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August 15, 2001

Ms. Jennifer J. Johnson, Secretary

Board of Governors of the Federal Reserve System

20th Street and Constitution Avenue, NW.

Washington, DC   20551

Re: Docket No. R–1103:  12 CFR Part 223; Proposed Regulation W - Transactions Between Banks and Their Affiliates; 66 Federal Register 24186; May 11, 2001
Dear Ms. Johnson:

The American Bankers Association
 (“ABA”) and the ABA Securities Association
 (“ABASA”) are pleased to submit these comments to the Board of Governors of the Federal Reserve Board (the “Board”).  The Board has proposed to adopt a new Regulation W to implement requirements of Sections 23A and 23B of the Federal Reserve Act, commonly referred to as Restrictions on Transactions with Affiliates.  Although these sections have been essentially in their current form for almost twenty years, the Board has never adopted an implementing regulation; instead the Board has relied upon the statutory language and certain interpretative letters issued by the Board on a case-by-case basis in response to inquiries from banks and bank holding companies.  However, the Gramm-Leach-Bliley Financial Modernization Act of 1999 (“GLBA”) made several amendments to Sections 23A and 23B and also directed the Board to address by rule under Section 23A the credit exposure arising from derivative transactions and intraday credit extensions.  Rather than propose only those regulations required by GLBA, the Board has proposed a comprehensive regulation.  The proposed regulation would apply to all banks and savings associations.  

General Comments

ABA and ABASA support the Board’s proposal to adopt a comprehensive regulation implementing Sections 23A and 23B.  The multiplicity of affiliate relationships and types of transactions with affiliates makes continuing compliance with the statute very complicated.  Any steps taken by the Board to simplify compliance are appreciated.  We agree with the Board that adoption of a comprehensive regulation should result in more consistent application and interpretation of these statutes, and should lessen the compliance burden on banks and holding companies by making it easier to access and understand the Board and staff interpretations.  

However, no matter how comprehensive the final regulation, new business activities and products will raise new questions under Sections 23A and 23B and a new Regulation W.  This will require that the Board and/or staff issue new interpretations in response to inquiries from banks.  We believe that the Board should propose all new interpretations as amendments to the final Regulation W.  There will also be requests for exemptions.  We recommend that the Board add more explicit procedures to the regulation to provide for a Board or staff response to such a request in 30 days of receiving it.  In the absence of a response within that time, the bank, holding company or other affiliate should be allowed to act on a presumption that the exemption was granted.

Additionally, we urge the Board consider adopting a wider range of exemptions for transactions with affiliates than is presented in the current proposal.  In the remainder of this comment, we will propose some changes to the proposed Regulation W to increase banks’ flexibility in structuring affiliate transactions that we believe the Board should adopt.  As this would be a departure from the more limited purpose of the Board in proposing the regulation, some discussion of the underlying purpose of the statutes is appropriate.  

Sections 23A and 23B were enacted to prevent transactions with affiliates that were, at the core, primarily for the benefit of bank officers and directors.  At the time of enactment, bank officers and directors were not directly liable or punishable for fraudulent or blatantly self-benefiting actions.  However, the amendments to banking law made by the Federal Deposit Insurance Corporation Improvement Act of 1991 added enormously to the arsenal of punitive measures available to bank supervisors, extended the reach of banking laws and enforcement to “institution-affiliated parties” and made directors liable for their improper acts.  Thus we believe that the restrictions of Sections 23A and 23B on transactions with affiliates are now too rigid and narrow, given bank supervisors’ increased enforcement powers over officers and directors committing improper acts.  We believe therefore that the Board should enlarge the exemptions under Sections 23A and 23B to increase banks’ flexibility in structuring transactions with affiliates.  Such an enlargement would be consistent with the broad regulatory authority granted to the Board by Congress under both sections of the statute.
  

