurchase agreements) 
collateralized by cash on deposit in the 
subsidiary lending institution; by securities 
issued or guaranteed by OECD central 
governments, U.S. Government agencies or 
U.S. Government-sponsored agencies; or by 
securities issued by multilateral lending 
institutions or regional development banks in 
which the U.S. Government is a shareholder 
or contributing member.

3. Category 3: 50percent. This category 
includes loans fully secured by first liens 87 
on 1-4 family residential properties,8* either 
owner-occupied or rented, provided that such 
loans have been made in accordance with 
prudent underwriting standards, including a 
conservative loan-to-value ratio; ** are 
performing in accordance with their original 
terms; and are not 90 days or more past doe 
or carried in nonaccrual status.40 Also 
included m this category are privately-issued 
mortgage-hacked securities provided that; (1) 
The structure of the security meets the 
criteria described in section Ii 1(B)(3) above;
(2) if the security is backed by a  pool of 
conventional mortgages, each  underlying 
mortgage meets the criteria described above 
in this section for eligibility for the 50 percent 
risk weight category at the time the pool is 
originated; and (3) if the security is backed by 
privately-issued mortgage-backed securities. 
each underlying security qualifies for tbe 50 
percent risk category. Privateiy-issusd 
mortgage-backed securities that do not meet 
these criteria or that do not qualify for a 
lower risk weight are generally assigned to 
the 100 percent risk weight category.

Also assigned to this category are revenue 
(non-general obligation) bends or similar

36 Claims on, or guaranteed by. states or other 
political subdivisions of countries that do not 
belong to the OECD-based group o f countries are 
placed in the 150 percent risk category.

37 If •  banking organization holds die first and 
junior tien(d) on a residential property  and no other 
party holds an intervening lien, the transaction is 
treated as a single loan secured by a first lien far 
the purpose of determining the ban-to-value ratio.

3• The types o f properties that qualify a s 1-4 
family residences are listed in the instructions to the 
FR Y-9C Report.

3*The loan-to-vakje ratio tsbased  upon the most 
current appraised value of the property. AH the 
appraisals avast be made in a  manner consistent 
with the Federal hanking ageusias' real estate  
appraisal guidelines and with the banking 
organisation’s own appraisal guidelines.

4* Residential property loans that de  oat meet ali 
the specified criteria or that are madaforth#  
purpose e f  speculative property development are 
placed in the 100 percent risk category.
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obligations, including loans and leases, that 
are obligations of states or other political 
subdivisions of the U.S. (for example, 
municipal revenue bonds) or other countries 
of the OECD-based group, but for which the 
government entity is committed to repay the 
debt with revenues from the specific projects 
financed, rather than from general tax funds.

Credit equivalent amounts of interest rate 
and foreign exchange rate contracts involving 
standard risk obligors (that is, obligors whose 
loans or debt securities would be assigned to 
the 100 percent risk category) are included in 
the 50 percent category, unless they are 
backed by collateral or guarantees that allow 
them to be placed in a lower risk category.

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

This category includes long-term claims on. 
and the portions of long-term claims that are 
guaranteed by, non-OECD banks, and all 
claims on non-OECD central governments 
that entail some degree of transfer risk.41 
This category also includes all claims on 
foreign and domestic private sector obligors 
not included in the categories above 
(including loans to nondepository financial 
institutions and bank holding companies); 
claims on commercial firms owned by the 
public sector; customer liabilities to the bank 
on acceptances outstanding involving 
standard risk claims; 42 43 investments in fixed 
assets, premises, and other real estate 
owned; common and preferred stock of 
corporations, including stock acquired for 
debts previously contracted; commercial and 
consumer loans (except those assigned to 
lower risk categories due to recognized 
guarantees or collateral and loans for 
residential property that qualify for a lower 
risk weight); mortage-backed securities that 
do not meet criteria for assignment to a lower 
risk weight (including any classes of 
mortgage-backed securities that can absorb 
more than their pro rata share of loss without 
the whole issue being in default); and all 
stripped mortgage-backed and similar 
securities.

Also included m this category are 
industrial development bonds and similar 
obligations issued under the auspices of 
states or political subdivisions of the OECD- 
based group of countries for the benefit of a

41 Such assets include all non-local currency 
claims Oft. and the portions of claims that are 
guaranteed by, non-OECD central governments and
those portions of local currency claims on. or 
guaranteed by. non-OECD central governments that 
exceed the local currency liabilities held by 
subsidiary depot dory institutions.

43 Customer liahdittes on acceptances 
outstanding involving non-standard risk daiots. 
such as claims on U.S. depository institutions, are 
assigned to the risk category appropriate to the 
identity o f the obligor or. if relevant, the nature o f 
the collateral or guarantees backing tbe claims. 
Portions o f acceptances conveyed a s  risk 
participations to U.S. deftesttery institutions or 
foreign basks are assigned to the 20 percent risk 
category appropriate to short-term claims 
guaranteed by U.S. depository institutions and 
foreign banks.
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private party or enterprise where that party 
or enterprise, not the government entity, is 
obligated to pay the principal and interest, 
and all obligations of states or political 
subdivisions of countries that do not belong 
to the OECD-based group.

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

The face amount of an off-balance sheet 
item is incorporated into the risk-based 
capital ratio by multiplying it by a credit 
conversion factor. The resultant credit 
equivalent amount is assigned to the 
appropriate risk category according to the 
obligor, or, if relevant, the guarantor or the 
nature of the collateral.43 Attachment IV sets 
forth the conversion factors for various types 
of off-balance sheet items.

