
266 

12 CFR Ch. II (1–1–08 Edition) Pt. 225, App. B 

1 The guidelines will apply to bank holding 
companies with less than $150 million in con-
solidated assets on a bank-only basis unless: 

[Reg. Y, 54 FR 4209, Jan. 27, 1989; 54 FR 12531, 
Mar. 27, 1989, as amended at 55 FR 32832, Aug. 
10, 1990; 56 FR 51156, Oct. 10, 1991; 57 FR 2012, 
Jan. 17, 1992; 57 FR 60720, Dec. 22, 1992; 57 FR 
62180, 62182, Dec. 30, 1992; 58 FR 7980, 7981, 
Feb. 11, 1993; 58 FR 68739, Dec. 29, 1993; 59 FR 
62993, Dec. 7, 1994; 59 FR 63244, Dec. 8, 1994; 59 
FR 65926, Dec. 22, 1994; 60 FR 8182, Feb. 13, 
1995; 60 FR 45616, Aug. 31, 1995; 60 FR 46179, 
46181, Sept. 5, 1995; 60 FR 39230, 39231, Aug. 1, 
1995; 60 FR 66045, Dec. 20, 1995; 61 FR 47372, 
Sept. 6, 1996; 63 FR 42676, Aug. 10, 1998; 63 FR 
46522, Sept. 1, 1998; 63 FR 58621, Nov. 2, 1998; 
64 FR 10203, Mar. 2, 1999; 66 FR 59643, Nov. 29, 
2001; 66 FR 67074, Dec. 28, 2001; 67 FR 3800, 
Jan. 25, 2002; 67 FR 16977, Apr. 9, 2002; 67 FR 
34991, May 17, 2002; 68 FR 56535, Oct. 1, 2003; 
69 FR 22385, Apr. 26, 2004; 69 FR 44919, July 28, 
2004; 70 FR 11834, Mar. 10, 2005; 70 FR 20704, 
Apr. 21, 2005; 71 FR 9902, Feb. 28, 2006] 

APPENDIX B TO PART 225—CAPITAL ADE-
QUACY GUIDELINES FOR BANK HOLD-
ING COMPANIES AND STATE MEMBER 
BANKS: LEVERAGE MEASURE 

The Board of Governors of the Federal Re-
serve System has adopted minimum capital 
ratios and guidelines to provide a framework 
for assessing the adequacy of the capital of 
bank holding companies and state member 
banks (collectively ‘‘banking organiza-
tions’’). The guidelines generally apply to all 
state member banks and bank holding com-
panies regardless of size and are to be used in 
the examination and supervisory process as 
well as in the analysis of applications acted 
upon by the Federal Reserve. The Board of 
Governors will review the guidelines from 
time to time for possible adjustment com-
mensurate with changes in the economy, fi-
nancial markets, and banking practices. In 
this regard, the Board has determined that 
during the transition period through year- 
end 1990 for implementation of the risk-based 
capital guidelines contained in appendix A to 
this part and in appendix A to part 208, a 
banking organization may choose to fulfill 
the requirements of the guidelines relating 
capital to total assets contained in this Ap-
pendix in one of two manners. Until year-end 
1990, a banking organization may choose to 
conform to either the 5.5 percent and 6 per-
cent minimum primary and total capital 
standards set forth in this appendix, or the 
7.25 percent year-end 1990 minimum risk- 
based capital standard set forth in appendix 
A to this part and appendix A to part 208. 
Those organizations that choose to conform 
during this period to the 7.25 percent year- 
end 1990 risk-based capital standard will be 
deemed to be in compliance with the capital 
adequacy guidelines set forth in this appen-
dix. 

Two principal measurements of capital are 
used—the primary capital ratio and the total 
capital ratio. The definitions of primary and 

total capital for banks and bank holding 
companies and formulas for calculating the 
capital ratios are set forth below in the defi-
nitional sections of these guidelines. 

CAPITAL GUIDELINES 

The Board has established a minimum 
level of primary capital to total assets of 5.5 
percent and a minimum level of total capital 
to total assets of 6.0 percent. Generally, 
banking organizations are expected to oper-
ate above the minimum primary and total 
capital levels. Those organizations whose op-
erations involve or are exposed to high or in-
ordinate degrees of risk will be expected to 
hold additional capital to compensate for 
these risks. 

