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Introduction

This booklet is designed as a reference tool and examination guide to assist
bankers and examiners in understanding the various types of related
organizations, risks that may be associated with these organizations, and the
responsibilities of a bank’s board of directors and management to institute
strong and effective corporate practices governing the bank’s relationships
with these organizations.

As used in this booklet, the term “related organizations” refers to various
types of entities related to a national bank, typically by common ownership or
control, including certain advisory relationships. Generally, related
organizations are affiliates or subsidiaries, each with its own legal definition.
Related organizations can include bank holding companies, operating
subsidiaries, financial subsidiaries, statutory subsidiaries, chain banking
organizations, community development corporations, and related interests of
principal shareholders.

The OCC'’s supervision by risk approach takes into account current and
planned activities of all related entities, including nonbank subsidiaries and
affiliates, to determine how much risk they pose to the bank. Studies have
shown that inappropriate relationships with related organizations, including
insider abuse, rank high on the list of causes of bank problems. Improperly
managed relationships with related organizations have been a factor in
numerous bank failures.

Related organizations have become increasingly important to banks in recent
years as the scope of activities they conduct has expanded and their
geographic locations have multiplied. The passage of the Gramm-Leach-
Bliley Act of 1999 (GLBA) removed some of the previous barriers between
banking and other financial activities and services. For example, now a
“financial subsidiary” of a national bank may conduct certain activities that
are not otherwise authorized for the bank itself, such as underwriting
securities of all types, provided that the activities are financial in nature or
incidental to a financial activity. The new opportunities for transactions with
related organizations may introduce new risks that need to be understood and
properly managed.

Related organizations can provide opportunities for product diversification,
augmentation of the customer base, geographic expansion or joint
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investment, and increased consolidated earnings. Conversely, a bank’s
relationship with a related organization can create conflicts of interest and
present complex corporate governance and risk management issues. These
issues, if not properly addressed, can lead to a reduction in the bank’s or
parent company’s income stream or capital.

Sections 23A and 23B of the Federal Reserve Act (12 USC 371c and 371c-1),
as implemented by Regulation W (12 CFR 223), contain quantitative and
qualitative restrictions on a bank’s transactions with its affiliates. While these
provisions primarily protect a bank from suffering credit losses on loans to
affiliates, a bank’s relationship with its affiliates also may introduce other
material risks, including reputation and strategic risks. The board and
management must remain aware of and appropriately manage these types of
risk.

GLBA also codified the concept of “functional regulation,” establishing a
regulatory framework for certain activities conducted within banks and
through functionally regulated subsidiaries and affiliates. While GLBA altered
the Office of the Comptroller of the Currency’s direct responsibility over
functionally regulated entities and activities, the Office of the Comptroller of
the Currency (OCC) maintains a vital interest in and responsibilities for
understanding all risks affecting national banks, including those posed by
related organizations that are functionally regulated by other regulators. A
discussion of the functional regulation framework is in this booklet’s
“Supervision of Related Organizations” section.

An effective and sound corporate governance structure must include policies
and procedures identifying board and management expectations, roles, and
responsibilities pertaining to related organizations. The board and
management are responsible for ensuring that all dealings between the bank
and its related organizations serve the bank’s best interests and are
appropriately monitored and controlled. Such relationships should be subject
to robust corporate governance practices and risk management policies. No
matter what the legal relationship is between a bank and its related
organizations, a prudent financial and managerial relationship must exist.
The bank’s board of directors should adopt appropriate policies and
procedures to ensure that the bank’s relationship with its affiliates and other
related organizations is sound and appropriately documented. Also, the
board should appropriately monitor and manage any conflicts of interest that
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arise between related organizations and any of the bank’s directors, members
of management, and principal shareholders.
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Types of Related Organizations

This section briefly describes the various related organizations covered by this
booklet. These related organizations include affiliates; operating, financial,
and statutory subsidiaries; bank holding companies; chain banking
organizations; parallel-owned banking organizations; foreign branches and
subsidiaries; community development corporations; noncontrolling equity
investments; and companies owned or controlled by principal shareholders.

Related organizations are organized under and subject to various laws and
regulations. Regardless of the legal structure of a bank’s related
organizations, an essential element of the bank’s safe and sound operation is
the properly documented and well-supervised relationship between the bank
and these organizations.

The following chart reflects the laws and regulations commonly applicable to
a bank’s investment in and transactions with its subsidiaries and affiliates:

Law or Regulation

General Purpose’

12 USC 24(Seventh)

Authorizes and limits a bank’s investment in subsidiaries other than financial
subsidiaries.

12 USC
24(Eleventh)

Authorizes and limits a bank’s public welfare investments, including purchasing
equity interests in entities engaged in making investments designed primarily to
promote the public welfare.

12 USC 24a

Authorizes a bank to conduct in financial subsidiaries certain activities that are
financial in nature but not otherwise authorized for the bank itself.

12 USC 221a

Defines “affiliate” except where otherwise specifically provided.

Section 23A of the
Federal Reserve Act
(12 USC 371¢)

Defines “affiliate” for purposes of restrictions on transactions with affiliates.
Restricts the amount of a bank’s “covered” transactions with its affiliates and
requires collateral that secures certain transactions to meet quantitative and
qualitative standards. Requires all transactions with affiliates to be consistent with
safe and sound banking practices.

Section 23B of the
Federal Reserve Act
(12 USC 371c-1)

Requires a bank’s transactions with its affiliates to be at arm’s length.

Regulation W
(12 CFR 223)

Implements sections 23A and 23B, incorporating new GLBA requirements with
years of guidelines and interpretations issued by the Federal Reserve Board into
one rule.

12 CFR 5.34-5.39

Sets forth authorized activities and notice or application procedures for banks
engaging in activities through certain subsidiaries and noncontrolling investments.

12 CFR 24

Implements 12 USC 24(Eleventh) and sets forth notice and application procedures
for banks engaging in public welfare investments.

' This chart describes only the general purposes of the cited laws and regulations. To understand the
laws and regulations fully, please review them closely.

Related Organizations
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Affiliates

Generally, an “affiliate” is an entity that controls a bank, that is controlled by
a bank, or that is under common control with a bank. While there is no all-
purpose definition of affiliate, the definition in 12 USC 221a is generally used
in contexts other than the legal restrictions that apply to a bank’s transactions
with its affiliates. Under 12 USC 221a, the term “affiliate” includes any
corporation, business trust, association, or other similar organization in
which:

e The bank, directly or indirectly, owns or controls either a majority of
the voting shares or more than 50 percent of the shares voted in the
preceding election of directors, trustees, or other persons exercising
similar functions;

e The bank controls in any manner the election of a majority of the
directors, trustees, or other persons exercising similar functions;

e Control is held, directly or indirectly, through stock ownership or in
any other manner, by the shareholders of the bank who own or control
either a majority of the shares of such bank or more than 50 percent of
the shares voted in its preceding election of directors or by trustees for
the benefit of the shareholders of any such bank;

e The directors of a single bank form a majority of the organization’s
directors, trustees, or other persons exercising similar functions;

e The organization owns or controls, directly or indirectly, either a
majority of the shares of capital stock of a bank or more than 50

percent of the shares voted in the preceding election of directors of a
bank;

e The organization controls, in any manner, the election of a majority of
the directors of a bank; or

e The organization’s trustees hold all, or substantially all, of a bank’s
capital stock for the benefit of the organization’s shareholders or
members.