Finally, to the extent the final rule incorporates new interpretations or overrules old interpretations, the effect of which would be to make existing transactions not now covered transactions into covered transactions, we recommend that the Board make explicit that such transactions are grandfathered under the old interpretations and thus exempt from the new regulation.  This would be consistent with prior advice of the Board.
  To the extent that a previous interpretation exempts a type of transaction that is part of an operational business arrangement, we would recommend a liberal transition period before new transactions of this type would be covered transactions.  Otherwise, we are concerned that numerous business arrangements would be rendered immediately unprofitable and in some cases halted entirely, if the bank’s transactions suddenly were enlarged to the 20% aggregate limit on covered transactions by the inclusion of transactions not previously covered.

Specific Recommendations  
Subpart B - General Provisions of Section 23A:  Sections 223.2-223.7

Subpart B sets forth general restrictions of Section 23A, including quantitative and qualitative limits on covered transactions and collateral requirements on those transactions by a bank with its affiliates.  

Section 223.2 – Quantitative Limits 

Proposed Section 223.2 implements the quantitative limits of Section 23A.  However, the Board adds a new interpretation providing that a bank may not engage in a covered transaction with an affiliate if, at the time of the proposed transaction, the aggregate amount of its covered transactions with any other affiliate exceeds the 10 percent limit.   This restriction applies even if the bank's aggregate covered transactions  (1) with the affiliate with which it proposes to engage in the covered transaction are less than 10 percent and would be less than 10 percent after the transaction and (2) with all affiliates are less than the overall 20 percent limit.  The Board states that this interpretation is consistent with the statutory language and would have the "salutary" effect of "encouraging" banks to reduce their covered transactions with an affiliate below the 10 percent limit before engaging in covered transactions with any other affiliate.  

We do not believe that this reading is consistent with the statute.  The statute simply provides two separate limits: (1) covered transactions with any single affiliate may not exceed 10 percent of a bank's capital and surplus and (2) covered transactions with all affiliates may not exceed the 20 percent threshold.  If a bank has exceeded the 10 percent limitation with an affiliate, the statute does not prohibit the bank from entering into any additional covered transactions with other affiliates that are not violative of the statute’s limits.  We believe that the statute has generally been so understood by banks and banking lawyers, and we are not aware of any prior Board interpretation or ruling supporting the new limitation.  The Board and the other banking regulators have a plethora of enforcement tools to effect correction of any violation of the individual affiliate limits without attempting to make legal transactions illegal.  We recommend that the Board delete this proposed automatic limitation on aggregate covered transactions that would be under the 20 percent aggregate limit from the final regulation.  In its place, the Board could require that a bank notify the Board and/or its primary federal regulator if it does exceed the 10 percent limitation on transactions with any one affiliate.  The regulators could then impose additional restrictions as required by the facts and circumstances.  

Section 223.5(b)(1)(iv) – Collateralization by segregated, earmarked deposit account

The statute authorizes as acceptable collateral (for a 100% collateralization requirement) a segregated, earmarked deposit account.  However, the proposed regulation “clarifies that to satisfy the statute’s ‘earmarked’ requirement, the account must exist for the sole purpose of securing the credit extended and be so identified.”  We believe that the proposed “clarification” is in fact not required by the statute and will unnecessarily render illegal many banks’ collateralization arrangements.  Many banks have cross-collateralization agreements with their nonbank affiliates.  These agreements make all of the affiliates’ deposit accounts collateral for any overdraft or other credit extension of the affiliates that enter into the agreement.  This creates a collateral pool for normally anticipatable overdrafts of the signing affiliates.  These collateral pools have been in use for years; and, to the best of our knowledge, these collateral pools have never been criticized by bank or holding company examiners.  However, the proposed wording of the regulation calling for identification with a specific credit extension seems to make such long-standing arrangements suddenly invalid.  We recommend that the regulation be reworded to mimic the statutory language requiring only “a segregated, earmarked deposit account” and that the discussion of the final regulation clearly confirm that such cross-collateralization agreements and the resulting collateral pools do qualify as acceptable collateralization under the regulation.