In addition, the Board has established the 
following three zones for total capital for 
banking organizations of all sizes: 

TOTAL CAPITAL RATIO 
[In percent] 

Zone 1 .................................................... Above 7.0. 
Zone 2 .................................................... 6.0 to 7.0. 
Zone 3 .................................................... Below 6.0. 

The capital guidelines assume adequate li-
quidity and a moderate amount of risk in the 
loan and investment portfolios and in off- 
balance sheet activities. The Board is con-
cerned that some banking organizations may 
attempt to comply with the guidelines in 
ways that reduce their liquidity or increase 
risk. Banking organizations should avoid the 
practice of attempting to meet the guide-
lines by decreasing the level of liquid assets 
in relation to total assets. In assessing com-
pliance with the guidelines, the Federal Re-
serve will take into account liquidity and 
the overall degree of risk associated with an 
organization’s operations, including the vol-
ume of assets exposed to risk. 

The Federal Reserve will also take into ac-
count the sale of loans or other assets with 
recourse and the volume and nature of all 
off-balance sheet risk. Particularly close at-
tention will be directed to risks associated 
with standby letters of credit and participa-
tion in joint venture activities. The Federal 
Reserve will review the relationship of all 
on- and off-balance sheet risks to capital and 
will require those institutions with high or 
inordinate levels of risk to hold additional 
primary capital. In addition, the Federal Re-
serve will continue to review the need for 
more explicit procedures for factoring on- 
and off-balance sheet risks into the assess-
ment of capital adequacy. 

The capital guidelines apply to both banks 
and bank holding companies on a consoli-
dated basis.1 Some banking organizations are 
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(1) The holding company or any nonbank 
subsidiary is engaged directly or indirectly 
in any nonbank activity involving signifi-
cant leverage or 

(2) The holding company or any nonbank 
subsidiary has outstanding significant debt 
held by the general public. Debt held by the 
general public is defined to mean debt held 
by parties other than financial institutions, 
officers, directors, and controlling share-
holders of the banking organization or their 
related interests. 

engaged in significant nonbanking activities 
that typically require capital ratios higher 
than those of commercial banks alone. The 
Board believes that, as a matter of both safe-
ty and soundness and competitive equity, 
the degree of leverage common in banking 
should not automatically extend to non-
banking activities. Consequently, in evalu-
ating the consolidated capital positions of 
banking organizations, the Board is placing 
greater weight on the building-block ap-
proach for assessing capital requirements. 
This approach generally provides that 
nonbank subsidiaries of a banking organiza-
tion should maintain levels of capital con-
sistent with the levels that have been estab-
lished by industry norms or standards, by 
Federal or State regulatory agencies for 
similar firms that are not affiliated with 
banking organizations, or that may be estab-
lished by the Board after taking into ac-
count risk factors of a particular industry. 
The assessment of an organization’s consoli-
dated capital adequacy must take into ac-
count the amount and nature of all nonbank 
activities, and an institution’s consolidated 
capital position should at least equal the 
sum of the capital requirements of the orga-
nization’s bank and nonbank subsidiaries as 
well as those of the parent company. 

SUPERVISORY ACTION 

The nature and intensity of supervisory ac-
tion will be determined by an organization’s 
compliance with the required minimum pri-
mary capital ratio as well as by the zone in 
which the company’s total capital ratio falls. 
Banks and bank holding companies with pri-
mary capital ratios below the 5.5 percent 
minimum will be considered undercapital-
ized unless they can demonstrate clear ex-
tenuating circumstances. Such banking or-
ganizations will be required to submit an ac-
ceptable plan for achieving compliance with 
the capital guidelines and will be subject to 
denial of applications and appropriate super-
visory enforcement actions. 

