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FEDERAL RESERVE BANK 
OF NEW YORK

March 24, 1989

INTERPRETATION OF REGULATION H

Authorizing State Member Banks to Invest in Certain Types of Investment Companies

To the C h ief Executive Officers o f All State M em ber Banks 

in the Second F ederal Reserve District:

The Board of Governors of the Federal Reserve System has recently adopted an interpretation 
to authorize State member banks to invest in mutual funds and other investment companies whose 
portfolios consist entirely of securities that are eligible for direct investment by State member banks. 
Such securities include U.S. Treasury and agency obligations and obligations of States and 
municipalities.

Although this interpretation will permit some banks to diversify their portfolios to an extent 
not possible by direct investment, the Board cautions that investment in a portfolio of investment 
securities through a mutual fund should not be viewed by a bank as if it were making a direct in
vestment in the same or equivalent securities. Because even the best-managed funds are subject to 
risk, undue concentrations of investments in any fund or family of funds should be avoided. As with 
other bank investments, either loans or securities, diversification is a cardinal principle that should 
not be disregarded. In addition, if investment in mutual funds other than money market mutual funds 
(MMMFs) is being considered, there are significant accounting, tax, and other differences that re
quire consideration by an investor bank.

The accounting for investments in mutual funds is different from the accounting for direct bank 
investments in U.S. Government, agency, or municipal securities. Generally accepted accounting 
principles (FASB Statement No. 12) and regulatory reporting instructions require a bank to revalue 
its mutual fund investments, other than MMMFs, at least quarterly. When revalued, the mutual fund 
investments are required to be marked to the lower of cost or market. Any resulting depreciation 
in the current market value of mutual funds is required to be shown as a charge against the bank’s 
equity account, even though the securities have not been sold and are still held in the bank’s invest
ment portfolio. This is to be contrasted with direct investment, where securities may be carried at 
cost, regardless of depreciation in market values, and unrealized losses are not required to be re
flected in a bank’s financial statements until the securities are sold.

The accounting differences between direct investments and mutual funds —  other than 
MMMFs, which are traded at par —  mean that the bank’s risk from fluctuations in interest rates 
will be recognized quarterly on bank call reports. Thus, any depreciation in mutual fund investments 
will result in a commensurate reduction in a bank’s capital account. For direct investments, any de
preciation occurring after purchase by a bank may be recovered upon the maturity of the security; 
however, there is no assurance that the depreciation in mutual funds will be recouped, even if the 
mutual funds are held for a long period of time.

A bank’s income tax situation must also be considered by management prior to investment in
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mutual funds other than MMMFs. Because sales of bonds are treated differently from sales of stock, 
and because tax benefits may not flow from mutual funds sold at a loss, the Board recommends 
that a bank that is considering investing in mutual funds seek expert advice concerning the potential 
tax implications of such investments.

Under normal conditions long-term securities are exposed to more interest rate risk than are 
short-term securities. Thus, a bank must carefully consider the maturity schedule of the underlying 
investments held in mutual fund portfolios. Moreover, a bank should avoid concentrating its invest
ments in mutual funds whose investments are long-term securities.

Other problems may be present in determining whether mutual funds qualify for investment 
under the Board’s interpretation. These problems are related to the types of securities held in the 
portfolio, or eligible for purchase, and the activities in which the investment company is engaged. 
Accordingly, banks should carefully review the prospectus of a mutual fund before investing in that 
fund.

In recent years, a great variety of investment opportunities have been made available to inves
tors. In addition to the variety, there is a good deal of complexity. Accordingly, bank management 
and its board of directors should carefully consider the risks associated with investing in mutual 
funds and establish procedures that will safeguard the investments of the State member bank from 
undue exposure to both interest rate risk and credit risk.

Printed on the following pages is the complete text of the Board’s interpretation of Regulation 
H, which has been reprinted from the Federal Register. Questions regarding this matter may be 
directed to Bernard Jacobs, Supervising Examiner (Tel. No. 212-720-5890).