1. Items with a 100percent conversion 
factor. A 100 percent conversion factor 
applies to direct credit substitutes, which 
include guarantees, or equivalent 
instruments, backing financial claims, such as 
outstanding securities, loans, and other 
financial liabilities, or that back off-balance 
sheet items that require capital under the 
risk-based capital framework. Direct credit 
substitutes include, for example, financial 
standby letters of credit, or other equivalent 
irrevocable undertakings or surety 
arrangements, that guarantee repayment of 
financial obligations such as: commercial 
paper, tax-exempt securities, commercial or 
individual loans or debt obligations, or 
standby or commercial letters of credit.
Direct credit substitutes also include the 
acquisition of risk participations in bankers 
acceptances and standby letters of credit, 
since both of these transactions, in effect, 
constitute a guarantee by the acquiring 
banking organization that the underlying 
account party (obligor) will repay its 
obligation to the originating, or issuing, 
institution.43 44 * * (Standby letters of credit that 
are performance-related are discussed below 
and have a credit conversion factor of 50 
percent.)

The full amount of a direct credit substitute 
is converted at 100 percent and the resulting 
credit equivalent amount is assigned to the 
risk category appropriate to the obligor or, if 
relevant, the guarantor or the nature of the 
collateral. In the case of a direct credit 
substitute in which a risk participation 48 has

43 The sufficiency of collateral and guarantees for 
off-balance sheet items is determined by the market 
value of the collateral or the amount of the 
guarantee in relation to the face amount of the item, 
except for interest and foreign exchange rate 
contracts, for which this determination is made in 
relation to the credit equivalent amount. Collateral 
and guarantees are subject to the same provisions 
noted under section 111(B).

44 Credit equivalent amounts of acquisitions of
risk participations are assigned to the risk category
appropriate to the account party obligor, or. if
relevant, the nature of the collateral or guarantees.

48 That is, a participation in which the originating
banking organization remains liable to the

been conveyed, the full amount is still 
converted at 100 percent. However, the credit 
equivalent amount that has been conveyed is 
assigned to whichever risk category is lower: 
the risk category appropriate to the obligor, 
after giving effect to any relevant guarantees 
or collateral, or the risk category appropriate 
to the institution acquiring the participation. 
Any remainder is assigned to the risk 
category appropriate to the obligor, 
guarantor, or collateral. For example, the 
portion of a direct credit substitute conveyed 
as a risk participation to a U.S. domestic 
depository institution or foreign bank is 
assigned to the risk category appropriate to 
claims guaranteed by those institutions, that 
is, the 20 percent risk category.48 This 
approach recognizes that such conveyances 
replace the originating banking organization s 
exposure to the obligor with an exposure to 
the institutions acquiring the risk 
participations.47

In the case of direct credit substitutes that 
take the form of a syndication, that is, where 
each banking organization if obligated only 
for its pro rata share of the risk and there is 
no recourse to the originating banking 
organization, each banking organization will 
only include its pro rata share of the direct 
credit substitute in its risk-based capital 
calculation.

Financial standby letters of credit are 
distinguished from loan commitments 
(discussed below) in that standbys are 
irrevocable obligations of the banking 
organization to pay a third-party beneficiary 
when a customer (account party) fails to 
repay an outstanding loan or debt instrument 
(direct credit substitute). Performance 
standby letters of credit (performance bonds) 
are irrevocable obligations of the banking 
organization to pay a third-party beneficiary 
when a customer (account party) fails to 
perform some other contractual non-financial 
obligation.

The distinguishing characteristic of a 
standby letter of credit for risk-based capital 
purposes is the combination of irrevocability 
with the fact that funding is triggered by 
some failure to repay or perform an 
obligation. Thus, any commitment (by 
whatever name) that involves an irrevocable 
obligation to make a payment to the customer 
or to a third party in the event the customer 
fails to repay an outstanding debt obligation 
or fails to perform a contractual obligation is 
treated, for risk-based capital purposes, as 
respectively, a financial guarantee standby 
letter of credit or a performance standby.

A loan commitment, on the other hand, 
involves an obligation (with or without a 
material adverse change or similar clause) of

beneficiary for the full amount of the direct credit 
substitute if the party that has acquired the 
participation fails to pay when the instrument is 
drawn.

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

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

the banking organization to fund its customer 
in the normal course of business should the 
customer seek to draw down the 
commitment.

Sale and repurchase agreements and asset 
sales with recourse (to the extent not 
included on the balance sheet) and forward 
agreements also are converted at 100 
percent.48 So-called “loan strips" (that is, 
short-term advances sold under long-term 
commitments without direct recourse) are 
treated for risk-based capital purposes as 
assets sold with recourse and, accordingly, 
are also converted at 100 percent.

Forward agreements are legally binding 
contractual obligations to purchase assets 
with certain drawdown at a specified future 
date. Such obligations include forward 
purchases, forward forward deposits 
placed,49 and partly-paid shares and 
securities; they do not include commitments 
to make residential mortage loans or forward 
foreign exchange contracts.

Securities lent by a banking organization 
are treated in one of two ways, depending 
upon whether the lender is at risk of loss. If a 
banking organization, as agent for a 
customer, lends the customer’s securities and 
does not indemnify the customer against loss, 
then the transaction is excluded from the 
risk-based capital calculation. If, 
alternatively, a banking organization lends its 
own securities or, acting as agent for a 
customer, lends the customer's securities and 
indemnifies the customer against loss, the 
transaction is converted at 100 percent and 
assigned to the risk weight category 
appropriate to the obligor, to any collateral 
delivered to the lending banking 
organization, or, if applicable, to the 
independent custodian acting on the lender’s 
behalf.