The zone in which an organization’s total 
capital ratio falls will normally trigger the 
following supervisory responses, subject to 
qualitative analysis: 

For institutions operating in Zone 1, the 
Federal Reserve will: 

—Consider that capital is generally adequate 
if the primary capital ratio is acceptable 
to the Federal Reserve and is above the 5.5 
percent minimum. 
For institutions operating in Zone 2, the 

Federal Reserve will: 
—Pay particular attention to financial fac-

tors, such as asset quality, liquidity, off- 
balance sheet risk, and interest rate risk, 
as they relate to the adequacy of capital. If 
these areas are deficient and the Federal 
Reserve concludes capital is not fully ade-
quate, the Federal Reserve will intensify 
its monitoring and take appropriate super-
visory action. 
For institutions operating in Zone 3, the 

Federal Reserve will: 
—Consider that the institution is under-

capitalized, absent clear extenuating cir-
cumstances; 

—Require the institution to submit a com-
prehensive capital plan, acceptable to the 
Federal Reserve, that includes a program 
for achieving compliance with the required 
minimum ratios within a reasonable time 
period; and 

—Institute appropriate supervisory and/or 
administrative enforcement action, which 
may include the issuance of a capital di-
rective or denial of applications, unless a 
capital plan acceptable to the Federal Re-
serve has been adopted by the institution. 

TREATMENT OF INTANGIBLE ASSETS FOR THE 
PURPOSE OF ASSESSING THE CAPITAL ADE-
QUACY OF BANK HOLDING COMPANIES AND 
STATE MEMBER BANKS 

In considering the treatment of intangible 
assets for the purpose of assessing capital 
adequacy, the Federal Reserve recognizes 
that the determination of the future benefits 
and useful lives of certain intangible assets 
may involve a degree of uncertainty that is 
not normally associated with other banking 
assets. Supervisory concern over intangible 
assets derives from this uncertainty and 
from the possibility that, in the event an or-
ganization experiences financial difficulties, 
such assets may not provide the degree of 
support generally associated with other as-
sets. For this reason, the Federal Reserve 
will carefully review the level and specific 
character of intangible assets in evaluating 
the capital adequacy of state member banks 
and bank holding companies. 

The Federal Reserve recognizes that intan-
gible assets may differ with respect to pre-
dictability of any income stream directly as-
sociated with a particular asset, the exist-
ence of a market for the asset, the ability to 
sell the asset, or the reliability of any esti-
mate of the asset’s useful life. Certain intan-
gible assets have predictable income streams 
and objectively verifiable values and may 
contribute to an organization’s profitability 
and overall financial strength. The value of 
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2 See the definitional section below that 
lists the criteria for mandatory convertible 
instruments to qualify as primary capital. 

other intangibles, such as goodwill, may in-
volve a number of assumptions and may be 
more subject to changes in general economic 
circumstances or to changes in an individual 
institution’s future prospects. Consequently, 
the value of such intangible assets may be 
difficult to ascertain. Consistent with pru-
dent banking practices and the principle of 
the diversification of risks, banking organi-
zations should avoid excessive balance sheet 
concentration in any category or related cat-
egories of intangible assets. 

Bank Holding Companies 

While the Federal Reserve will consider 
the amount and nature of all intangible as-
sets, those holding companies with aggregate 
intangible assets in excess of 25 percent of 
tangible primary capital (i.e., stated primary 
capital less all intangible assets) or those in-
stitutions with lesser, although still signifi-
cant, amounts of goodwill will be subject to 
close scrutiny. For the purpose of assessing 
capital adequacy, the Federal Reserve may, 
on a case-by-case basis, make adjustments to 
an organization’s capital ratios based upon 
the amount of intangible assets in excess of 
the 25 percent threshold level or upon the 
specific character of the organization’s in-
tangible assets in relation to its overall fi-
nancial condition. Such adjustments may re-
quire some organizations to raise additional 
capital. 

The Board expects banking organizations 
(including state member banks) contem-
plating expansion proposals to ensure that 
pro forma capital ratios exceed the min-
imum capital levels without significant reli-
ance on intangibles, particularly goodwill. 
Consequently, in reviewing acquisition pro-
posals, the Board will take into consider-
ation both the stated primary capital ratio 
(that is, the ratio without any adjustment 
for intangible assets) and the primary cap-
ital ratio after deducting intangibles. In act-
ing on applications, the Board will take into 
account the nature and amount of intangible 
assets and will, as appropriate, adjust capital 
ratios to include certain intangible assets on 
a case-by-case basis. 