Section 223.5(c) – Eligibility of bank’s own equity and debt securities as collateral

The Board has requested comment on the appropriateness of excluding a bank’s own equity and debt securities from the types of collateral that are eligible to secure an extension of credit covered by Section 23A.  We believe that it is reasonable to disqualify a bank's own equity securities as collateral for a covered extension of credit because there is reason to believe that a bank might be reluctant to sell the securities for any of the reasons presented by the Board in its discussion, such as potential adverse impact on stock price or a possible change in control.  However, a general disqualification of the bank's own debt securities does not appear to be justified.  We note that Congress allows a debt of the bank in the form of a segregated, earmarked deposit, to be accepted as collateral, which is very similar to accepting as collateral debt securities of the bank.  As with a deposit, in the event that a bank were obliged to foreclose on collateral consisting of its own debt securities, it could realize value either by selling the debt in the secondary market or by extinguishing the obligation.  In either event, the bank would obtain real benefits from the collateral.  We recommend that the Board allow a bank to accept its own debt securities as collateral.

Section 223.5: Debt securities of an affiliate.

Proposed Section 223.26(j) defines extension of credit to include a bank purchase from unaffiliated third parties of debt securities (including commercial paper) issued by an affiliate.  Therefore under Section 223.5, any purchase of debt securities of an affiliate must be collateralized.  This would appear to be unnecessary in the purchase of debt securities of an affiliate from an unaffiliated third party at a market price, whether in an open market purchase or a purchase in which a market price can be readily determined.  In such a purchase of such debt securities, the affiliate itself receives no cash.  The operation of the market ensures that it is on terms and conditions as would be made with an unaffiliated entity: that it is in fact an arm’s-length transaction.  If exempt from the collateral requirements, such purchases of an affiliate’s debt securities would continue to be subject to the quantitative limits on covered transactions.  Therefore, we urge the Board to grant an exemption from the collateralization requirements for purchases at a market price of debt securities of an affiliate from unaffiliated third parties.  

Section 223.5(c)(3): Intangibles as ineligible collateral

Proposed Section 223.5(c) declares certain assets to be ineligible collateral.  The statute clearly provides two categories of ineligible collateral,
 but the proposed regulation adds to the list of ineligible collateral “(3) Intangible assets, including servicing assets.”  In its discussion of the Board’s classification of intangible assets, including servicing rights, as ineligible collateral, the Board refers to a staff letter from the Board’s General Counsel dated August 31, 1987, in which the General Counsel concluded that mortgage servicing rights were ineligible because, as intangibles, they are particularly hard to value and there may be significant difficulty in collecting and selling such assets in a reasonable period of time.  

We believe that the Board should reassess its position on this blanket prohibition on intangible assets as eligible collateral.  While the Board suggests that one reason for the exclusion of intangibles is their lack of liquidity, we note that the statute allows other forms of collateral with low liquidity, such as leases or real or personal property, which argues strongly against basing ineligibility of collateral on arguments of low liquidity.  Moreover, since the 1987 staff letter, mortgage servicing rights are not only much more commonly encountered but are actively traded.  In fact, the Board’s own risk-based capital standard accepts certain intangibles as capital.
  In the belief that the Board’s recognition of intangibles for capital is under a more conservative standard than is needed for the recognition of acceptable collateral for a covered transaction, we recommend that the Board accept as eligible collateral all intangibles included in whole or in part in capital by the Board.  At a minimum, we urge the Board to allow as collateral those intangibles recognized under Generally Accepted Accounting Principles and under the Board’s own capital standards to the extent that they are included in risk-based capital.  