2. Items with a 50percent conversion 
factor. Transaction-related contingencies are 
converted at 50 percent. Such contingencies 
include bid bonds, performance bonds, 
warranties, standby letters of credit related 
to particular transactions, and performance 
standby letters of credit, as well as 
acquisitions of risk participation in 
performance standby letters of credit. 
Peformance standby letters of credit 
represent obligations backing the 
performance of nonfinancial or commercial 
contracts or undertakings. To the extent 
permitted by law or regulation, performance 
standby letters of credit include 
arrangements backing, among other things, 
subcontractors’ and suppliers’ performance,

48 In regulatory reports and under GAAP, bank 
holding com panies are permitted to treat som e asset 
sa les with recourse as ‘true’’ sa les. For risk-based  
capital purposes, however, such asse ts sold with 
recourse and reported as "true" sales by bank 
holding com panies are converted at 100 percent and 
assigned to the risk category appropriate to the 
underlying obligor, or, if relevant the guarantor or 
nature of the collateral, provided that the 
transactions m eet the definition of assets sold with  
recourse, including the sa le of 1-4 family residential 
mortgages, that is contained in the instructions to 
the commercial bank Consolidated Reports of 
Condition and Income (Call Report).

49 Forward forward deposits accepted are treated 
as interest rate contracts.
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labor and m aterials contracts, and  
construction  bids.

The unused portion o f com m itm ents w ith  
an original m aturity ex ceed in g  one year,50 
including underw riting com m itm ents, and  
com m ercial and consum er credit 
com m itm ents a lso  are converted  at 50 
percent. O riginal m aturity is defin ed  as the 
length o f tim e b etw een  the date the 
com m itm ent is issu ed  and the earliest date on 
which: (1) The banking organization can, at 
its option, uncon dition ally  (w ithout cause) 
can cel the com m itm ent; 51 and (2) the 
banking organization is sch ed uled  to (and as  
a normal practice actually  does) rev iew  the 
facility  to determ ine w hether or not it should  
be exten d ed . Such rev iew s m ust contin ue to 
be condu cted  at least annually for such a 
facility  to qualify as a short-term  
com m itm ent.

C om m itm ents are defin ed  as any legally  
binding arrangem ents that obligate a banking  
organization  to extend  credit in the form of 
loan s or leases: to purchase loans, securities, 
or other assets; or to participate in loan s and  
lea ses . T hey a lso  include overdraft facilities, 
revolving credit, hom e equity and m ortgage  
lin es o f credit, and sim ilar transactions. 
N orm ally, com m itm ents invo lve a w ritten  
contract or agreem ent and a com m itm ent fee. 
or som e other form o f consideration . 
C om m itm ents are included in w eigh ted  risk  
a sse ts  regard less o f w hether they contain  
“m aterial ad verse  change" c la u ses  or other  
provision s that are in ten ded  to relieve  the 
issu er o f its funding ob ligation  under certain  
conditions. In the ca se  o f com m itm ents  
structured as syn d ication s, w here the 
banking organization  is ob ligated  so le ly  for 
its pro rata share, only  the banking  
organ ization’s proportional share o f the 
syn d ica ted  com m itm ent is taken into accou nt 
in calcu latin g the r isk -based  cap ita l ratio.

F acilities  that are u n con dition ally  
ca n cella b le  (w ithout cau se) at any tim e by  
the banking organization are not d eem ed  to 
be com m itm ents, provided the banking  
organization  m akes a sep arate  credit d ec ision  
before each  draw ing under the facility . 
C om m itm ents w ith  an original m aturity o f 
on e year or le ss  are d eem ed  to invo lve low  
risk and. therefore, are not a s se s s e d  a cap ita l 
charge. Such short-term  com m itm ents are 
d efin ed  to include the un used portion o f lin es  
o f credit on retail credit cards and rela ted  
plan s (as defin ed  in the instructions to the FR 
Y-9C  Report) if the banking organization  has  
the un con dition al right to ca n cel the line o f 
credit at any tim e, in accord an ce  w ith  
ap p licab le  law .

O nce a com m itm ent has been  converted  at 
50 percent, an y  portion that has been  
co n v ey ed  to U .S. depository  institu tion s or 
OECD banks a s partic ip ations in w hich  the

50 Through year-end 1992, remaining maturity 
may be used for determining the maturity of off- 
balance sheet loan commitments; thereafter, 
original maturity must be used.

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

originating banking organization retains the 
full obligation to the borrower if the 
participating bank fails to pay when the 
instrument is drawn, is assigned to the 20 
percent risk category. This treatment is 
analogous to that accorded to conveyances of 
risk participations in standby letters of credit. 
The acquisition of a participation in a 
commitment by a banking organization is 
converted at 50 percent and assigned to the 
risk category appropriate to the account party 
obligor or, if relevant, the nature of the 
collateral or guarantees.

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

3. Items with a 20percent conversion 
factor. Short-term, self-liquidating trade- 
related contingencies which arise from the 
movement of goods are converted at 20 
percent. Such contingencies generally include 
commercial letters of credit and other 
documentary letters of credit collateralized 
by the underlying shipments.

4. Items with a zero percent conversion 
factor. These include unused portions of 
commitments with an original maturity of one 
year or less,52 or which are unconditionally 
cancellable at any time, provided a separate 
credit decision is made before each drawing 
under the facility. Unused portions of lines of 
credit on retail credit cards and related plans 
are deemed to be short-term commitments if 
the banking organization has the 
unconditional right to cancel the line of credit 
at any time, in accordance with applicable 
law.
E. Interest Rate and Foreign Exchange Rate 
Contracts

1. Scope. Credit equivalent amounts are 
computed for each of the following off- 
balance sheet interest rate and foreign 
exchange rate instruments:
I. Interest Rate Contracts

A. Single currency interest rate swaps.
B. Basis swaps.
C. Forward rate agreements.
D. Interest rate options purchased 

(including caps, collars, and floors 
purchased).

E. Any other instrument that gives rise to 
similar credit risks (including when- 
issued securities and forward forward 
deposits accepted).