State Member Banks 

State member banks with intangible assets 
in excess of 25 percent of intangible primary 
capital will be subject to close scrutiny. In 
addition, for the purpose of calculating cap-
ital ratios of state member banks, the Fed-
eral Reserve will deduct goodwill from pri-
mary capital and total capital. The Federal 
Reserve may, on a case-by-case basis, make 
further adjustments to a bank’s capital ra-
tios based on the amount of intangible assets 
(aside from goodwill) in excess of the 25 per-
cent threshold level or on the specific char-
acter of the bank’s intangible assets in rela-
tion to its overall financial condition. Such 

adjustments may require some banks to 
raise additional capital. 

In addition, state member banks and bank 
holding companies are expected to review pe-
riodically the value at which intangible as-
sets are carried on their balance sheets to 
determine whether there has been any im-
pairment of value or whether changing cir-
cumstances warrant a shortening of amorti-
zation periods. Institutions should make ap-
propriate reductions in carrying values and 
amortization periods in light of this review, 
and examiners will evaluate the treatment of 
intangible assets during on-site examina-
tions. 

DEFINITION OF CAPITAL TO BE USED IN DETER-
MINING CAPITAL ADEQUACY OF BANK HOLD-
ING COMPANIES AND STATE MEMBER BANKS 

Primary Capital Components 

The components of primary capital are: 
—Common stock, 
—Perpetual preferred stock (preferred stock 

that does not have a stated maturity date 
and that may not be redeemed at the op-
tion of the holder), 

—Surplus (excluding surplus relating to lim-
ited-life preferred stock), 

—Undivided profits, 
—Contingency and other capital reserves, 
—Mandatory convertible instruments,2 
—Allowance for possible loan and lease 

losses (exclusive of allocated transfer risk 
reserves), 

—Minority interest in equity accounts of 
consolidated subsidiaries, 

—Perpetual debt instruments (for bank hold-
ing companies but not for state member 
banks). 

Limits on Certain Forms of Primary Capital 

Bank Holding Companies. The maximum 
composite amount of mandatory convertible 
securities, perpetual debt, and perpetual pre-
ferred stock that may be counted as primary 
capital for bank holding companies is lim-
ited to 33.3 percent of all primary capital, in-
cluding these instruments. Perpetual pre-
ferred stock issued prior to November 20, 1985 
(or determined by the Federal Reserve to be 
in the process of being issued prior to that 
date), shall continue to be included as pri-
mary capital. 

The maximum composite amount of man-
datory convertible securities and perpetual 
debt that may be counted as primary capital 
for bank holding companies is limited to 20 
percent of all primary capital, including 
these instruments. The maximum amount of 
equity commitment notes (a form of manda-
tory convertible securities) that may be 
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counted as primary capital for a bank hold-
ing company is limited to 10 percent of all 
primary capital, including mandatory con-
vertible securities. Amounts outstanding in 
excess of these limitations may be counted 
as secondary capital provided they meet the 
requirements of secondary capital instru-
ments. 

State Member Banks. The composite limita-
tions on the amount of mandatory convert-
ible securities and perpetual preferred stock 
(perpetual debt is not primary capital for 
state member banks) that may serve as pri-
mary capital for bank holding companies 
shall not be applied formally to state mem-
ber banks, although the Board shall deter-
mine appropriate limits for these forms of 
primary capital on a case-by-case basis. 

The maximum amount of mandatory con-
vertible securities that may be counted as 
primary capital for state member banks is 
limited to 162⁄3 percent of all primary capital, 
including mandatory convertible securities. 
Equity commitment notes, one form of man-
datory convertible securities, shall not be in-
cluded as primary capital for state member 
banks, except that notes issued by state 
member banks prior to May 15, 1985, will con-
tinue to be included in primary capital. 
Amounts of mandatory convertible securi-
ties in excess of these limitations may be 
counted as secondary capital if they meet 
the requirements of secondary capital in-
struments. 

Secondary Capital Components 

The components of secondary capital are: 

—Limited-life preferred stock (including re-
lated surplus) and 

—Bank subordinated notes and debentures 
and unsecured long-term debt of the parent 
company and its nonbank subsidiaries. 

Restrictions Relating to Capital Components 

To qualify as primary or secondary capital, 
a capital instrument should not contain or 
be covered by any convenants, terms, or re-
strictions that are inconsistent with safe and 
sound banking practices. Examples of such 
terms are those regarded as unduly inter-
fering with the ability of the bank or holding 
company to conduct normal banking oper-
ations or those resulting in significantly 
higher dividends or interest payments in the 
event of a deterioration in the financial con-
dition of the issuer. 