Section 223.6: Prohibition on purchase of a low-quality asset

Section 223.6 implements the statutory prohibition on the purchase of low-quality assets from an affiliate.  The Board has proposed, consistent with prior interpretations, to exempt renewals of, or extensions of additional credit with respect to, a participation in a problem loan to a nonaffiliate that was originated by an affiliated depository institution, subject to four conditions:

1. the loan was not a low-quality asset at the time the bank purchased its participation;

2. the renewal or extension of additional credit is approved by the bank’s board of directors as “necessary to protect the bank’s investment by enhancing the ultimate collection of the original indebtedness”;

3. the participating bank’s share of the renewal or additional extension of credit does not exceed its proportional share of the original transaction; and

4. the participating bank provides its appropriate federal banking agency with at least 20 days’ prior notice of the proposed renewal or extension of new credit.

First, we request that the Board clarify under condition No. 2 that approval by the bank’s board of directors may be done by the Executive Committee of the Board.  Requiring full board approval may well be too slow in complex and fast-moving workout situations.  Second, we do not believe that the exemption should be limited to participations in loans originated only by an affiliated depository institution but rather should also extend to loans originated by any affiliate, whether or not a depository institution.  The proposed regulation does not appear to incorporate existing staff interpretation allowing a bank that purchased loan participations from an affiliate to renew its participation in the loan or to provide additional funding under the existing participation, even if the underlying loan has become a low-quality asset.  Third, we oppose the addition of a 20-day prior notice requirement.  The ability to exercise this authority quickly is particularly important for banks and affiliates negotiating work-outs with troubled borrowers.  In fact, in those situations, 20 days prior notice simply may not be feasible.  Therefore, we recommend that the existing interpretation including loans originated by any affiliate be clearly incorporated into the regulation and that the Board delete the 20-day prior notice requirement.

Section 223.7: Attribution rules.

Section 223.7 establishes certain rules of attribution for transactions with a third party that will be deemed by the Board as a transaction with an affiliate to the extent that the proceeds of the transaction are used for the benefit of, or transferred to, that affiliate.  The Board provides several important exemptions in Section 223.7(b), which we support, as discussed below, but we believe that the Board’s proposed exemptions are too narrow.   The Board’s attribution rules are fundamentally flawed because they attribute extensions of credit to a third party to the nonbank affiliate, irrespective of whether the bank knew or even could have know that the proceeds of the credit extension would be transferred to the nonbank affiliate.  In legal terms, the Board is applying liability to the bank without any requirement of scienter
 on the part of the bank.   We believe that, instead, the attribution rules should be directed at avoiding abuses.  We believe that the application of the attribution rule should be limited to those cases where a third party is knowingly being used as a conduit to transfer funding from a bank to an affiliate and should not require banks to restructure any general purpose credit product to prevent customers from using it when dealing with an affiliate.  This provision suggests that in the absence of an exemption, a transaction is subject to the attribution rule if the proceeds of a credit transaction somehow find their way to an "affiliate" even if the bank had no way of knowing that this would happen and could not in any practical manner prevent it from happening.

As we argued in similar circumstances with Regulation O, there should be a general exception for bona fide transactions by a third party with the affiliate.  The Board did amend Regulation O to except such transactions
, and we recommend that the Board adopt a similar provision in Regulation W.  If the proceeds of the transaction are not knowingly transferred to nor intended for the benefit of the affiliate, then the transaction should not be attributed subsequently to the bank.

Section 223.7(b)(1) and (2): Certain riskless principal transactions; Brokerage commissions, agency fees and certain riskless principal mark-ups.
In the discussion, the Board limits these exemptions to securities transactions.  However, the Board asks in particular whether the exemption for riskless principal transactions should be extended to assets other than securities.  We believe that the rationale for the exemption in the case of securities applies equally as well to other types of assets.  In particular, we note that the Board is currently considering whether real estate brokerage may be conducted by financial holding companies.  If the Board authorizes real estate brokerage for FHCs, there should be an exemption from Section 23A for the bank’s extension of credit to the purchasing home owner of the payment of any real estate brokerage commission (subject, of course, to the requirement that the fee or commission be on market terms).  We believe that the Board should expand the exemptions for riskless principal transactions and for brokerage fees to exempt purchases of assets other than securities.