Chester B. Feldberg,
Senior Vice President.
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Board of Governors of the Federal Reserve System

INTERPRETATION OF REGULATION H

MEMBERSHIP OF STATE BANKING INSTITUTIONS IN THE FEDERAL RESERVE SYSTEM

FEDERAL RESERVE SYSTEM

12 CFR Part 208

[Regulation H; Docket No. R-0660]

Membership of State Banking 
institutions in the Federal Reserve 
System; Investment in Stock of 
Investment Companies

AGENCY: Board of Governors of the 
Federal Reserve System. 
a c t io n : Interpretation.

SUMMARY: The Board of Governors has 
issued an interpretation of Regulation H, 
Membership of State Banking 
Institutions in the Federal Reserve 
System, 12 CFR Part 208, authorizing 
state member banks to purchase and 
hold for their own accounts stock of 
investment companies that are 
authorized to invest in certain securities 
that the banks may purchase directly 
and no others, but that may also enter 
into futures, forwards, options, 
repurchase agreements, and securities 
lending contracts relating to assets the 
banks may purchase directly. This 
action will expand the investment 
authority of state member banks, and 
will provide those institutions an 
opportunity to increase the diversity of 
their investments. Because this authority 
includes authority for state member 
banks to invest in stock of money 
market mutual funds (MMMFs), the 
Board has also rescinded 12 CFR 
208.123. That interpretation authorized 
state member banks to invest in stock of 
MMMFs.
EFFECTIVE DATE: February 17,1989.

FOR FURTHER INFORMATION CONTACT:
Patrick J. McDivitt, Attorney (202/452- 
3818], Legal Division; Robert S. Plotkin, 
Assistant Director, Division of Banking 
Supervision and Regulation (202/452- 
2782); N. Edwin Demoney, Manager, 
Division of Banking Supervision and 
Regulation (202/452-2434); or for the 
hearing impaired only, 
Telecommunications Device for the Deaf 
(TDD), Eamestine Hill or Dorothea 
Thompson (202/452-3544). 
SUPPLEMENTARY INFORMATION: The 
Board of Governors of the Federal 
Reserve System has determined that

state member banks may purchase stock 
of investment companies when the 
investment companies are authorized, 
as stated in the investment objectives of 
their current prospectuses, to invest in 
the following securities and no others: 
United States Treasury and agency 
obligations, general obligations of states 
and municipalities, corporate debt 
securities, and any other securities 
designated in 12 U.S.C. 24(7) as eligible 
for purchase by national banks that 
state member banks are authorized to 
purchase directly. This determination 
includes authority for state member 
banks to invest in investment company 
stock of the type described above when 
the investment companies have 
authority, as stated in the investment 
objectives of their current prospectuses, 
to enter into futures, forwards, and 
option contracts relating to the 
securities designated above, if the 
futures, forwards, and option contracts 
are to be used solely to reduce interest 
rate risk, and are not to be used for 
speculation. The determination also 
includes authority for state member 
banks to invest in investment company 
stock of the type described above when 
the investment companies have the 
authority, as stated in the investment 
objectives of their current prospectuses, 
to enter into repurchase agreements and 
securities lending contracts relating to 
the securities designated above if those 
contracts comply with policy statements 
adopted by the Federal Financial 
Institutions Examination Council. 
Because this interpretation does not 
restrict investments to stock of 
investment companies that are bought 
and sold at par as 12 CFR 208.123 did, 
state member banks may also invest in 
stock of MMMFs. For this reason 12 CFR 
208.123 has been rescinded, and has 
been removed from the Code of Federal 
Regulations.