II. Exchange Rate Contracts
A. Cross-currency interest rate swaps.
B. Forward foreign exchange contracts.
C. Currency options purchased.
D. Any other instrument that gives rise to 

similar credit risks.
Exchange rate contracts with an original 
maturity of fourteen calendar days or less

51 Through year-end 1992. remaining maturity 
may be used for determining term to maturity for 
off-balance sheet loan commitments; thereafter, 
original maturity must be used.

and instrum ents traded on exch a n g es  that 
require daily  paym ent o f variation  margin are 
exclu d ed  from the r isk -based  ratio 
calcu lation . O ver-the-counter options  
purchased, how ever, are included and treated  
in the sam e w ay  as the other interest rate and  
exch an ge  rate contracts.

2. Calculation of credit equivalent 
amounts. Credit eq u iva len t am ounts are 
ca lcu lated  for each  ind ividual contract o f the 
types listed  above. To ca lcu la te  the credit 
equ ivalen t am ount o f its  o ff-b a lan ce  sh eet  
in terest rate and exch an ge  rate instrum ents, a 
banking organization  sum s th ese  am ounts:

(1) The m ark-to-m arket value * 61 53 (positiv- 
valu es only) o f  each  contract (that is, the 
current exposure); and

(2) An estim ate  o f the potentia l future 
credit exp osu re  over the rem aining life o f 
each contract.

The poten tia l future credit exposure on a 
contract, including contract' w ith n egative  
m ark-to-m arket va lu es is estim ated  by  
m ultiplying the notional principal am ount by  
one o f the fo llow in g  credit con version  factors, 
as appropriate:

R em ain ing  maturity
In terest rate  

contracts  
(percent)

E xch an g e
rate

contracts
(p ercent)

0 1.0
5 .0O ver o n e  y e a r ................... 0 .5

E xam ples o f  the ca lcu lation  o f credit 
equ iva len t am ounts for th ese  instrum ents are  
con ta in ed  in A ttachm ent V.

B ecau se  exch an ge  rate contracts in vo lve  
an exch an ge  o f principal upon maturity, and  
ex ch an ge  rates are genera lly  m ore vo la tile  
than in terest rates, higher con version  factors  
h ave b een  e sta b lish ed  for foreign exch an ge  
contracts than for in terest rate contracts.

N o poten tia l future credit exposure is  
ca lcu la ted  for single currency in terest rate  
sw a p s  in w h ich  p aym en ts are m ade b a sed  
upon tw o floating rate in d ices, so -ca lled  
floa tin g /floa tin g  or b a s is  sw ap s; the credit 
exp osu re  on  th ese  contracts is eva lu a ted  
so le ly  on the b a s is  o f their m ark-to-m arket 
valu es.

3. Risk weights. O nce the credit equ iva len t  
am ount for in terest rate and ex ch an ge  rate 
instrum ents has b een  determ ined, that 
am ount is  a ssig n ed  to the risk w eight 
category appropriate to the counterparty, or. 
if  relevan t, th e  nature o f any co lla tera l or 
guarantees.® 4 H ow ever , the m axim um  w eigh t

53 Mark-to-market vetoes are measured in dollars, 
regardless of the currency or currencies specified in 
the contract and should reflect changes ia both 
interest rates and counterparty credit quality.

34 For interest and ex change rate contracts, 
sufficiency of co&aterel «r guarantee* is determined 
by the market value of the collateral or the amount 
of the guarantee in relation to the credit equivalent 
amount Cot lateral and guarantees are subject to the 
same provisions noted under section Hi (B).
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that will be applied to the credit equivalent 
amount of such instruments is 50 percent.

4. Avoidance o f double counting. In certain 
cases, credit exposures arising from the 
interest rate and exchange instruments 
covered by these guidelines may already be 
reflected, in part, on the balance sheet. To 
avoid double counting such exposures in the 
assessment of capital adequacy and, perhaps, 
assigning inappropriate risk weights, 
counterparty credit exposures arising form 
the types of instruments covered by these 
guidelines may need to be excluded from 
balance sheet assets in calculating banking 
organizations’ risk-based capital ratios.

5. Netting. Netting of swaps and similar 
contracts is recognized for purposes of 
calculating the risk-based capital ratio only 
when accomplished through netting by 
novation.55 While the Federal Reserve 
encourages any reasonable arrangements 
designed to reduce the risks inherent in these 
transactions, other types of netting 
arrangements are not recognized for purposes 
of calculating the risk-based ratio at this 
time.
IV. Minimum Supervisory Ratios and 
Standards

The interim and final supervisory 
standards set forth below specify minimum 
supervisory ratios based primarily on broad 
credit risk considerations. As noted above, 
the risk-based ratio does not take explicit 
account of the quality of individual asset 
portfolios or the range of other types of risks 
to which banking organizations may be 
exposed, such as interest rate, liquidity, 
market or operational risks. For this reason, 
banking organizations are generally expected 
to operate with capital positions well above 
the minimum ratios. This is particularly true 
for institutions that are undertaking

significant expansion or that are exposed to 
high or unusual levels of risk.