Sections 23A and 23B of the Federal Reserve Act, and their implementing
regulation, Regulation W, contain a slightly different definition of the term
“affiliate” than 12 USC 221a. This definition, described later in this booklet in
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the section entitled “Transactions with Affiliates,” is used for purposes of
applying legal restrictions on a bank’s transactions with its affiliates.

Subsidiaries

Structure

A bank may conduct its activities or deliver its products or services to
customers by means of subsidiaries. The controlling interest that the bank
owns in a subsidiary can be in the form of voting stock in a corporation or
equivalent interests in other entities, such as partnerships or limited liability
companies.

Corporation

A bank may own a subsidiary that is organized as a corporation under state
law or, in some cases, federal law. In such circumstances, the bank owns
stock of the subsidiary corporation. Owning shares of stock gives the right to
share proportionally in the profits of the corporation and in the distribution of
assets upon dissolution, after payment of debt. Normally, shareholders are
protected from liability for the debts and obligations of the corporation.

Limited Liability Company

A limited liability company (LLC) is an unincorporated business organization
established under state law that limits the liability of its members while
allowing them to participate actively in the entity’s management. Although
members generally are protected from liability to the same extent as
shareholders of a corporation, the LLC has a certain advantage over a
corporation; that is, it may be treated as a partnership for federal tax purposes.
The LLC is not a taxable entity and its earnings flow through untaxed to the
members.

Partnership
A bank also can own interests in partnerships established under state law that

engage in bank permissible activities. State laws generally define a
partnership as an association of two or more persons to carry on as co-owners
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of a business for profit. Because general partners assume unlimited liability
for the acts of other partners within the scope of the partnership, national
banks may not serve as general partners. A national bank may, however, set
up an operating subsidiary to enter into a general partnership. Because the
operating subsidiary, and not the bank, will be the partner, the bank’s
potential liability should be contained.

A national bank may be a limited partner in a partnership engaged in
permissible activities. A limited partner’s liability is limited to the amount of
its investment in the limited partnership. For this reason, a national bank may
participate in a limited partnership directly, although an operating subsidiary
also may be used. A national bank must not exercise management control as
a limited partner because doing so could cause it to lose its limited liability
and be treated as a general partner.

Whenever a national bank participates in a partnership, either directly or
through an operating subsidiary, it must be able to ensure that the
partnership’s activities are permissible for national banks either by controlling
the conduct of the business or by possessing the power to veto impermissible
activities. If the national bank does not possess either of these powers, it must
have the power to withdraw (and it must indeed withdraw) from a partnership
that performs or is about to perform impermissible activities.

Types of Subsidiaries

For OCC purposes, there are three types of bank subsidiaries: operating
subsidiaries, financial subsidiaries, and statutory subsidiaries.

Operating Subsidiaries

An operating subsidiary is a corporation, LLC, or similar entity that engages in
activities that are part of, or incidental to, the business of banking as
determined by the OCC or other statutory authority. The bank must either (1)
own more than 50 percent of the voting or similar type of controlling interest,
or (2) otherwise control the subsidiary when no party controls more than 50
percent (or a percentage greater than the bank’s interest) of the voting or
similar type of controlling interest.
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Operating subsidiaries are governed by 12 CFR 5.34. This section does not
apply to (1) financial subsidiaries and statutory subsidiaries (both discussed
immediately below) and (2) any subsidiaries in which the bank has acquired,
in good faith, shares through foreclosure on collateral, by way of compromise
of a doubtful claim, or to avoid a loss in connection with a debt previously
contracted.

Types of Activities and Filing Qualifications

A bank that intends to acquire or establish an operating subsidiary, perform a
new activity in an existing operating subsidiary, or make a new
noncontrolling investment through an operating subsidiary, usually must
submit an application or notice to the OCC. The bank’s condition and the
subsidiary’s activity determine the way a bank files with the OCC.

Operating subsidiary filings may take one of two forms: an after-the-fact
notice or a standard application. Only well-capitalized and well-managed
banks may file under the notice process for “eligible activities.” If a bank
does not qualify or if the activities proposed are not eligible for the after-the-
fact notice process, the bank must follow the standard application process.
(See the Comptroller’s Licensing Manual for detailed guidance on operating
subsidiary filing procedures.)

After-the-Fact Notice

The after-the-fact notice category contains commonly accepted banking-
related activities that the OCC has previously approved for subsidiaries.
Under this process, a well-capitalized and well-managed bank may file an
after-the-fact notice for specific activities as listed in the “activities eligible for
notice” section (12 CFR 5.34(e)(5)(v)) in the regulation. Under this process, a
bank files a written notice with the OCC within 10 days after establishing or
acquiring the subsidiary, or commencing the activity, and need not seek prior
OCC approval.

To qualify for the notice process, the bank that wishes to establish or acquire
the subsidiary must be “well managed” as set forth in 12 CFR 5.34(d)(3) and
“well capitalized” as defined at 12 CFR 6.4(b):
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e Unless otherwise determined in writing by the OCC, to be “well
managed” a national bank must have a composite rating of 1 or 2
under the Uniform Financial Institutions Rating System or an equivalent
system on its most recent examination. If the institution has not been
examined, then it must have managerial resources that the OCC
determines are satisfactory.

e “Well capitalized” means that the capital level is designated as “well
capitalized” pursuant to 12 CFR 6.4(b) (Prompt Corrective Action).?

Any bank receiving approval pursuant to the notice process is deemed to
have represented that the subsidiary will conduct the activity in a manner
consistent with the OCC’s guidance and under the same terms and conditions
as would apply if the activity were conducted directly by the bank.

The activities qualifying for the after-the-fact notice process are listed in
appendix A of this booklet.

Operating Subsidiary Application

A proposal to acquire or establish an operating subsidiary or to perform new
activities in an existing subsidiary must undergo the OCC'’s standard
application review process when the proposed activities do not qualify for
after-the-fact notice, when the bank will control and own 50 percent or less of
the interest in an operating subsidiary, or when the bank is not “well
capitalized” and “well managed” as defined by the regulation.

The OCC may require the applicant to submit a legal analysis if the proposal
is novel, is unusually complex, or raises substantial unresolved legal issues.

In such cases, the OCC encourages applicants to arrange a pre-filing meeting
with the OCC. Additionally, any bank subject to supervisory concerns should
provide financial information to support the proposed transaction (e.g.,
strategic plan, cost projections, or pro forma financial projections).

2 With respect to operating subsidiaries, financial subsidiaries, and noncontrolling equity investments,
the term “well capitalized” means the bank (1) has a total risk-based capital ratio of 10.0 percent or
greater, (2) has a Tier 1 risk-based capital ratio of 6.0 percent or greater, (3) has a leverage ratio of 5.0
percent or greater, and (4) is not subject to any written agreement, order, capital directive, or prompt
corrective action directive issued by the OCC to meet and maintain a specific capital level for any
capital measure.
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Any bank filing under the standard application review process must receive
an approval decision before acquiring or establishing the operating subsidiary
or commencing the new activity.