Administrative Issue
This action by the Board is an 

interpretative rule within the meaning of 
5 U.S.C. 553. Accordingly, the Board has 
determined that no notice of proposed 
rulemaking is required.
List of Subjects in 12 CFR Part 208

Banks, banking, Federal Reserve 
System, Reporting and recordkeeping

requirements, Securities.
Pursuant to authority under section 9 

of the Federal Reserve Act, 12 U.S.C. 321 
et seq., the Board is amending 12 CFR 
Part 208 as follows:

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

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

Authority: Sections 9,11. and 21 of the 
Federal Reserve Act (12 U.S.C. 321-338, 248, 
and 488, respectively): sections 4 and 13(j) of 
the Federal Deposit Insurance Act (12 U.S.C 
1814 and 1823(j), respectively; section 7(a) of 
the International Banking Act of 1978 (12 
U.S.C. 3105); sections 907-910 of the 
International Lending Supervision Act of 1983 
(12 U.S.C. 3906-3909); sections 2 ,12(b), 12(g), 
12(i), 15B(c)(5), 17.17A, and 23 of the 
Securities Exchange Act of 1934 (15 U.S.C.
78b, 781(b), 781(g). 78l(i), 78o-4(c) (5), 78q, 78q- 
1, and 78w, respectively); and section 5155 of 
the Revised Statutes (12 U.S.C. 30) as 
amended by the McFadden Act of 1927.
§ 208.123 [A m ended]

2. Section 208.123 is removed.
3. Part 208 is amended by adding 

§ 208.124 to read as follows:
§ 208.124 Purchase of Investment 
company stock by a state member bank.

(a) Scope. The Board of Governors has 
been asked whether a state member 
bank may purchase and hold for its own 
account stock of investment companies 
(mutual funds) whose portfolios consist 
entirely of securities that state member 
banks may purchase directly, and 
futures, forwards, options, repurchase 
agreements and securities lending 
contracts relating to those securities.

(b) Investment authority. The 
National Bank Act, 12 U.S.C. 24(7), 
provides that a national bank may 
purchase for its own account investment 
securities under such limits and 
restrictions as the Comptroller of the 
Currency may prescribe. The statute 
defines "investment securities” to mean 
marketable obligations evidencing 
indebtedness of any person, partnership, 
association, or corporation in the form 
of bonds, notes, and debentures. The 
Act further limits the holdings of 
securities of any one issuer to an 
amount equal to ten percent of the 
capital stock and surplus of the bank. 
These limits, however, do not apply to
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obligations issued by the United States, 
general obligations of any state or any 
political subdivision of any state, and to 
certain obligations of federal agencies. 
The restrictions of 12 U.S.C. 24(7) also 
apply to state member banks under 12 
U.S.C. 335.

(c) Authorization. The Board has 
determined that a state member bank 
may purchase and hold for its own 
account stock of any investment 
company (including a money market 
mutual fund), subject to the following 
conditions:

(1) Investment authority o f the 
investm ent company. The investment 
company may have authority, as stated 
in the investment objectives of its 
current prospectus, to invest in the 
following securities and no others:
United States Treasury and agency 
obligations, general obligations of states 
and municipalities, corporate debt 
securities, and any other securities 
designated in 12 U.S.C. 24(7) as eligible 
for purchase by national banks that 
state member banks are authorized to 
purchase directly. The investment 
company may have authority, as stated
in the investment objectives of its 
current prospectus, to enter into futures, 
forwards and option contracts relating 
to the above securities when those 
futures, forwards and option contracts 
are to be used solely to reduce interest 
rate risk and not for speculation. The 
investment company may also have 
authority, as stated in the investment 
objectives of its current prospectus, to 
enter into repurchase agreements and 
securities lending contracts relating to 
the securities designated above if those 
contracts comply with policy statements 
adopted by the Federal Financial 
Institutions Examination Council. See 45
F.R. 18,120 (March 20,1980) and Fed.
Res. Reg. Svc. flU 3-1535, 3-1579.1. and 
3-1579.5.

(2) Limits on investm ent (i) If the 
portfolio of the investment company in 
which a state member bank may invest 
consists solely of obligations that the 
bank could purchase without restriction 
as to am ount or solely of those 
obligations and futures, forwards, 
options, repurchase agreements and 
securities lending contracts relating 
solely to those obligations, no express 
limit is placed on investment.

(ii) If the portfolio of the investment 
company in which a state member bank 
may invest includes any securities that 
the bank could purchase subject to a 
restriction as to amount, the pro-rata 
share of holdings of such securities of an

issuer indirectly held by a state member 
bank through its holdings of investment 
company stock (including money market 
mutual funds), when aggregated with the 
direct investment in securities of that 
issuer by the bank, must not exceed the 
investment limit.