Upon adoption of the risk-based 
framework, any organization that does not 
meet the interim or final supervisory ratios, 
or whose capital is otherwise considered 
inadequate, is expected to develop and 
implement a plan acceptable to the Federal 
Reserve for achieving an adequate level of 
capital consistent with the provisions of these 
guidelines or with the special circumstances 
affecting the individual organization. In 
addition, such organizations should avoid 
any actions, including increased risk-taking 
or unwarranted expansion, that would lower 
or further erode their capital positions.
A. Minimum Risk-Based Ratio After 
Transition Period

As reflected in Attachment VI, by year-end 
1992. all bank holding companies 56 should 
meet a minimum ratio of qualifying total 
capital to weighted risk assets of 8 percent, of 
which at least 4.0 percentage points should 
be in the form of Tier 1 capital. (Section II 
above contains detailed definitions of capital 
and related terms used in this section.) The 
maximum amount of supplementary capital 
elements that qualifies as Tier 2 capital is 
limited to 100 percent of Tier 1 capital net of 
goodwill. In addition, the combined maximum 
amount of subordinated debt and 
intermediate-term preferred stock that 
qualifies as Tier 2 capital is limited to 50 
percent of Tier 1 capital net of goodwill. The 
maximum amount of the allowance for loan 
and lease losses that qualifies as Tier 2 
capital is limited to 1.25 percent of gross 
weighted risk assets. Allowances for loan 
and lease losses in excess of this limit may, 
of course, be maintained, but would not be 
included in an organization’s total capital.
The Federal Reserve will continue to require

bank holding companies to maintain reserves 
at levels fully sufficient to cover losses 
inherent in their loan portfolios.

Qualifying total capital is calculated by 
adding Tier 1 capital and Tier 2 capital 
(limited to 100 percent of Tier 1 capital) and 
then deducting from this sum certain 
investments in banking or finance 
subsidiaries that are not consolidated for 
accounting or supervisory purposes, 
reciprocal holdings of banking organizations' 
capital securities, or other items at the 
direction of the Federal Reserve. The 
conditions under which these deductions are 
to be made and the procedures for making 
the deductions are discussed above in section 
11(B).
B. Transition Arrangements

The transition period for implementing the 
risk-based capital standard ends on 
December 31,1992.57 58 Initially, the risk-based 
capital guidelines do not establish a minimum 
level of capital. However, by year-end 1990, 
banking organizations are expected to meet a 
minimum interim target ratio for qualifying 
total capital to weighted risk assets of 7.25 
percent, at least one-half of which should be 
in the form of Tier 1 capital. For purposes of 
meeting the 1990 interim target, the amount of 
loan loss reserves that may be included in 
capital is limited to 1.5 percent of weighted 
risk assets and up to 10 percent of an 
organization’s Tier 1 capital may consist of 
supplementary capital elements. Thus, the 
7.25 percent interim target ratio implies a 
minimum ratio of Tier 1 capital to weighted 
risk assets of 3.6 percent (one-half of 7.25) 
and a minimum ratio of core capital elements 
to weighted risk assets ratio of 3.25 percent 
(nine-tenths of the Tier 1 capital ratio).

A t t a c h m e n t  I.— S a m p l e  C a l c u l a t io n  o f  R i s k -B a s e d  C a p it a l  R a t io  f o r  B a n k  H o l d in g  C o m p a n ie s

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

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

Total Balance Sheet A ssets.................................................................................................................................................................................. $100,000

Off-Balance Sheet Items:
Standby letters of credit (“SLCs”) backing general obligation debt issues of U S. municipalities (“G O s")............................................  $10,000

5S Netting by novation, for this purpose, is a
written bilateral contract between two 
counterparties under which any obligation to each 
other to deliver a given currency on a given date is
automatically amalgamated with all other 
obligations for the same currency and value date, 
le g a lly  substituting one single net amount for the 
previous gross obligations.

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

67 The Basle capital framework does not establish 
an initial minimum standard for the risk-based 
capital ratio before the end of 1990. However, for 
tne purpose of calculating a risk-based capital ratio 
prior to year-end 1990, no sublimit is placed on the

amount of the allowance for loan and lease losses 
includable in Tier 2. In addition, this framework 
permits, under temporary transition arrangements, a 
certain percentage of an organization's Tier 1 
capital to be made up of supplementary capital 
elements. In particular, supplementary elements 
may constitute 25 percent of an organization's Tier 1 
capital (before the deduction of goodwill) up to the 
end of 1990; from year-end 1990 up to the end of 
1992, this allowable percentage of supplementary 
elements in Tier 1 declines to 10 percent of Tier 1 
(before the deduction of goodwill). Beginning on 
December 31,1992. supplementary elements may 
not be included in Tier 1. The amount of 
subordinated debt and intermediate-term preferred 
stock temporarily included in Tier 1 under these 
arrangements will not be subject to the sublimit on 
the amount of such instruments includable in Tier 2 
capital. While the transitional arrangements allow

an organization to include supplementary elements 
in Tier 1 on a temporary basis, the amount of 
perpetual preferred stock that may be included in a 
bank holding company’s Tier 1—both during and 
after the transition period—is, as described in 
section 11(A), based solely upon a specified 
percentage of the organization’s permanent core 
capital elements (that is. common equity, perpetual 
preferred stock, and minority interest in the equity 
of consolidated subsidiaries), not upon total Tier 1 
elements that temporarily include Tier 2 items. 
Once the amount of supplementary items that may 
temporarily qualify as Tier 1 elements is 
determined, goodwill must be deducted from the 
sum of this amount and the amount of the 
organization's permanent core capital elements for 
the purpose of calculating Tier 1 (net of goodwill). 
Tier 2. and total capital.
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At t a c h m e n t  I.— S a m p le  C a l c u l a t io n  o f  R is k -Ba s e d  C a p it a l  R a t io  fo r  B a n k  H o l d in g  C o m p a n ie s — C ontinued

L o n g - te rm  le g a lly  b in d in g  c o m m itm e n ts  to  p r iv a te  c o r p o r a t io n s ..................................................................................................................................................................  2 0 ,0 0 0

Total Off/Balance Sheet Items............................................................................................................................................................................ $30,000
This bank holding company’s total capital to to ta l assets (leverage) ratio would be: ($6,000/5100,0001 -6 .00%
To compute the bank holding company’s weighted risk assets:
1 Compute the credit equivalent amount of each off-balance sheet (“OBS") item.