Financial Subsidiaries

A financial subsidiary is any company that is controlled by one or more
insured depository institutions, other than a subsidiary that is an operating
subsidiary or statutory subsidiary, that engages in activities that are financial
in nature or incidental to a financial activity. A financial subsidiary does not
engage solely in activities in which a national bank may engage directly.
However, a financial subsidiary may combine financial activities that are
otherwise impermissible for the bank to conduct directly and that are defined
in the GLBA, or determined to be financial in nature or incidental to a
financial activity by the Secretary of the Treasury (in consultation with the
Board of Governors of the Federal Reserve System), with activities in which
national banks are permitted to engage directly. Financial subsidiaries are
governed by 12 USC 24a (enacted in GLBA) and 12 CFR 5.39.

Types of Financial Activities
Financial subsidiaries may engage in:

e Lending, exchanging, transferring, investing for others, or safeguarding
money or securities.

e Activities as agent or broker in any state for purposes of insuring,
guaranteeing, or indemnifying against loss, harm, damage, illness,
disability, death, or defects in title (under certain conditions); or
providing annuities as agent or broker.

e Providing financial, investment, or economic advisory services,
including advising an investment company as defined in section 3 of
the Investment Company Act (15 USC 880a-3).

e Issuing or selling instruments representing interests in pools of assets
permissible for a bank to hold directly.

e Underwriting, dealing in, or making a market in securities.

e Any activity that the Board of Governors of the Federal Reserve System
has determined, by order or regulation in effect on November 12,
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1999, to be a proper incident of banking (subject to the same terms and
conditions contained in the order or regulation, unless the order or
regulation is modified by the Board of Governors of the Federal
Reserve System).

e Any activity, in the United States, that a bank holding company may
engage in outside the United States and that the Board of Governors of
the Federal Reserve System has determined, under regulations
prescribed or interpretations issued pursuant to section 4(c)(13) of the
Bank Holding Company Act of 1956 (12 USC 1843(c)(13)) as in effect
on November 11, 1999, to be usual in connection with the transaction
of banking or other financial operations abroad.

e Other activities that the Secretary of the Treasury, in consultation with
the Board of Governors of the Federal Reserve System, as provided in
12 USC 24a, determines to be financial in nature or incidental to a
financial activity.

e As provided by regulations issued by Secretary of the Treasury pursuant
to 12 USC 24a:

— Lending, exchanging, transferring, investing for others, or
safeguarding financial assets other than money or securities;

— Providing any device or other instrumentality for transferring money
or other financial assets; and

— Arranging, effecting, or facilitating financial transactions for the
account of third parties.

Financial subsidiaries of a national bank are generally prohibited from
engaging as principal in insurance underwriting (except for “authorized
products,” as defined in the GLBA, and certain other insurance products as
provided by the GLBA), real estate investment and development, or merchant
banking activities that are permitted under paragraph (H) or (l) of section
4(k)(4) of the Bank Holding Company Act of 1956 (12 USC 1843(k)(4)(H) and
(I)) unless the Board of Governors of the Federal Reserve System and the
Secretary of the Treasury adopt joint regulations after November 12, 2004,
that allow financial subsidiaries to engage in merchant banking activities
under subparagraph H.

Comptroller’s Handbook 11 Related Organizations



Filing Qualifications

A bank that intends to acquire control of, or hold an interest in, a financial
subsidiary, or to commence a new activity in an existing financial subsidiary,
must obtain OCC approval through certification and notice procedures.
Because GLBA requires OCC approval to be based only on specific statutory
factors, the OCC considers a filing to be approved upon receipt of the bank’s
submission of the notice and appropriate certification that it meets the
statutory criteria.

Pursuant to 12 CFR 5.39, there are two options for filing a notice. Under the
first option, the bank files a “Financial Subsidiary Certification” at any time
and files a notice at the time it acquires control of or holds an interest in a
financial subsidiary, or commences a new activity in an existing financial
subsidiary. Under the second method, the bank files a combined certification
and notice five business days before it acquires control of, or holds an interest
in, a financial subsidiary, or commences a new activity in an existing financial
subsidiary

Only qualifying banks are permitted to file. To meet the qualifying bank
requirement, a national bank and each of its depository institution affiliates
must meet certain criteria to control or hold an interest in a financial
subsidiary. These criteria are as follows:

e The national bank and each of its depository institution affiliates must:

— Be “well managed.” That is, unless otherwise determined in writing
by the appropriate federal banking agency, it must have a
composite rating of 1 or 2, as well as a rating of 1 or 2 on the
management element, under the Uniform Financial Institutions
Rating System or an equivalent system. If the institution has not
been examined, then it must have managerial resources that the
OCC determines are satisfactory; and

— Be “well capitalized.” That is, its capital level must satisfy the
definition of “well capitalized” in 12 CFR 6, Prompt Corrective
Action.

e The aggregate consolidated total assets of all financial subsidiaries of
the national bank must not exceed the lesser of 45 percent of the
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consolidated total assets of the parent bank or $50 billion. (The $50
billion limit is subject to adjustment according to an indexing

mechanism established jointly by the Secretary of the Treasury and the
Federal Reserve Board (FRB).)

e A national bank that is one of the 100 largest insured banks,
determined on the basis of the bank’s consolidated total assets at the
end of the calendar year, must have outstanding eligible long-term debt
that is currently rated in one of the three highest investment-grade
rating categories by a nationally recognized statistical rating
organization. If a national bank is one of the second 50 of the 100
largest insured banks, the bank may satisfy the eligible debt
requirement either by meeting the standard above or by receiving a
qualifying long-term issuer credit rating from at least one nationally
recognized statistical rating organization. The rating must be one of
the three highest investment grade ratings issued by the organization,
and it must be current. A long-term issuer credit rating is a written
opinion, issued by a nationally recognized statistical rating
organization, of the bank’s overall capacity and willingness to pay on a
timely basis its unsecured, dollar-denominated financial obligations
maturing in not less than one year. If the financial subsidiary is
engaging solely in activities in an agency capacity, the eligible debt
requirement does not apply.

Community Reinvestment Act (CRA) Requirements

A national bank cannot commence a new financial activity in a financial
subsidiary or acquire control of a financial subsidiary if the bank or any of its
insured depository institution affiliates received a less than “satisfactory” CRA
rating on its most recent CRA exam prior to the bank’s filing of its notice.
National banks that have not yet received a CRA rating and special purpose
banks which are not CRA-rated may submit a notice if they meet all of the
other qualifications and safeguards.

Safety and Soundness Safeguards

GLBA and 12 CFR 5.39 require a national bank to meet certain safeguards
when engaging in activities through a financial subsidiary:
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e For purposes of determining regulatory capital:

— The bank must deduct the aggregate amount of its outstanding
equity investment, including retained earnings, in its financial
subsidiaries from its total assets and tangible equity, and deduct
such investment from its total risk-based capital (this deduction shall
be made equally from Tier 1 and Tier 2 capital); and

— The bank may not consolidate the assets and liabilities of a financial
subsidiary with those of the bank.

e Any published financial statement of the bank shall, in addition to
providing information prepared in accordance with generally accepted
accounting principles, separately present financial information for the
bank in the manner provided above.

e The bank must have reasonable policies and procedures to maintain
the separate corporate identity and limited liability of the national bank
and the financial subsidiaries of the bank.

e The bank must have procedures for identifying and managing
operational and financial risk within the bank and the financial
subsidiary that adequately protect the bank from those risks.

e The bank must treat the financial subsidiary generally as if it were a
nonbank affiliate and not a subsidiary of the bank for purposes of the
affiliate transaction and the anti-tying rules.