(3) Registration of publicly offered 
investm ent company stock. Except as 
provided in section (c)(4), investment 
company stock purchased by a state 
member bank must be of an investment 
company registered with the Securities 
and Exchange Commission under the 
Investment Company Act of 1940 and 
the Securities Act of 1933.

(4) Privately offered fund. The stock 
purchased may be of a privately offered 
fund if the sponsor of the fund is a 
subsidiary of a bank holding company, 
and if the stock of the fund is held solely 
by subsidiaries of the bank holding 
company.

(5) Proportionate and undivided 
interest. The stock purchased must 
represent an equitable, equal, and 
proportionate undivided interest in the 
underlying assets of thp investment 
company.

(6) Stockholders shielded from  
liability. The stockholders must be 
shielded from personal liability for acts 
and obligations of the investment 
company.

(7) Bank investm ent po licy  and 
procedures, (i) The investment policy of 
the bank, as formally approved by its 
board of directors, must specifically 
provide for investment in investment 
company stock. The investment policy 
must establish procedures, standards, 
and controls that relate specifically to 
investments in investment company 
stock.

(ii) Prior approval of the board of 
directors of the bank must be obtained 
for investment in a specific investment 
company and recorded in the official 
board minutes.

(iii) Unless the investment objectives 
of the investment companies, as stated 
in their current prospectuses, restrict 
investments to those obligations that the 
state member bank could purchase 
without restriction as to amount, the 
bank must review its holdings of 
investment company stock at least 
quarterly to ensure that investments 
have been made in accordance with 
established bank policies and legal 
requirements.

(8) Reporting and accounting. 
Reporting of holdings of investment 
company stock must be consistent with 
established standards for "marketable 
equity securities.” Accordingly, the

instructions for the quarterly Reports of 
Condition and Income and die 
requirements of the Financial 
Accounting Standards Board Statement 
No. 12 must be followed.

(i) Holdings of investment campany 
stock must be reported as “All other” 
securities on Schedule RC-B, Item 4(b) 
on the quarterly Reports of Condition, 
unless otherwise directed.

(ii) In no case may the carrying value 
of investment stock be increased above 
aggregate cost as a result of net 
unrealized gains. Holdings of investment 
company stock must be reported in the 
Reports of Condition at the lower of 
their aggregate cost or aggregate market 
value, determined as of the report date.

(iii) Sales fees, both “front end load” 
and “deferred contingency,” must be 
deducted in calculating market value.

(iv) Any net unrealized loss or 
increase in a previously recorded net 
unrealized loss must be charged directly 
against “undivided profits and capital 
reserves.” Subsequent reductions of any 
net unrealized loss must be credited 
directly to “undivided profits and 
capital reserves.”

(v) A loss on an individual investment 
that is other than temporary, as that 
term is used for purposes of FASB 
Statement No. 12, must be charged to 
“noninterest expense” on Schedule RI of 
the Income Statement.

(d) Evaluation o f investment risk. 
Investments in stock of investment 
companies and direct investments in 
debt securities are not treated the same 
for accounting, tax, and other purposes. 
Consequently, state member banks 
should evaluate investments in 
investment company stock in light of 
these differences and give special 
attention to the risks these differences 
impose.1

(e) No effect on sta te law. This 
interpretation shall not be construed as 
exempting a state member bank from 
any provision of state law.

By order of the Board of Governors of the 
Federal Reserve System, February 13,1989. 
William W. Wiles,
Secretary of the Board.
[FR Doc. 89-3714 Filed 2-16-89; 8:45 am]
BILUNG CODE 6210-01-**

1 The Board has issued a cautionary letter in 
conjunction with this interpretation. This letter 
recommends that a state member bank avoid undue 
concentration of investments in the stock of any 
fund or family of funds and apprises state member 
banks of the accounting and tax treatment of 
holding investment company stock. See Fed. Res. 
Reg. SVC. 1 3-416.16.
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