Section 223.7(b)(4): General purpose credit card 

The Board proposes to exempt from Sections 23A and 23B any extension of credit in which the proceeds of the extension of credit are used by the nonaffiliate to purchase a product or service from an affiliate of the bank and the extension of credit is made pursuant to, and consistent with any conditions imposed in, a general purpose credit card issued by the bank.  We support this exemption but are concerned about additional limitations on the extent of the exemption created by the Board’s definition of a “general purpose credit card.”  In Section 223.26(n), the Board defines a "general purpose credit card" as a credit card issued by a bank if (1) the card may be used to purchase products or services from nonaffiliates of the bank; (2) the card is widely accepted by merchants that are not affiliates of the bank for the purchase of products or services; and (3) less than 25 percent of the aggregate amount of products and services purchased with the card by all cardholders are purchases of products or services from an affiliate of the bank.  We note that while the Board is proposing to loosen restrictions on legitimate consumer credit card transactions, there is no relief proposed by the Board for other consumer lines of credit that function similarly, such as closed-end consumer loans or open-end home equity (or other) lines of credit.  

We believe that the first two elements of a “general purpose credit card” are sufficient to address concerns of the Board and that the additional restriction of a 25 percent limitation on purchases from the affiliate is unnecessary.   The first two elements of the definition would appear to ensure that any purchases of goods or services would be arm’s-length transactions by third parties with the affiliate.  In such transactions, the consumer will be the debtor to the bank, not the affiliate.  Additionally, given the potential number of different nonbank affiliates from which consumers could purchase goods and services, tracking those purchases for calculation of the percent of total charges arising from nonbank affiliates would be very burdensome.  

We think this is particularly important because, if the Board deems it essential to impose a percentage limitation on purchases from affiliates, even a much higher limit of 50 percent rather than 25 percent would still impose extensive new burden.   Tracking charges to a wide range of affiliates and continuous monitoring of the amount of charges to affiliates compared to total charges would involve enormous changes to current charge card records systems.  Worse, the Board’s position suggests that banks might have to try to track transfers of proceeds from home equity lines of credit, account overdraft lines of credit and other consumer extensions of credit to nonbank affiliates.  This would simply be impossible.  With respect to a credit card, the first two requirements of the definition would appear to establish that the credit card transactions would be bona fide transactions by a third party with an affiliate and no further requirements are needed.  Additionally, as stated above, we conclude that there should be a general exception for bona fide transactions by a third party with the affiliate.  

Subpart C - Valuation and Timing Principles under Section 23A:  Sections 223.8-223.11
Section 223.8 – Valuation and timing principles for credit extentions

The Board proposes a change in timing practice from valuation for quantitative and collateral purposes at the end of the day to valuation at the time during the day that the bank becomes legally obligated to extend credit.  We are advised by bankers that the Board’s proposal presents serious compliance burdens for banks to adjust their record keeping to reflect the time of day that this legal obligation is incurred.  Allowing a bank to use end of day timing should not adversely affect compliance, a bank will still have required collateral and security arrangements in place; but real-time updating of the bank’s books or systems of records to track affiliate loans appears very difficult.  It is our understanding that virtually all back-office systems currently relate loan data as of close of business.  We urge the Board to recognize this operational reality and provide needed clarification that the record keeping systems for affiliate loans need not be updated on a real-time basis but that banks may use an end-of-day practice instead. 
Section 223.8 also would require that existing credit transactions with non-affiliates become covered transactions at the time the nonaffiliate becomes an affiliate of the bank.  The proposal would not require that the amount of covered transactions be reduced as the result of such a new affiliation, but all other requirements would have to be met on such previously incurred covered transactions, including collateral requirements.  We believe that this is unnecessarily onerous.  The collateral requirements of Section 23A are imposed to protect the bank from loss because the bank has lent to an affiliate on preferential terms and conditions or because the bank has lent an excessive amount to an affiliate.  The onerous collateral requirements prevent excessive covered transactions and protect against possible higher risks of loans made on preferential terms and conditions.  But neither of these concerns appear to apply for loans made by the bank to a non-affiliate, provided that the loan is not in contemplation of an affiliate relationship.  