The bank and, as appropriate, any affiliated depository institutions must
continue to satisfy the well-capitalized and well-managed requirements and
the safeguards described above after acquiring control of, or investing in, a
financial subsidiary. Failure to do so could result in limits on the activities of
the national bank, its subsidiaries, or an insured depository institution affiliate,
or even a requirement to divest control of the financial subsidiary.

Statutory Subsidiaries

A statutory subsidiary is organized under the authority of a specific statute.
Although a bank can usually acquire or establish a statutory subsidiary
without the OCC's prior approval, certain investments require prior
notification. Unless otherwise noted, no prior notification or approval is
required to acquire or establish the following types of a statutory subsidiary:
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Agricultural Credit Corporation [12 USC 24(Seventh)]

A bank may purchase, for its own account, stock of a corporation organized
to make loans to farmers and ranchers for agricultural purposes. Such equity
investments in agricultural credit corporations are limited to 20 percent of the
unimpaired capital and unimpaired surplus of the bank, unless it owns at least
80 percent of the stock of the agricultural credit corporation. While prior
approval is not required, written notice must be provided to the appropriate
OCC office within 10 days after making such an investment. (See 12 CFR
5.36 and the Comptroller’s Licensing Manual, “Investment in Subsidiaries and
Equities,” for additional information.)

Banker’s Bank [12 USC 24(Seventh)]

A banker’s bank is a national or state bank engaged exclusively in providing
services to or for other depository institutions and holding companies, and
their officers, directors, and employees. A banker’s bank must be owned
exclusively (except for directors’ qualifying shares, if any) by insured
depository institutions or their holding companies. A bank may invest up to
10 percent of its capital and surplus in an insured banker’s bank or in the
holding company of such a bank, provided that it does not own more than 5
percent of any class of voting securities.:

Safe Deposit Corporation [12 USC 24(Seventh)]

A safe deposit corporation is a corporation that is organized under state law to
conduct a safe deposit business. Investment in a safe deposit corporation

may not exceed 15 percent of the bank’s unimpaired, paid-in capital and 15
percent of its unimpaired surplus.

State Housing Corporation [12 USC 24(Seventh)]

A national bank may make an equity investment in any state housing
corporation incorporated in the state in which the bank is located, provided

3 Although OCC approval is not required to make an equity investment in a banker’s bank, the
banker’s bank itself must receive charter approval from the appropriate regulator.
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that its investments do not exceed 5 percent of its unimpaired, paid-in capital
stock plus 5 percent of its unimpaired surplus fund.

Community and Economic Development Entities [12 USC 24(Eleventh)]

A community and economic development entity (CEDE) is an entity that
makes investments or conducts activities that primarily benefit low- and
moderate-income individuals, low- and moderate-income areas, or other
areas targeted by a governmental entity for redevelopment. An entity that
makes qualifying investments under the Community Reinvestment Act (12
CFR 25.23) is also deemed a CEDE. CEDEs are discussed in more detail
below.

Bank Premises Corporation [12 USC 371d]

A bank may invest in bank premises directly or through a corporation. Equity
investments in bank premises corporations are statutory subsidiaries and
require no prior approval unless an investment is over the 12 USC 371d limit.

A bank may make an aggregate investment in bank premises up to 150
percent of its capital and surplus without the OCC'’s prior approval if its
composite CAMELS rating is 1 or 2 and it is well-capitalized as defined in 12
CFR 6 before and after it makes the investment or loan. However, the bank
must notify the OCC in writing within 30 days after the investment or loan is
made. For other national banks, prior OCC approval is required for
investments that exceed the amount of the bank’s capital stock. (See 12 CFR
5.37 and the “Investment in Bank Premises” booklet of the Comptroller’s
Licensing Manual.)

Savings Associations [12 USC 1823(k)]

Section 13 of the Federal Deposit Insurance Act, as amended by the Financial
Institutions Reform, Recovery, and Enforcement Act of 1989, authorizes a
bank to acquire a savings association upon determination that severe financial
conditions exist and that such an acquisition would lessen the risk to the
insurance fund.

A thrift subject to this provision may be held by a national bank as a
subsidiary. The OCC considers such a subsidiary to be a statutory subsidiary.
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While prior approval is not required, written notice must be provided to the
appropriate OCC office within 10 days after a national bank makes such an
investment. (See 12 CFR 5.36 and the “Investment in Subsidiaries and
Equities” booklet of the Comptroller’s Licensing Manual.)

National banks may also hold thrifts as financial subsidiaries, under separate
authority, with no financial emergency requirement.

Bank Service Company [12 USC 1862]

A bank service company is a corporation or an LLC organized to provide
services authorized by the Bank Service Company Act. If the bank service
company is a corporation, one or more insured banks own its capital stock. If
it is an LLC, its members are one or more insured banks. All shareholders or
members must be located in the same state, unless the FRB approves an
exception. A bank may not invest more than 10 percent of its capital and
surplus in any single bank service company. The bank’s total investment in all
bank service companies may not exceed 5 percent of the bank’s total assets.

A bank service company may perform any activity that is permissible for all of
its shareholder or member banks to perform directly, except that it may not
take deposits. (See 12 CFR 5.35 and the Comptroller’s Licensing Manual,
“Investment in Subsidiaries and Equities” for additional information.)

Small Business Investment Company [15 USC 682(b)]

A small business investment company (SBIC) is a venture capital firm licensed
and regulated by the Small Business Administration (SBA) that provides debt
and equity financing to small businesses.: The SBA can provide various types
of financial assistance such as guaranteeing the debt portion of the SBIC
investments, allowing them to leverage private capital.

A bank is authorized to purchase SBIC stock provided that the aggregate
amount of such investments does not exceed 5 percent of the bank’s capital
and surplus. The bank’s receipt and retention of a dividend from an SBIC in

* The size eligibility requirements for small businesses receiving SBA financial assistance through the
SBIC program are prescribed by 13 CFR 121.301.
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the form of stock of a corporate borrower of the SBIC is not a purchase of
stock within the meaning of 12 USC 24(Seventh). (See 12 CFR 7.1015.)

Noncontrolling Equity Investments

The OCC permits banks to own, either directly or through an operating
subsidiary, a noncontrolling interest in an enterprise. The enterprise may be a
corporation, limited partnership, LLC, or similar entity. Certain
noncontrolling equity investments are governed by 12 CFR 5.36.

