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(or individual exercising similar func-
tions) of the company; or

(iii) A person that is not affiliated or
associated with the financial holding
company owns or controls more than 50
percent of the voting shares of the
portfolio company, and officers and
employees of the holding company do
not constitute a majority of the direc-
tors or trustees (or individuals exer-
cising similar functions) of the com-
pany.

(4) Convertible instruments. For pur-
poses of paragraph (b)(1) of this sec-
tion, equity capital includes options,
warrants and any other instrument
convertible into equity capital.

(5) Application of presumption to pri-
vate equity funds. A financial holding
company will not be presumed to own
or control the equity capital of a com-
pany for purposes of paragraph (b)(1) of
this section solely by virtue of an in-
vestment made by the financial hold-
ing company in a private equity fund
that owns or controls the equity cap-
ital of the company unless the finan-
cial holding company controls the pri-
vate equity fund as described in
§225.173(d)(4).

(6) Application of sections 23A and B to
U.S. branches and agencies of foreign
banks. Sections 23A and 23B of the Fed-
eral Reserve Act (12 U.S.C. 371c, 371c-1)
shall apply to all covered transactions
between each U.S. branch and agency
of a foreign bank that acquires or con-
trols, or that is affiliated with a com-
pany that acquires or controls, mer-
chant banking investments and—

(i) Any portfolio company that the
foreign bank or affiliated company
controls or is presumed to control
under paragraph (b)(1) of this section;
and

(if) Any company that the foreign
bank or affiliated company controls or
is presumed to control under paragraph
(b)(1) of this section if the company is
engaged in acquiring or controlling
merchant banking investments and the
proceeds of the covered transaction are
used for the purpose of funding the
company’s merchant banking invest-
ment activities.

§225.177 Definitions.

(a) What do references to a financial
holding company include?—(1) Except as

§225.177

otherwise expressly provided, the term
“financial holding company’’ as used in
this subpart means the financial hold-
ing company and all of its subsidiaries,
including a private equity fund or
other fund controlled by the financial
holding company.

(2) Except as otherwise expressly pro-
vided, the term ‘‘financial holding
company” does not include a deposi-
tory institution or subsidiary of a de-
pository institution or any portfolio
company controlled directly or indi-
rectly by the financial holding com-
pany.

(b) What do references to a depository
institution include? For purposes of this
subpart, the term ‘‘depository institu-
tion” includes a U.S. branch or agency
of a foreign bank.

(c) What is a portfolio company? A
portfolio company is any company or
entity:

(1) That is engaged in any activity
not authorized for the financial holding
company under section 4 of the Bank
Holding Company Act (12 U.S.C. 1843);
and

(2) Any shares, assets or ownership
interests of which are held, owned or
controlled directly or indirectly by the
financial holding company pursuant to
this subpart, including through a pri-
vate equity fund that the financial
holding company controls.

(d) Who are the executive officers of a
company?—(1) An executive officer of a
company is any person who partici-
pates or has the authority to partici-
pate (other than in the capacity as a
director) in major policymaking func-
tions of the company, whether or not
the officer has an official title, the
title designates the officer as an assist-
ant, or the officer serves without sal-
ary or other compensation.

(2) The term “‘executive officer’ does
not include—

(i) Any person, including a person
with an official title, who may exercise
a certain measure of discretion in the
performance of his duties, including
the discretion to make decisions in the
ordinary course of the company’s busi-
ness, but who does not participate in
the determination of major policies of
the company and whose decisions are
limited by policy standards fixed by
senior management of the company; or
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(ii) Any person who is excluded from
participating (other than in the capac-
ity of a director) in major policy-
making functions of the company by
resolution of the board of directors or
by the bylaws of the company and who
does not in fact participate in such pol-
icymaking functions.

CONDITIONS TO ORDERS

§225.200 Conditions to Board’s section
20 orders.

(a) Introduction. Under section 20 of
the Glass-Steagall Act (12 U.S.C. 377)
and section 4(c)(8) of the Bank Holding
Company Act (12 U.S.C. 1843(c)(8)), a
nonbank subsidiary of a bank holding
company may to a limited extent un-
derwrite and deal in securities for
which underwriting and dealing by a
member bank is prohibited. Pursuant
to the Securities Act of 1933 and the
Securities Exchange Act of 1934, these
so-called section 20 subsidiaries are re-
quired to register with the SEC as
broker-dealers and are subject to all
the financial reporting, anti-fraud and
financial responsibility rules applica-
ble to broker-dealers. In addition,
transactions between insured deposi-
tory institutions and their section 20
affiliates are restricted by sections 23A
and 23B of the Federal Reserve Act (12
U.S.C. 371c and 371c-1). The Board ex-
pects a section 20 subsidiary, like any
other subsidiary of a bank holding
company, to be operated prudently.
Doing so would include observing cor-
porate formalities (such as the mainte-
nance of separate accounting and cor-
porate records), and instituting appro-
priate risk management, including
independent trading and exposure lim-
its consistent with parent company
guidelines.

(b) Conditions. As a condition of each
order approving establishment of a sec-
tion 20 subsidiary, a bank holding com-
pany shall comply with the following
conditions.

(1) Capital. (i) A bank holding com-
pany shall maintain adequate capital
on a fully consolidated basis. If oper-
ating a section 20 authorized to under-
write and deal in all types of debt and
equity securities, a bank holding com-
pany shall maintain strong capital on a
fully consolidated basis.
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(ii) In the event that a bank or thrift
affiliate of a section 20 subsidiary shall
become less than well capitalized (as
defined in section 38 of the Federal De-
posit Insurance Act, 12 U.S.C. 183l0),
and the bank holding company shall
fail to restore it promptly to the well
capitalized level, the Board may, in its
discretion, reimpose the funding, credit
extension and credit enhancement fire-
walls contained in its 1989 order allow-
ing underwriting and dealing in bank-
ineligible securities,! or order the bank
holding company to divest the section
20 subsidiary.

(iii) A foreign bank that operates a
branch or agency in the United States
shall maintain strong capital on a fully
consolidated basis at levels above the
minimum levels required by the Basle
Capital Accord. In the event that the
Board determines that the foreign
bank’s capital has fallen below these
levels and the foreign bank fails to re-
store its capital position promptly, the
Board may, in its discretion, reimpose
the funding, credit extension and credit
enhancement firewalls contained in its
1990 order allowing foreign banks to
underwrite and deal in bank-ineligible
securities,? or order the foreign bank to
divest the section 20 subsidiary.

(2) Internal controls. (i) Each bank
holding company or foreign bank shall
cause its subsidiary banks, thrifts,
branches or agencies?3 to adopt policies
and procedures, including appropriate
limits on exposure, to govern their par-
ticipation in transactions underwritten
or arranged by a section 20 affiliate.

(i) Each bank holding company or
foreign bank shall ensure that an inde-
pendent and thorough credit evalua-
tion has been undertaken in connection
with participation by a bank, thrift, or
branch or agency in such transactions,
and that adequate documentation of

1Firewalls 5-8, 19, 21 and 22 of J.P. Morgan
& Co., The Chase Manhattan Corp., Bankers
Trust New York Corp., Citicorp, and Security
Pacific Corp., 75 Federal Reserve Bulletin 192,
214-16 (1989).

2Firewalls 5-8, 19, 21 and 22 of Canadian Im-
perial Bank of Commerce, The Royal Bank of
Canada, Barclays PLC and Barclays Bank
PLC, 76 Federal Reserve Bulletin 158, (1990).

3The terms ‘“‘branch’ and ‘“‘agency’ refer
to a U.S. branch and agency of a foreign
bank.
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