The secondary components must meet the 
following conditions to qualify as capital: 

—The instrument must have an original 
weighted-average maturity of at least 
seven years. 

—The instrument must be unsecured. 
—The instrument must clearly state on its 

face that it is not a deposit and is not in-
sured by a Federal agency. 

—Bank debt instruments must be subordi-
nated to claims of depositors. 

—For banks only, the aggregate amount of 
limited-life preferred stock and subordi-
nate debt qualifying as capital may not ex-
ceed 50 percent of the amount of the bank’s 
primary capital. 
As secondary capital components approach 

maturity, the banking organization must 
plan to redeem or replace the instruments 
while maintaining an adequate overall cap-
ital position. Thus, the remaining maturity 
of secondary capital components will be an 
important consideration in assessing the 
adequacy of total capital. 

Capital Ratios 

The primary and total capital ratios for 
bank holding companies are computed as fol-
lows: 

Primary capital ratio: 
Primary capital components/Total assets + 

Allowance for loan and lease losses (exclu-
sive of allocated transfer risk reserves) 
Total capital ratio: 

Primary capital components + Secondary 
capital components/Total assets + Allow-
ance for loan and lease losses (exclusive of 
allocated transfer risk reserves) 
The primary and total capital ratios for 

state member banks are computed as fol-
lows: 

Primary capital ratio: 

Primary capital components—Goodwill/Av-
erage total assets + Allowance for loan and 
lease losses (exclusive of allocated transfer 
risk reserves)—Goodwill 
Total capital ratio: 

Primary capital components + Secondary 
capital components—Goodwill/Average 
total assets + Allowance for loan and lease 
losses (exclusive of allocated transfer risk 
reserves)—Goodwill 
Generally, period-end amounts will be used 

to calculate bank holding company ratios. 
However, the Federal Reserve will discour-
age temporary balance sheet adjustments or 
any other ‘‘window dressing’’ practices de-
signed to achieve transitory compliance with 
the guidelines. Banking organizations are ex-
pected to maintain adequate capital posi-
tions at all times. Thus, the Federal Reserve 
will, on a case-by-case basis, use average 
total assets in the calculation of bank hold-
ing company capital ratios whenever this ap-
proach provides a more meaningful indica-
tion of an individual holding company’s cap-
ital position. 

For the calculation of bank capital ratios, 
‘‘average total assets’’ will generally be de-
fined as the quarterly average total assets 
figure reported on the bank’s Report of Con-
dition. If warranted, however, the Federal 
Reserve may calculate bank capital ratios 
based upon total assets as of period-end. All 
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3 Common or perpetual preferred stock 
issued under dividend reinvestment plans or 
issued to finance acquisitions, including ac-
quisitions of business entities, may be dedi-
cated to the retirement or redemption of the 
mandatory convertible securities. Docu-
mentation certified by an authorized agent 
of the issuer showing the amount of common 
stock or perpetual preferred stock issued, 
the dates of issue, and amounts of such 
issues dedicated to the retirement or re-
demption of mandatory convertible securi-
ties will satisfy the dedication requirement. 

4 The dedication procedure is necessary to 
ensure that the primary capital of the issuer 
is not overstated. For each dollar of common 
or perpetual preferred proceeds dedicated to 
the retirement or redemption of the notes, 
there is a corresponding reduction in the 
amount of outstanding mandatory securities 
that may qualify as primary capital. De mini-
mis amounts (in relation to primary capital) 
of common or perpetual preferred stock 
issued under arrangements in which the 
amount of stock issued is not predictable, 
such as dividend reinvestment plans and em-
ployee stock option plans (but excluding 
public stock offerings and stock issued in 
connection with acquisitions), should be 
dedicated by no later than the company’s fis-
cal year end. 

other components of the bank’s capital ra-
tios will be based upon period-end balances. 