12 CFR 5.36 provides an after-the-fact notice procedure for qualifying
national banks to make certain types of noncontrolling investments. To meet
the qualifying requirements, national banks must be well capitalized and well
managed, as those terms are defined for operating subsidiaries. The notice
must be filed no later than 10 days after making the investment and must
contain the following information:

e A clear description of the activities conducted by the entity in which
the bank invests.

e A statement that the entity engages in activities listed in 12 CFR
5.34(e)(5)(v), or alternatively an explanation of how the activities are
substantively the same as those described in published OCC precedent
for noncontrolling investments, and certification that the activities will
be conducted in accordance with the same terms and conditions as
stated in the precedent.

e A description of how the bank is able to prevent the enterprise from
engaging in activities that do not meet the foregoing standards, or how
it is able to withdraw its investment.

e A description of how the investment is convenient or useful to the bank
in carrying out the bank’s business and not a mere passive investment
unrelated to its banking business.

e Certification that the bank’s loss exposure will be limited, as a legal
and accounting matter, and that the bank will not have open-ended
liability for the obligations of the enterprise.

e Certification that the bank will account for its investment under the
equity or cost method of accounting.
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e Certification that the entity agrees to be subject to OCC supervision
and examination (subject to certain limits regarding functionally
regulated entities and activities).

When a national bank that is not well capitalized or well managed seeks to
make a noncontrolling investment directly or when a national bank wishes to
invest in an enterprise that engages in activities that are not eligible for the
after-the-fact notice procedure, the OCC determines eligibility case by case.

When owning a minority interest in an enterprise, a bank should participate
in the company’s affairs to the extent practicable in order to identify and be in
a position to control any risks that the company presents to the bank.
Information documenting the lines of business and current financial status of
all such companies should be maintained in the bank’s head office.

In addition, banks may own, either directly or indirectly, a noncontrolling
interest in an enterprise pursuant to specific statutory authorization. Examples
include community and economic development entities (12 USC 24(Eleventh)
and 12 CFR Part 24) and small business investment companies (15 USC
682(b)).

Other Related Organizations

Bank Holding Company

Most, but not all, bank holding companies are regulated by the FRB, pursuant
to the Bank Holding Company Act. For those bank holding companies
regulated by the FRB (BHC), a BHC is any company that has control over any
bank or over any company that is or becomes a BHC (12 USC 1841(a)). In
this context, “company” means any corporation, partnership, business trust
(or most other kinds of trusts), association, or similar organization. Any
company generally has control over a bank or BHC if:

e The company directly, indirectly, or acting through one or more other
persons owns, controls, or has power to vote 25 percent or more of any
class of voting securities of the bank or company,

e The company controls in any manner the election of a majority of the
directors or trustees of the bank or company, or

Comptroller’s Handbook 19 Related Organizations



e The FRB determines, after notice and opportunity for hearing, that the
company directly or indirectly exercises a controlling influence over
the management or policies of the bank or company.

There are also holding companies that own “non-bank banks” and are not
regulated by the FRB. “Non-bank banks” in this context are those limited-
purpose banks that are grandfathered by the Competitive Equality Banking
Act of 1987, which include certain nationally chartered, FDIC-insured credit
card banks.

Transactions between a bank and its parent company and nonbank
subsidiaries of the parent company are subject to the restrictions of sections
23A and 23B and Regulation W. The requirements and limits pertinent to
transactions with affiliates are discussed in this booklet’s “Transactions with
Affiliates” section.

Pertinent information regarding a bank’s parent company and its nonbank
subsidiaries can be found in the reports filed with the Securities and Exchange
Commission (SEC), if applicable, and with the FRB in the case of a BHC. For
a BHC, reports to the FRB include FR Y-6, the “Annual Report of Bank
Holding Companies,” which contains information on each subsidiary,
information on activities of the parent BHC, and financial statements. Other
reports that parent companies may be required to file include:

Report Title

FR Y-6a* Report of Changes in Investments or Activities
FR Y-8* Report of Section 23A Transactions with Affiliates
FR Y-9C* Consolidated Financial Statements for Bank Holding Companies (parallel to the

call report for commercial banks)
FRY-111* Annual Financial Statements of Nonbank Subsidiaries
FR Y-11Q* | Quarterly Financial Statements of Nonbank Subsidiaries

FR Y-20 Financial Statements for a BHC Subsidiary Engaged in Bank-Ineligible Securities
Underwriting and Dealing

SEC 10-K Annual Report
SEC 10-Q Quarterly Report

SEC 8-K “Current report,” filed after material events or corporate changes have occurred.

*These reports apply only to bank holding companies regulated by the FRB.
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Financial Holding Companies

Section 4(k) of the Bank Holding Company Act, 12 USC 1843(k), authorizes
affiliations among banks, securities firms, insurance firms, and other financial
companies. It provides for the formation of financial holding companies. A
BHC that qualifies as a financial holding company may engage in activities
that are financial in nature or incidental to a financial activity. Financial
holding companies are authorized by statute to engage in designated financial
activities, including insurance underwriting and agency activities, securities
underwriting, merchant banking, and insurance company portfolio
investment activities. In addition, financial holding companies may engage in
those activities that the Board of Governors of the Federal Reserve System
determines, in conjunction with the Secretary of the Treasury, to be financial
in nature or incidental to a financial activity.

Chain Banking Organizations

In a chain banking organization, two or more independently chartered
financial institutions, including at least one national bank, are controlled
either directly or indirectly by the same individual, family, or group of
individuals closely associated in their business dealings.: Control generally
exists when the common ownership has the ability, directly or indirectly, to
control the vote of 25 percent or more of any class of each institution’s voting
securities; owns at least 25 percent of the equity capital of each institution;
controls in any manner the election of a majority of the directors of each
institution; or has the power to exercise a controlling influence over the
management or policies of each institution.

Members of a chain banking organization are affiliates of each other for
purposes of sections 23A and 23B and Regulation W, the same as if they were
owned by the same holding company, as long as they meet one of the
applicable tests for affiliation. However, the chain banking organization
cannot take advantage of the sister-bank exemption (see discussion in the
“Transactions with Affiliates” section) because that exemption requires
ownership by a holding company.

5 A registered multibank holding company and its subsidiary banks ordinarily are not considered to
be a chain banking group unless the holding company is linked to other banking organizations
through common control.
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Parallel-Owned Banking Groups

In a parallel-owned banking group, at least one U.S. bank and at least one
foreign bank are independently chartered but controlled either directly or
indirectly by the same individual, family, or group of individuals who are
closely associated in their business dealings or who otherwise act in concert.
If a person or group of persons controls 10 percent or more of any class of
voting shares of a depository institution, the banking agencies may deem the
person or group to control the institution. The presence of certain other
characteristics may indicate that a bank or bank holding company located in
the United States is part of a parallel-owned banking group:

e An individual or group of individuals acting in concert that controls a
foreign bank also controls any class of voting shares of a U.S.
depository institution, or persons owning or controlling the shares
receive financing from or arranged by the foreign bank, especially if the
shares of the U.S. depository institution are collateral for the stock
purchase loan.

e The U.S. bank or bank holding company has adopted particular or
unique policies or strategies similar to those of the foreign bank, such
as common or joint marketing strategies, sharing of customer
information, cross-selling of products, or linked Web sites.

e An officer or director of the U.S. bank or bank holding company either
(1) serves as an officer or director of a foreign bank or (2) controls a
foreign bank or is a member of a group of individuals acting in concert
or with common ties that controls a foreign bank.

e The name of the U.S. bank or bank holding company is similar to that
of the foreign bank.