OBS item Face value Conversion
factor

C redit
equiva lent

am ount

S L C S  backing municipal G O s ...........................................................................................................................................................................................  $ 1 0 ,0 0 0  .<
Long-term  com m itm ents  to private co rp o ratio n s ....................................................................................................................................................  $ 2 0 ,0 0 0  x
2. M ultiply each  b a lan ce  sh eet asse t and the  credit equiva lent am oun t of e ach  O B S  item  by the  appropria te  risk weight.
0 %  Category:

C a s h .......................................................................................................................................................................................................................................  5 ,0 0 0
U S. T re a s u rie s ................................................................................................................................................................................................................  2 0 ,0 0 0

2 5 ,0 0 0  x

2 0 %  Category:
B a lan ces a t dom estic  b a n k s .....................................................................................................................................................................................  5 ,0 0 0
C redit equiva lent am oun ts  of S LC s backing G O s  of U S. m unic ipa lities .........................................................................................  1 0 ,0 00

1 5 ,0 0 0  x

5 0 %  Category:
Loans secured  by first liens on 1 -4  fam ily residentia l properties 5 ,0 0 0  x

1 0 0 %  Category:
Loans to  private c o rp o ratio n s ..................................................................................................................................................................................  6 5 ,0 0 0
C red it equ iva lent am oun ts  of long-term  com m ittm ents  to  private  c o rp o ra tio n s ..........................................................................  1 0 ,0 00

$ 7 5 ,0 0 0  x

1.00 = $ 10,000
0  50  =  5 1 0 ,0 0 0

0 = 0

.20  =  $ 3 ,0 0 0

.50  =  $ 2 ,5 0 0

1 .0 0  =  7 5 .0 0 0

T o ta l R isk-w eighted  A s se ts ............................................................ - ........ - ........................................................................................................
This  bank holding com p an y 's  ratio of total cap ita l to  w eighted risk assets  (risk-based  cap ital ratio) w ould  be: (S 6 .0 0 0 /$ 8 0 ,5 0 0 )  =  7 ,4 5 %

8 0 ,5 0 0

A t t a c h m e n t  l l .— S u m m a r y  D e f in i t io n  o f  Q u a l if y in g  C a p i t a l  f o r  B a n k  H o l d i n g  C o m p a n i e s * (U s i n g  t h e  Y e a r -E n d  1992
S t a n d a r d s )

Components Minimum requirements after transition period

Core Capital ( Tier f )„................................................................................ Must equal or exceed  4% of weighted risk assets. 
No limit.Common stockholders' equity.................................................................

Qualifying cumulative and noncumulative perpetual preferred 
stock.

Minority interest in equity accounts of consolidated subsidiar
ies.

Less: G oodw ill1.................................................................. .........................

Limited to 25% of the sum of common stock, minority interests, and qualifying perpetual preferred 
stock.

Organizations should avoid using minority interests to introduce elem ents not otherwise qualifying for 
Tier 1 capital.

Supplementary Capital ( Tier 2 ) .................................................. Total of Tier 2 is limited to 100% of Tier I .2
Limited to 1.25% of weighted risk a sse ts .2 
No limit within Tier 2.Perpetual preferred stock .........................................................................

Hybrid capital instruments, perpetual debt, and mandatory 
convertible securities.

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

No limit within Tier 2.

Subordinated debt and intermediate-term preferred stock are limited to 50% of Tier 1 ;* amortized for 
capital purposes a s  they approach maturity.

Not included; organizations encouraged to disclose; may b e evaluated on a case-b y-case basis for 
international comparisons; and taken into account in making an overall a ssessm en t of capital.

As a general rule, one-half of die aggregate investm ents will b e  deducted from Tier 1 capital and 
one-half from Tier 2  capital.4

On a case-b y-case basis or a s  a  matter of policy after formal rulemaking.

Must equal or exceed  8% of weighted risk asse ts.

Deductions (.from sum of Tier 1 and Tier 2):
Investments in unconsolidated subsidiaries..............................

Reciprocal holdings of banking organizations' capital s e 
curities

Other deductions (such a s  other subsidiaries or joint 
ventures) a s  determined by supervisory authority 

Total Capital ( Tier 1 + Tier 2-Deductions)........ ..........................

* S e e  discussion in section II of the guidelines for a oom piete description of the requirements for, and the limitations on, the com ponents of qualifying capita)
1 Goodwill on books of bank holding com panies before March 12. 1988, would b e  "grandfathered" for the transition period.
2 Amounts in e x c e ss  of limitations are permitted but do not qualify a s  capital.
3 Amounts in e x c e ss  of limitations are permitted but do not qualify a s  capital.4 A proportionately greater amount may be deducted from Tier 1 capital If the risks associated  with the subsidiary so  warrant
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Attainment III—Summary o f Risk Weights 
and Risk Categories for Bank Holding 
Companies
Category 1: Zero Percent

1. Cash (domestic and foreign) held in 
subsidiary depository institutions or in 
transit.

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

3. Direct claims on. and the portions of 
claims that are unconditionally guaranteed 
by, the U.S. Treasury and U.S. Government 
agencies ' and the central governments of 
other OECD countries, and local currency 
claims on. and the portions of local currency 
claims that are unconditionally guaranteed 
by, the central governments of non-OECD 
countries (including the central banks of non- 
OECD countries), to the extent that 
subsidiary depository institutions have 
liabilities booked in that currency.

4. Gold bullion held in the vaults of a 
subsidiary depository institution or in 
another's vaults on an allocated basis, to the 
extent offset by gold bullion liabilities.
Category 2: 20 Percent

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

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

3. Short-term claims (remaining maturity of 
one year or less) on, and the portions of 
short-term claims that are guaranteed by. 
non-OECD banks.