CRITERIA FOR DETERMINING THE PRIMARY 
CAPITAL STATUS OF MANDATORY CONVERT-
IBLE SECURITIES OF BANK HOLDING COMPA-
NIES AND STATE MEMBER BANKS 

Mandatory convertible securities are sub-
ordinated debt instruments that are eventu-
ally transformed into common or perpetual 
preferred stock within a specified period of 
time, not to exceed 12 years. To be counted 
as primary capital, mandatory convertible 
securities must meet the criteria set forth 
below. These criteria cover the two basic 
types of mandatory convertible securities: 
‘‘equity contract notes’’—securities that ob-
ligate the holder to take common or per-
petual preferred stock of the issuer in lieu of 
cash for repayment of principal, and ‘‘equity 
commitment notes’’—securities that are re-
deemable only with the proceeds from the 
sale of common or perpetual preferred stock. 
Both equity commitment notes and equity 
contract notes qualify as primary capital for 
bank holding companies, but only equity 
contract notes qualify as primary capital for 
banks. 

Criteria Applicable to Both Types of Mandatory 
Convertible Securities 

a. The securities must mature in 12 years 
or less. 

b. The issuer may redeem securities prior 
to maturity only with the proceeds from the 
sale of common or perpetual preferred stock 
of the bank or bank holding company. Any 
exception to this rule must be approved by 
the Federal Reserve. The securities may not 
be redeemed with the proceeds of another 
issue of mandatory convertible securities. 
Nor may the issuer repurchase or acquire its 
own mandatory convertible securities for re-
sale or reissuance. 

c. Holders of the securities may not accel-
erate the payment of principal except in the 
event of bankruptcy, insolvency, or reorga-
nization. 

d. The securities must be subordinate in 
right of payment to all senior indebtedness 
of the issuer. In the event that the proceeds 
of the securities are reloaned to an affiliate, 
the loan must be subordinated to the same 
degree as the original issue. 

e. An issuer that intends to dedicate the 
proceeds of an issue of common or perpetual 
preferred stock to satisfy the funding re-
quirements of an issue of mandatory con-
vertible securities (i.e. the requirement to 
retire or redeem the notes with the proceeds 
from the issuance of common or perpetual 
preferred stock) generally must make such a 
dedication during the quarter in which the 

new common or preferred stock is issued.3 As 
a general rule, if the dedication is not made 
within the prescribed period, then the securi-
ties issued may not at a later date be dedi-
cated to the retirement or redemption of the 
mandatory convertible securities.4 

Additional Criteria Applicable to Equity 
Contract Notes 

a. The note must contain a contractual 
provision (or must be issued with a manda-
tory stock purchase contract) that requires 
the holder of the instrument to take the 
common or perpetual stock of the issuer in 
lieu of cash in satisfaction of the claim for 
principal repayment. The obligation of the 
holder to take the common or perpetual pre-
ferred stock of the issuer may be waived if, 
and to the extent that, prior to the maturity 
date of the obligation, the issuer sells new 
common or perpetual preferred stock and 
dedicates the proceeds to the retirement or 
redemption of the notes. The dedication gen-
erally must be made during the quarter in 
which the new common or preferred stock is 
issued. 

b. A stock purchase contract may be sepa-
rated from a security only if: (1) The holder 
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5 Collateral is defined as: (1) Cash or certifi-
cates of deposit; (2) U.S. government securi-
ties that will mature prior to or simulta-
neous with the maturity of the equity con-
tract and that have a par or maturity value 
at least equal to the amount of the holder’s 
obligation under the stock purchase con-
tract; (3) standby letters of credit issued by 
an insured U.S. bank that is not an affiliate 
of the issuer; or (4) other collateral as may 
be designated from time to time by the Fed-
eral Reserve. 

6 The funded portions of the securities will 
be deducted from primary capital to avoid 
double counting. 

of the contract provides sufficient collat-
eral 5 to the issuer, or to an independent 
trustee for the benefit of the issuer, to as-
sure performance under the contract and (2) 
the stock purchase contract requires the 
purchase of common or perpetual preferred 
stock. 

Additional Criteria Applicable to Equity 
Commitment Notes 

a. The indenture or note agreement must 
contain the following two provisions: 

1. The proceeds of the sale of common or 
perpetual preferred stock will be the sole 
source of repayment for the notes, and the 
issuer must dedicate the proceeds for the 
purpose of repaying the notes. (Documenta-
tion certified by an authorized agent of the 
issued showing the amount of common or 
perpetual preferred stock issued, the dates of 
issue, and amounts of such issues dedicated 
to the retirement or redemption of manda-
tory convertible securities will satisfy the 
dedication requirement.) 