For purposes of applying legal restrictions on a bank’s transactions with its
affiliates within a parallel-owned banking group, the 25 percent control
threshold in sections 23A and 23B and Regulation W applies. Like chain
banking affiliates, members of a parallel-owned banking group that are
affiliates cannot take advantage of the sister-bank exemption because that
exemption requires ownership by a holding company.
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International Investments and Activities

There are various mechanisms by which national banks can participate in
international activities. These forms include foreign branches; foreign bank
subsidiaries; Edge Act or Agreement corporations, which may be subsidiaries
of banks or bank holding companies; international banking facilities (IBFs);
and financial subsidiaries. A bank’s objective in having a presence overseas
determines, in part, the type of entity to establish. If the objective is to
explore a market, a small, specialized office might suffice. If the bank desires
to increase its lending activities in a foreign market, it might want a more
sophisticated entity that is able to monitor the project risk and country risk.
Depending upon the host country’s entry requirements, foreign banking
activities of a U.S. bank may be conducted through a branch or a banking
subsidiary. Other influences on the type of presence are bank strategy, tax
considerations, and the international expertise of the bank.

Federal banking law permits foreign branches or foreign subsidiaries,
including Edge Act or Agreement corporation subsidiaries of U.S. banks, to
engage in activities abroad in which a U.S. bank may engage domestically.
Subject to local law, a foreign branch or subsidiary may also engage in
certain activities abroad that are not generally permitted for banks in the
United States. For national banks, these initial and expanded activities
abroad must comply with the OCC’s 12 CFR 28, International Banking
Activities, and the FRB’s Regulation K, 12 CFR 211, including possible pre-
establishment licensing requirements. For a foreign branch, the expanded
activities must usually be related to the business of banking in the country in
which it transacts business. For a foreign subsidiary, such as an Edge Act or
Agreement corporation, the expanded activities must be of a banking or
financial nature or necessary to carry on banking or financial activities. For
international banking activities conducted through financial subsidiaries, the
activities must comply with 12 USC 24a and 12 CFR 5.39.

Foreign Branches

It is common for U.S. banking organizations that operate abroad to conduct a
sizable amount of their international banking activities through foreign
branches. These branches are an integral part of the bank rather than
separate entities.
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Many banks prefer the foreign branch structure to the foreign subsidiary
structure because they have direct control over the operations of a branch.
Subsidiary ownership can be complex, especially if local law requires a
subsidiary to have some percentage of local ownership and a board of
directors. In addition, the branch structure may afford other benefits, e.g., the
lending limit is usually based upon the consolidated capital of the parent
bank rather than the much lower capital of a subsidiary. However,
establishing a subsidiary may have advantages in terms of the parent bank
protecting itself from the subsidiary’s legal liabilities. This may be an
advantage particularly in certain emerging markets where the operating
environment can be uncertain.

In addition to general banking powers, branches may make investments that
are usual for banks in the local country. Subject to local law, branches may
engage in activities that are not permissible for national banks in the United
States, such as acting as an insurance agent or broker and providing certain
types of guarantees.

Extending credit is a major activity of foreign branches. Typical borrowers
tend to be foreign banks and multinational corporations of industrialized
countries. Direct financing to foreign governments has become less common
for U.S. banks, as most foreign governments can issue debt much less costly
in the capital markets. Given this type of clientele, foreign branches in the
major financial centers have been increasingly engaged in loan syndications,
loan management, leasing, project financing, and other activities geared to
the large, complex lending required for major industrial projects and general
economic development.

Retail banking, especially deposit taking, has become an integral area of
foreign bank business for internationally active U.S. banks, as host countries
have liberalized their banking markets and removed most restrictions that
once protected local banks. In some markets, foreign banks now are the most
dominant players and offer full-scale banking products and services.

Edge Act and Agreement Corporations

A depository institution may organize or acquire a separate subsidiary to
engage in international banking activities as an Edge Act corporation, which
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is licensed under federal law by the FRB, or as an Agreement corporation,
which is chartered under state law. Congress authorized such subsidiaries
principally to encourage foreign trade. An Edge Act or Agreement
corporation may not engage, directly or indirectly, in activities in the United
States unless they are incidental to its international activities. Incidental
activities are described in the FRB’s Regulation K, 12 CFR 211.6.

Under Regulation K, an Edge Act or Agreement corporation’s investment in a
foreign organization can be either an investment in a subsidiary, an
investment in a joint venture, or a portfolio investment. Two factors
determine which type of investment it is: (1) the percentage of the foreign
organization’s voting shares or equity owned or controlled by the corporation
and (2) whether the foreign organization engages in permissible types of
activities and investments. If the Edge or Agreement corporation owns or
controls 50 percent or more of the voting shares or equity in an organization,
the organization is considered a subsidiary. Generally, an Edge Act or
Agreement corporation may invest only in a subsidiary engaged in banking or
financial activities and activities incidental to these activities. If the Edge Act
or Agreement corporation owns or controls 20 percent but less than 50
percent of the voting shares or equity of an organization, it has invested in a
joint venture. A joint venture may have up to 10 percent of its consolidated
assets or consolidated revenues attributable to activities that are not banking
or financial. An Edge Act or Agreement corporation may make a portfolio
investment by owning or controlling up to 20 percent of the voting shares or
equity of an organization that may engage in activities that are not banking or
financial. These foreign investments are subject to additional limits in the
FRB’s Regulation K, which describes permissible activities for these three
forms of investments. See 12 CFR 211.9 and 211.10.

Regulation K does not permit a member bank to invest directly in a
subsidiary, joint venture, or portfolio investment. Generally, these
investments must be made through an Edge Act corporation subsidiary of the
bank or through the bank holding company.

The amount of capital and surplus that a member bank may invest in Edge Act
and Agreement corporations is limited by 12 USC 618 and Regulation K to 10
percent of capital and surplus or 20 percent with approval of the FRB. The
FRB is required to examine Edge Act corporations annually and produce a
report of their examination.
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As an alternative, a national bank could conduct its international banking
activities through a financial subsidiary. In a financial subsidiary, the
international activities must comply with 12 USC 24a and 12 CFR 5.39; they
are not subject to Regulation K.

Foreign Subsidiaries

In general, a foreign subsidiary is a bank or other company that is separately
incorporated from its parent and is domiciled in a foreign country. A bank
can establish a foreign subsidiary by owning more than 50 percent of its
voting stock, directly or through the bank’s affiliates, or by demonstrating its
control in other ways. The FRB’s Regulation K requires a member bank to
hold its interest in a foreign non-banking subsidiary through an Edge Act or
Agreement Corporation. In contrast, a member bank may own a foreign bank
directly.

A bank might choose to own a foreign subsidiary rather than a foreign branch
for several reasons. The subsidiary structure helps protect a parent bank from
the subsidiary’s legal liabilities. In some countries that prohibit foreign
branching, a bank can operate a financial subsidiary. These subsidiaries can
often engage in broader activities than a branch. For example, if permitted by
local law, a subsidiary generally might perform merchant banking activities,
whereas a branch could not perform under either U.S. or foreign law.
Whereas a branch is precluded from underwriting many types of securities, a
merchant bank may be able to underwrite any type. Initially, subsidiaries
were set up to attract retail business, such as deposits and loans, as well as for
trade finance. Now, subsidiaries are often specialized entities that conduct
activities that the parent bank cannot.