4. The portions of claims that are 
conditionally guaranteed by the central 
governments of OECD countries and U.S. 
Government agencies, and the portions of 
local currency claims that are conditionally 
guaranteed by the central governments of 
non-OECD countries, to the extent that 
subsidiary depository institutions have 
liabilities booked in that currency.

5. Claims on. and the portions of claims 
that are guaranteed by, U.S. Government- 
sponsored agencies.1 2

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

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

8. The portions of claims that are 
collateralized 3 by securities issued or 
guaranteed by the U.S. Treasury the central 
governments of other OECD countries. U.S. 
Government agencies. U.S. Government-

1 For the purpose of calculating the risk-based 
capital ratio, a U.S. Government agency is defined 
as an instrumentality of the U.S. Government whose 
obligations are fully and e x p l ic i t ly  guaranteed as to 
the timely payment of principal and interest by the 
full faith and credit of the U.S. Government.

2 For the purpose of calculating the risk-based 
capital ratio, a U.S. Government-sponsored agency
is defined as an agency originally established or 
chartered to serve public purposes specified by the 
IJ.S. Congress but whose obligations are not 
explicitly guaranteed by the full faith and credit of 
the U.S. Government.

sponsored agencies, or by cash on deposit in 
the subsidiary depository institution.

9. The portions of claims that are 
collateralized 3 by securities issued by 
official multilateral lending institutions or 
regional development banks.

10. Certain privately-issued securities 
representing indirect ownership of mortgage- 
backed U.S. Government agency or U.S. 
Government-sponsored agency securities.

11. Investments in shares of a fund whose 
portfolio is permitted to hold only securities 
that would qualify for the zero or 20 percent 
risk categories.
Category 3: 50 Percent

1. Loans fully secured by first liens on 1-4 
family residential properties that have been 
made in accordance with prudent 
underwriting standards, that are performing 
in accordance with their original terms, and 
are not past due or in nonaccrual status, and 
certain privately-issued mortgage-backed 
securities representing indirect ownership of 
such loans. (Loans made for speculative 
purposes are excluded.)

2. Revenue bonds or similar claims that are 
obligations of U.S. state or local governments, 
or other OECD local governments, but for 
which the government entity is committed to 
repay the debt only out of revenues from the 
facilities financed.

3. Credit equivalent amounts of interest 
rate and foreign exchange rate related 
contracts., except for those assigned to a 
lower risk category.
Category 4:100 Percent

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

foreign banks with a remaining maturity 
exceeding one year.

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

4. Obligations issued by LLS. state of local 
governments, or other OECD local 
governments (including industrial 
development authorities and similar entities), 
repayable solely by a private party or 
enterprise.

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

6. investments in any unconsolidated 
subsidiaries, (oint ventures, or associated 
companies—if not deducted from capital.

7. Instruments issued by other banking 
organizations that qualify as capital—if not 
deducted from capitaL

8. Claims on commercial firms owned by a 
government.

9. All other assets, including any intangible 
assets that are not deducted from capitaL

Attachment IV—Credit Conversion Factors 
for Off-Balance Sheet Items for Bank Holding 
Companies
100 Percent Conversion Factor

1. Direct credit substitutes. (These include 
general guarantees of indebtedness and all 
guarantee-type instruments, including

3 The extent of collateralization is determined by 
current market value.

standby letters of credit backing the financial 
obligations of other parties.)

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

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

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

5. Securities lent for which the hanking 
organization is at risk.
50 Percent Conversion Factor

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

2. Unused portions of commitments with an 
original maturity 1 exceeding one year, 
including underwriting commitments and 
commercial credit lines.

3. Revolving underwriting facilities fRUFs). 
note issuance facilities (NIFs). and similar 
arrangements.
20 Percent Conversion Factor

1. Short-term, self-liquidating trade-related 
contingencies, including commercial letters of 
credit
Zero Percent Conversion Factor

1. Unused portions of commitments with an 
original maturity * of one year or less, or 
which are unconditionally cancellable at any 
time, provided a separate credit decision is 
made before each drawing.
Credit Conversion for Interest Rate end 
Foreign Exchange Contracts

The total replacement cost of contracts 
(obtained by summing the positive mark-to- 
market values of contracts) is added to a 
measure of future potential increases in 
credit exposure. This future potential 
exposure measure is calculated by 
multiplying the total notional value of 
contracts by one of the following credit 
conversion factors, as appropriate;

R em ain ing  M aturity
In te res t

Rate
Contracts
(percent)

Exchange
Rate

C o ntracts
(percent)

O n e  y ea r or le s s ............... 0 1 0
O ve r o n e  y e a r .......... .......... 0 .5 5 .0

No potential exposure is calculated for 
single currency interest rate swaps in which 
payments are made based upon two floating 
rate indices, that is. so called floating/ 
floating or basis swaps. The credit exposure 
on these contracts is evaluated solely on the 
basis of their mark-to-market value. 
Exchange rate contracts with an original 
maturity of fourteen days or less are 
excluded. Instruments traded on exchanges 
that require daily payment of variation 
margin are also excluded. The only form of 
netting recognized is netting by novation.