2. By the time that one-third of the life of 
the securities has run, the issuer must have 
raised and dedicated an amount equal to one- 
third of the original principal of the securi-
ties. By the time that two-thirds of the life 
of the securities has run, the issuer must 
have raised and dedicated an amount equal 
to two-thirds of the original principal of the 
securities. At least 60 days prior to the ma-
turity of the securities, the issuer must have 
raised and dedicated an amount equal to the 
entire original principal of the securities. 
Proceeds dedicated to redemption or retire-
ment of the notes must come only from the 
sale of common or perpetual preferred 
stock.6 

b. If the issuer fails to meet any of these 
periodic funding requirements, the Federal 
Reserve immediately will cease to treat the 
unfunded securities as primary capital and 
will take appropriate supervisory action. In 
addition, failure to meet the funding require-
ments will be viewed as a breach of a regu-
latory commitment and will be taken into 
consideration by the Board in acting on stat-
utory applications. 

c. If a security is issued by a subsidiary of 
a bank or bank holding company, any guar-
antee of the principal by that subsidiary’s 
parent bank or bank holding company must 
be subordinate to the same degree as the se-
curity issued by the subsidiary and limited 
to repayment of the principal amount of the 
security at its final maturity. 

CRITERIA FOR DETERMINING THE PRIMARY 
CAPITAL STATUS OF PERPETUAL DEBT IN-
STRUMENTS OF BANK HOLDING COMPANIES 

1. The instrument must be unsecured and, 
if issued by a bank, must be subordinated to 
the claims of depositors. 

2. The instrument may not provide the 
noteholder with the right to demand repay-
ment of principal except in the event of 
bankruptcy, insolvency, or reorganization. 
The instrument must provide that non-
payment of interest shall not trigger repay-
ment of the principal of the perpetual debt 
note or any other obligation of the issuer, 
nor shall it constitute prima facie evidence 
of insolvency or bankruptcy. 

3. The issuer shall not voluntarily redeem 
the debt issue without prior approval of the 
Federal Reserve, except when the debt is 
converted to, exchanged for, or simulta-
neously replaced in like amount by an issue 
of common or perpetual preferred stock of 
the issuer or the issuer’s parent company. 

4. If issued by a bank holding company, a 
bank subsidiary, or a subsidiary with sub-
stantial operations, the instrument must 
contain a provision that allows the issuer to 
defer interest payments on the perpetual 
debt in the event of, and at the same time as 
the elimination of dividends on all out-
standing common or preferred stock of the 
issuer (or in the case of a guarantee by a par-
ent company at the same time as the elimi-
nation of the dividends of the parent com-
pany’s common and preferred stock). In the 
case of a nonoperating subsidiary (a funding 
subsidiary or one formed to issue securities), 
the deferral of interest payments must be 
triggered by elimination of dividends by the 
parent company. 

5. If issued by a bank holding company or 
a subsidiary with substantial operations, the 
instrument must convert automatically to 
common or perpetual preferred stock of the 
issuer when the issuer’s retained earnings 
and surplus accounts become negative. If an 
operating subsidiary’s perpetual debt is 
guaranteed by its parent, the debt may con-
vert to the shares of the issuer or guarantor 
and such conversion may be triggered when 
the issuer’s or parent’s retained earnings and 
surplus accounts become negative. If issued 
by a nonoperating subsidiary of a bank hold-
ing company or bank, the instrument must 
convert automatically to common or pre-
ferred stock of the issuer’s parent when the 
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1 [Reserved] 
2 The appropriate Reserve Bank should be 

contacted to determine the manner in which 
a specific situation may qualify for treat-
ment under this policy statement. 

3 The term debt, as used in the ratio of debt 
to equity, means any borrowed funds (exclu-
sive of short-term borrowings that arise out 
of current transactions, the proceeds of 
which are used for current transactions), and 
any securities issued by, or obligations of, 
the holding company that are the functional 
equivalent of borrowed funds. 