For foreign subsidiaries, the bank should have on file (in addition to audited
financial information prepared for management):

e Reports prepared in conformance with the FRB’s Regulation K, 12 CFR
211.

e Reports prepared for and obtained from foreign regulatory authorities.

e Information on the country’s cultural and legal influences upon
banking activities, current economic condition, anticipated relaxation
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or strengthening of capital or exchange controls, fiscal policy, political
goals, and risk of expropriation.

A foreign subsidiary which is a financial subsidiary is subject to 12 CFR 5.39,
but not Regulation K.

International Banking Facilities

An International Banking Facility (IBF) is an alternative to an offshore branch
or subsidiary. IBFs are financial vehicles designed to enhance the
competitive position of banking institutions in the United States by permitting
them to obtain, through an IBF, similar treatment afforded to offshore banking
offices. An IBF is simply a set of accounts segregated on the books and
records of a depository institution. Implemented by amendments to the FRB's
regulations 12 CFR 204 and 217, IBFs generally accept deposits from and
advance funds to foreign customers, other IBFs, and the entity establishing the
IBF. Foreign customers include, but are not limited to, residents of countries
other than the United States, foreign affiliates of U.S. corporations, foreign
banks, foreign government agencies, and quasi-governmental international
organizations such as the United Nations. Both the deposits of and
extensions of credit to foreign residents and foreign affiliates of U.S.
corporations may be used only to support operations outside the United
States. In general, such funds are exempt from reserve requirements and
Federal Deposit Insurance Corporation (FDIC) assessments, and have tax
advantages in some states.

Because IBFs have these advantages, an IBF has a lower cost of funds than an
insured bank providing identical services. Using an IBF, a national bank can
gain funding opportunities in international markets without having to
establish a foreign branch. Subject to certain restrictions, IBFs have permitted
banks to become involved in the Eurocurrency market from domestic bases.
However, the relative advantage with respect to deposit reserves was largely
eliminated when the FRB relaxed the deposit reserve requirements in the
early 1990s. Another incentive to use IBFs is that they may be exempted
from state taxes.

An IBF may purchase eligible assets from the entity establishing the IBF
(subject to Eurocurrency reserve requirements), or it may sell such assets to
that entity. Also, the entity may use the credit extended by the IBF
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domestically in the United States.c IBFs may also book off-balance-sheet
items, provided the customer is eligible under, and the transactions comply
with, applicable regulation.

No application and no approval are required to establish an IBF. An
institution that wants to establish an IBF is required only to notify the FRB in
its district at least 14 days before the first reserve computation period during
which it intends to accept IBF deposits.

Community Development Investments

Pursuant to 12 USC 24(Eleventh), a bank is authorized to make investments
designed primarily to promote the public welfare, including the welfare of
low- and moderate-income communities and families, such as by providing
housing, services, or jobs. The regulation that implements this statutory
authority is 12 CFR 24.

Community development investments authorized under the statute and
regulation include those that support affordable housing, economic
development and job creation, community and economic development
entities, and other public welfare purposes.

Public Welfare Requirement

A bank’s investment under the regulation must meet at least one of the four
following criteria: (1) it must primarily benefit low- and moderate-income
individuals, (2) it must primarily benefit low- and moderate-income areas, (3)
it must primarily benefit other areas targeted by a government entity for
redevelopment, or (4) it must otherwise be considered a “qualified
investment” under 12 CFR 25.23 (of the Community Reinvestment Act (CRA)
regulation). Examples of investments that would meet the public welfare
standard are listed under 12 CFR 24.6.

Investment Limits

A bank’s aggregate outstanding investments and commitments under 12 CFR
24 may not exceed 5 percent of its capital and surplus, unless the bank is at

¢ Based on interpretation by the attorneys of the Federal Reserve System.
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least adequately capitalized and the OCC determines, by its written approval
of the bank’s proposed investment, that a higher amount will pose no
significant risk to the deposit insurance fund. In no case may a bank’s
aggregate outstanding investments and commitments under 12 CFR 24
exceed 10 percent of its capital and surplus.

When calculating the aggregate amount of its outstanding investments under
this regulation, a national bank should follow GAAP, unless the OCC, in
writing, directs or permits otherwise for prudential or safety and soundness
reasons.

A bank may not make an investment under 12 CFR 24 that would expose the
bank to unlimited liability.

Types of Investments

A bank may make public welfare investments by purchasing an interest in a
community and economic development entity (CEDE) or by investing directly
in a community development project.-

A CEDE is an entity that makes investments or conducts activities that
primarily benefit low- and moderate-income individuals, low- and moderate-
income areas, or other areas targeted by a governmental entity for
redevelopment. An entity that makes qualifying investments under the CRA
regulation is also deemed a CEDE. The following is a partial list of the types
of entities that may be CEDEs:

e National bank community development corporation subsidiaries.
e Private or nonbank community development corporations.

e CDFI Fund-certified community development financial institutions
(CDFls) or community development entities.

e Limited liability companies or limited partnerships.

e Community development loan funds or lending consortia.

712 CFR 24 allows national banks’ public welfare investments in a variety of structures as described
in the definition of a “community and economic development entity,” under 12 CFR 24.3(c), and in
the definition of a “community development project,” under 12 CFR 24.3(d).
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e Community development real estate investment trusts.

e Business development companies.

e Community development closed-end mutual funds.

e Nondiversified closed-end investment companies.

e Community development venture or equity capital funds.

A community development project (CD project) is a project whose
investment meets the public welfare requirements of 12 CFR 24.

Notification and Approval Processes
After-the-Fact Notice

An eligible bank may make public welfare investments without first notifying
or obtaining the approval of the OCC if the bank follows prescribed after-the-
fact notice procedures. To provide an after-the-fact notice of an investment,
an eligible bank must submit a completed form CD-1¢ within 10 working days
after it makes the investment, to Director, Community Development Division,
OCC, 250 E Street, SW, Washington, DC 20219.

To be eligible for the after-the-fact notice process, a bank:

e Must be well capitalized, as defined in 12 CFR 6.4,

e Must have a composite rating of 1 or 2 under the Uniform Financial
Institutions Rating System,

e Must have a CRA rating of “outstanding” or “satisfactory,” and

e Must not be subject to a cease and desist order, consent order, formal
written agreement, or Prompt Corrective Action directive, or, if subject
to any such order, agreement or directive, must be informed in writing
by the OCC that the bank may be treated as an “eligible bank” for
purposes of 12 CFR 24.

In addition, the bank must certify that its investment is in compliance with the
public welfare and investment limit requirements of 12 CFR 24.

A bank may not provide an after-the-fact notice of an investment if:

8 Available under the “Community Affairs” link at http://www.occ.treas.gov.
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e The bank’s aggregate outstanding investments and commitments under
12 CFR 24 are greater than or equal to 5 percent of its capital and
surplus, unless the OCC previously has determined, by written
approval, that a higher amount would pose no significant risk to the
deposit insurance fund;

e The investment involves properties carried on the bank’s books as
“other real estate owned”; or

e The OCC determines, in published guidance, that the investment is
inappropriate for after-the-fact notice.