1 Remaining maturity may be used until year-end 
1992.
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A t t a c h m e n t  V — C a l c u l a t i o n  o f  C r e d it  E q u i v a l e n t  A m o u n t s  In t e r e s t  R a t e  a n d  F o r e i g n  E x c h a n g e  R a t e  R e l a t e d

T r a n s a c t i o n s  f o r  B a n k  H o l d i n g  C o m p a n i e s

Potential exposure Current exposure

Type of contract (remaining maturity) Notional 
principal x 
(dollars)

Potential
exposure

conversion
factor

Potential +
exposure
(dollars)

Replacement 
c o s t 1

Current 
exposure 
(dollars) 1 2

ureau
equivalent

amount
(dollars)

(1) 120-day forward foreign ex ch a n g e ........................... 5,000,000 .01 50,000 100,000 100.000 150.000
(2) 120-day forward foreign exch an ge ...........................
(3) 3-year single-currency fixed/floating interest rate

6,000,000 .01 60,000 -1 2 0 ,0 0 0 0 60.000

sw ap.......................................................................................
(4) 3-year single currency fixed/floating interest rate

10.000,000 .005 50,000 200,000 200,000 250.000

sw ap.......................................................................................
(5) 7-year cross-currency floating/floating interest rate

10,000,000 .005 50,000 -2 5 0 ,0 0 0 0 50,000

sw ap ................... ................................................................... 20.000.000 .05 1,000,000 -1 .3 0 0 ,0 0 0 0 1,000,000

T otal.........................................................................................  $51 ,000,000 ............................................................................................................................................ $1 ,510,000

1 These numbers are purely for illustration.
2 The larger of zero or a positive mark-to-market value

A t t a c h m e n t  V I.— S u m m a r y

Transitional arrangements for bank holding com panies

Initial Year-end 1990

1. Minimum standard of total capital to 
weighted risk asse ts.

2. Definition of Tier 1 capital......................

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

4. Minimum standard of stockholders’ 
equity to weighted risk asse ts.

5. Limitations on supplementary capitaf 
elem ents:

a. Allowance for loan and lea se  
lo sses .

b. Perpetual preferred stock ................
c. Hybrid capital instruments, per

petual debt, and mandatory con 
vertibles.

d Subordinated debt and interme
diate term preferred stock.

c. Total qualifying Tier 2 capital.........
6. Definition of total capital..........................

N o n e ...................................................................

Common equity, qualifying cum. and 
noncum. perpetual preferred stock ,1 
and minority interests, plus supple
mentary elements,* less goodwill.3.

N o n e ...................................................................

N o n e ...................................................................

No limit within Tier 2 .

No limit within Tier 2. 
No limit within Tier 2.

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

May not exceed  Tier 1 capital...................
Tier 1 plus Tier 2 less:

—reciprocal holdings of banking or
ganizations’ capital instruments, 

—investm ents in unconsolidated sub
sidiaries.8.

7 .25% .................................................................

Common equity, qualifying cum. and 
noncum. perpetual preferred stock ,1 
and minority interests, plus supple
mentary elem ents,4 less goodwill.3 * *.

3 .625% ...............................................................

3 .25% .................................................................

1.5% of weighted risk a sse ts

No limit within Tier 2 ................
No limit within Tier 2 ................

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

May not exceed  Tier 1 capital...................
Tier 1 plus Tier 2 less.

—reciprocal holdings of banking or
ganizations' capital instruments, 

—investm ents in unconsolidated sub
sidiaries.8.

Final arrangement—Year-end 199?

8.0% .

Common equity, qualifying cum. and 
noncom. perpetual preferred stock ,1 
and minority interests, less goodwill.3

4.0%.

4.0%.

1.25% of weighted risk a sse ts

N o limit within Tier 2.
No limit within Tier 2.

Combined maximum of 50% of Tier 1

May not exceed  Tier 1 capital 
Tier 1 plus Tier 2 less:

—reciprocal holdings of banking or
ganizations' capital instruments 

—investm ents in unconsolidated sub
sidiaries.8

1 Perpetual preferred stock is limited within Tier 1 to 25% of the sum of common stockholders’ equity, qualifying perpetual preferred stock, and minority interests.
* Supplementary elem ents may be included in the Tier 1 up to 25% of the sum of Tier 1 plus good will.
3 S e e  the guidelines for discussion of relevant definitions and grandfathering arrangements for goodwill.
4 Supplementary elem ents may be included in Tier 1 up to 10% of the sum of Tier 1 plus goodwill.
8 As a general rule, one-half (50%) of the aggregate amount of investm ents will be deducted from Tier 1 capital and one-half (50% ) from Tier 2 capital. A 

proportionally greater amount may be deducted from Tier 1 capital if the risks associated  with the subsidiary so  warrant.

Board of Governors of the Federal Reserve 
System, January 18.1989.
William W. Wiles,
S e c r e ta r y  o f  th e B oard.
[FR Doc. 89-1587 Filed 1-26-89; 8:45 am] 
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Corrections Federal Register
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Monday, March 27, 1989

F E D E R A L  R E S E R V E  SYSTEM  

12 C FR  Parts 208 and 225 

lReg. H, Reg Y; Docket No. R-0628]

Capital; R isk-Based Capital Guidelines

Correction
In rule document 89-1587 beginning on 

page 4186 in the issue of Friday. January
27,1989, make the following corrections:

Appendix A to Part 208—[Corrected]

1. In Appendix A to Part 208, on page 
4205, in the second column, under “I. 
Interest Rate Contracts”, in the ninth 
line, ''forward deposits" should read 
“forward forward deposits”.

Appendix A to Part 225— [Corrected]

2. In Appendix A to Part 225, on page 
4213, in the third column, footnote 25 
was omitted and should be inserted to 
read as follows:

•The OECD-based group of countries
comprises all full members of the 
Organisation for Economic Cooperation and 
Development (OECD), as well as countries 
that have concluded special lending 
arrangements with the International 
Monetary Fund (IMF) associated with the 
Fund’s General Arrangements to Borrow. The 
OECD includes the following countries: 
Australia, Austria, Belgium, Canada. 
Denmark, the Federal Republic of Germany. 
Finland, France, Greece, Iceland, Ireland, 
Italy, Japan. Luxembourg, Netherlands, New 
Zealand, Norway, Portugal. Spain. Sweden. 
Switzerland, Turkey, the United Kingdom, 
and the United States. Saudi Arabia has 
concluded special lending arrangements with 
the IMF associated with the Fund's General 
Arrangements to Borrow.
BILLING CODE 1505-01-D
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