Subordinated debt associated with trust 
preferred securities generally would be treat-
ed as debt for purposes of paragraphs 2.C., 
3.A., 4.A.i, and 4.B.i. of this policy statement. 
A bank holding company, however, may ex-
clude from debt an amount of subordinated 
debt associated with trust preferred securi-
ties up to 25 percent of the holding com-
pany’s equity (as defined below) less goodwill 
on the parent company’s balance sheet in de-
termining compliance with the requirements 
of such paragraphs of the policy statement. 
In addition, a bank holding company subject 
to this Policy Statement that has not issued 
subordinated debt associated with a new 
issuance of trust preferred securities after 
December 31, 2005 may exclude from debt any 

retained earnings and surplus accounts of 
the issuer’s parent become negative. 

[Reg. Y, 50 FR 16066, Apr. 24, 1985, as amended 
at 51 FR 40969, Nov. 12, 1986. Redesignated 
and amended at 54 FR 4209, Jan. 27, 1989; 55 
FR 32832, Aug. 10, 1990; 58 FR 474, Jan. 6, 1993] 

APPENDIX C TO PART 225—SMALL BANK 
HOLDING COMPANY POLICY STATEMENT 

Policy Statement on Assessment of 
Financial and Managerial Factors 

In acting on applications filed under the 
Bank Holding Company Act, the Board has 
adopted, and continues to follow, the prin-
ciple that bank holding companies should 
serve as a source of strength for their sub-
sidiary banks. When bank holding companies 
incur debt and rely upon the earnings of 
their subsidiary banks as the means of re-
paying such debt, a question arises as to the 
probable effect upon the financial condition 
of the holding company and its subsidiary 
bank or banks. 

The Board believes that a high level of 
debt at the parent holding company impairs 
the ability of a bank holding company to 
provide financial assistance to its subsidiary 
bank(s) and, in some cases, the servicing re-
quirements on such debt may be a signifi-
cant drain on the resources of the bank(s). 
For these reasons, the Board has not favored 
the use of acquisition debt in the formation 
of bank holding companies or in the acquisi-
tion of additional banks. Nevertheless, the 
Board has recognized that the transfer of 
ownership of small banks often requires the 
use of acquisition debt. The Board, therefore, 
has permitted the formation and expansion 
of small bank holding companies with debt 
levels higher than would be permitted for 
larger holding companies. Approval of these 
applications has been given on the condition 
that small bank holding companies dem-
onstrate the ability to service acquisition 
debt without straining the capital of their 
subsidiary banks and, further, that such 
companies restore their ability to serve as a 
source of strength for their subsidiary banks 
within a relatively short period of time. 

In the interest of continuing its policy of 
facilitating the transfer of ownership in 
banks without compromising bank safety 
and soundness, the Board has, as described 
below, adopted the following procedures and 
standards for the formation and expansion of 
small bank holding companies subject to 
this policy statement. 

1. APPLICABILITY OF POLICY STATEMENT 

This policy statement applies only to bank 
holding companies with pro forma consoli-
dated assets of less than $500 million that (i) 
are not engaged in significant nonbanking 
activities either directly or through a 
nonbank subsidiary; (ii) do not conduct sig-

nificant off-balance sheet activities (includ-
ing securitization and asset management or 
administration) either directly or through a 
nonbank subsidiary; and (iii) do not have a 
material amount of debt or equity securities 
outstanding (other than trust preferred secu-
rities) that are registered with the Securities 
and Exchange Commission. The Board may 
in its discretion exclude any bank holding 
company, regardless of asset size, from the 
policy statement if such action is warranted 
for supervisory purposes.1 

While this policy statement primarily ap-
plies to the formation of small bank holding 
companies, it also applies to existing small 
bank holding companies that wish to acquire 
an additional bank or company and to trans-
actions involving changes in control, stock 
redemptions, or other shareholder trans-
actions. 2 

2. ONGOING REQUIREMENTS 

The following guidelines must be followed 
on an ongoing basis for all organizations op-
erating under this policy statement. 

A. Reduction in parent company leverage: 
Small bank holding companies are to reduce 
their parent company debt consistent with 
the requirement that all debt be retired 
within 25 years of being incurred. The Board 
also expects that these bank holding compa-
nies reach a debt to equity ratio of .30:1 or 
less within 12 years of the incurrence of the 
debt.3 The bank holding company must also 
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