Investments Requiring Prior OCC Approval

If a bank or its proposed investment does not meet the requirements for after-
the-fact notice, the bank shall submit an investment proposal to Director,
Community Development. Unless otherwise notified in writing by the OCC,
the proposed investment is deemed approved after 30 calendar days.

The OCC may impose one or more conditions on its approval of an
investment under 12 CFR 24. All approvals are subject to the condition that a
national bank must conduct the approved activity in a manner consistent with
the OCC’s published guidance on the activity.

Required Information for a Part 24 Submission

Both the after-the-fact notice and the investment proposal must include the
following items (the bank may use the form CD-1 to satisfy this requirement):

e A description of the bank’s investment;
e The dollar amount of the investment;

e The percentage of the bank’s capital and surplus represented by the
bank’s investment that is the subject of the after-the-fact notice or
investment proposal;

e The percentage of the bank’s capital and surplus represented by the
bank’s aggregate outstanding public welfare investments and
commitments, including the investment proposal or the after-the-fact
notice investment; and
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e A statement from the bank certifying compliance with the public
welfare requirements and investment limits of 12 CFR 24.

Each bank should maintain in its files information adequate to demonstrate
that its investment meets the public welfare standards, including, when
applicable, the criteria of the CRA regulation. The bank’s files should also
substantiate that the bank is otherwise in compliance with the requirements of
this part.

Remedial Action

If the OCC determines that a CEDE, CD project, or other public welfare
investment violates a law or regulation, is inconsistent with the safe and
sound operation of the bank, or poses a significant risk to the bank deposit
insurance fund, the OCC will require the bank to take appropriate remedial
action. The bank could be required to reduce or withdraw its investment in
the CEDE or CD project.

Related Interests of Insiders

A “related interest” is simply a type of related organization defined for
purposes of the statute and regulations that govern a bank’s loans to its
“insiders.” See 12 USC 375b, as well as 122 CFR 31 and Regulation O, 12
CFR 215.° The statute and regulations apply restrictions to, among other
things, a bank’s loans to any of its “principal shareholders” (defined for these
purposes as natural persons who control a bank) and any “related interests “
of a principal shareholder. A “related interest” is generally deemed to be a
company that the principal shareholder controls. There is some overlap
between insider-lending laws and affiliate transactions laws. Many related
interests of a bank’s principal shareholder would also be “affiliates” of the
bank. The “Insider Activities” booklet of the Comptroller’s Handbook
contains additional information on the insider-lending restrictions. The
following section provides additional information on transactions with
affiliates.

9 Regulation O applies to insiders of banks, which include principal shareholders, directors, and
executive officers, and their related interests. The “Insider Activities” booklet of the Comptroller’s
Handbook contains additional information on transactions with insiders.
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Transactions with Affiliates

Sections 23A and 23B of the Federal Reserve Act (12 USC 371c and 371c-1),
and their implementing regulation, Regulation W (12 CFR 223), restrict a
bank’s transactions with its affiliates in order to safeguard the interests of
banks and prevent abuses by banks’ affiliates.

Sections 23A and Regulation W define “affiliate” to include:

e Any company that controls the bank, and any other company that is
controlled by the company that controls the bank."

e An insured depository institution subsidiary of the bank.

e Any company that is controlled directly or indirectly by a trust or
otherwise, by or for the benefit of shareholders who beneficially or
otherwise control, directly or indirectly, by trust or otherwise, the bank
or any company that controls the bank.

e Any company a majority of whose directors, trustees, or general
partners constitute a majority of the persons holding these offices with
the bank or any company that controls the bank.

e Any company, including a real estate investment trust, which is
sponsored and advised on a contractual basis by the bank or any
subsidiary or affiliate of the bank.

e Any investment company for which a bank or any subsidiary or affiliate
thereof serves as an investment adviser.

e Any other investment fund for which the bank or any subsidiary or
affiliate serves as an investment adviser, if the bank and its subsidiaries
and affiliates together own or control more than 5 percent of any class
of voting securities or of the equity capital of the fund.

e A financial subsidiary of the bank.=

10 Users of this booklet should not rely on this synopsis as a complete discussion of Regulation W,
and are urged to closely review the regulation for a full understanding of its requirements and
restrictions.

" Generally, “control” for purposes of sections 23A and 23B means the power to vote 25 percent or
more of any class of voting securities or to control in any manner the election of directors or trustees
of the company. This control threshold is lower than the one in the definition of control in section
221a. Certain other relationships may constitute control, as well.
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e Any company in which the bank’s holding company owns or controls,
directly, indirectly, or acting through one or more other persons, 15
percent or more of the equity capital pursuant to the merchant banking
or insurance investment authority of the GLBA, subject to certain
exceptions.

e Any partnership for which the bank or any subsidiary or affiliate of the
bank serves as a general partner or for which the bank or any
subsidiary or affiliate of the bank causes any director, official, or
employee of the bank or its subsidiary or affiliate to serve as a general
partner.

e Any company that the FRB (by regulation or order) or OCC (by order)
deems to be an “affiliate.”

Under section 23B, the term “affiliate” has the same meaning as it does in
section 23A, except that it excludes insured depository institutions.

Transactions between a bank and the following companies are exempt from
the restrictions on transactions with affiliates:

e An uninsured depository institution subsidiary of the bank."

e Most subsidiaries of the bank that are not insured depository
institutions. Subsidiaries that are treated as affiliates include financial
subsidiaries and subsidiaries (including uninsured depository
institutions) that are also controlled by one or more affiliates of the
bank that are not insured depository institutions. (In addition, as noted
above, the OCC and the FRB can determine that an otherwise exempt
subsidiary should be treated as an affiliate).

e Any company engaged solely in holding bank premises.

12 However, organizations that are considered financial subsidiaries solely because they engage in the
sale of insurance as agent or broker in a manner that is not permitted for national banks are not
considered to be “financial subsidiaries” for purposes of Regulation W.

3 When the subsidiary bank is uninsured, it is not treated as an affiliate of the parent bank for
purposes of either section 23A or section 23B, but instead is treated as an exempt operating
subsidiary from the perspective of the parent bank. Note, however, that from the perspective of the
uninsured subsidiary bank, its parent bank is treated as an affiliate, and thus the restrictions of
sections 23A and 23B apply to transactions with the parent bank, unless an exemption, such as the
sister-bank exemption, is available.
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e Any company engaged solely in conducting a safe deposit business.

e Any company engaged solely in holding obligations of the United
States, its agencies, or any obligations fully guaranteed by the United
States or its agencies.

e Subject to certain limitations and conditions, any company acquired in
collecting debt previously contracted.

From a practical standpoint, examples of the most prevalent types of affiliates
for purposes of applying the affiliate transaction rules are the bank’s parent
company, nonbank subsidiaries of the bank’s holding company, and entities
that are controlled by a person who is also a controlling owner of the bank,
including chain banks.

Restrictions

Covered Transactions

Transactions governed by section 23A are referred to as “covered
transactions.” Covered transactions 