The language of the statute does not support the Board's position.  Current Section 23A(c)(1) states: "Each . . . extension of credit to . . . an affiliate . . . shall be secured at the time of the transaction."  Prior to the Garn-St Germain Act of 1982, Section 23A had required that "each extension of credit . . . to an affiliate" be "secured by collateral . . . having a market value at the time of making the extension of credit."  The statute establishes a simple “incurrence” test.  Under either version, the language of the statute only requires collateral at the time when an extension of credit is made to an "affiliate."  Neither version imposes a collateral requirement on loans to entities that subsequently become "affiliates."  Any such loans would clearly be on arm's-length basis in every respect and should not suddenly require the additional collateralization required of covered transactions.  We recommend that such preexisting loans should be not only exempt from the collateral requirements but also exempt from the aggregate limits.  Future loans to the new affiliate would obviously be fully subject to the requirements of the regulation.

Section 223.10 – Valuation of securities issued by an affiliate

Section 223.10 establishes principles of valuation of purchases of and investments in securities issued by an affiliate.  The proposal requires valuation at the greater of the bank’s purchase price or carrying value.  As demonstrated by the examples, the regulation would require a bank to carry securities of an affiliate at purchase price, even if the carrying value had declined below the purchase price and even if the securities were not purchased by the bank but were contributed by the parent holding company.  On the other hand, for bank capital purposes, the bank is required to recognize losses in the securities, and reductions in capital reduce the amount of covered transactions that the bank may engage in.  We do not understand how the purposes of Section 23A are served by such a difference in treatment and instead recommend that the securities of an affiliate be carried at carrying value, whether that reflect increases or losses.  
Section 223.10 would require that a bank carry securities of an affiliate contributed to it without cost to the bank at the value of the securities at the time of contribution or at any higher carrying value, if the securities increased in value subsequent to the date of contribution.  The Board reasons that the statute requires such a conclusion because Section 23A applies to both the “purchase of” and the “investment in” securities of an affiliate to be covered.  The Board argues that the only way to give meaning to “investment in” is to cover securities for which no price was paid.  We think this is rather tortured statutory construction; the statutory language is far more likely to be differentiating between cash purchases and exchanges in kind or services as investments than it is to mean that a contribution to a bank is an investment by the bank.  Securities of an affiliate for which the bank has paid nothing, directly or indirectly, should be valued at zero for Section 23A purposes.

Subpart D – Other Considerations under Section 23A:   Sections 223.12-223.14

Section 223.12 - Mergers and acquisitions of affiliates by the bank.  

With respect to an acquisition from the contribution or sale of an affiliate’s shares by the affiliate’s parent to the bank (or its operations subsidiary), the Board previously has treated these transactions as a purchase of assets covered by Section 23A where the bank paid consideration for the shares or the affiliate whose shares were contributed to the bank had liabilities to any affiliate of the bank.  However, the Board proposes a new treatment for this type of transaction.  The acquisition by a bank of securities issued by a company that was an affiliate of the bank before the acquisition is treated as a purchase of the assets of the company if (i) as a result of the transaction, the company becomes a subsidiary of the bank and ceases to be an affiliate of the bank; and (ii) the company has liabilities, or the bank gives cash or any other consideration in exchange for the securities.  The rule also provides that such transactions must be valued initially at the sum of (i) the total amount of consideration given by the bank in exchange for the securities; and (ii) the total liabilities of the company whose securities have been acquired by the bank through the contribution or purchase.  In effect, the rule requires banks to treat these sorts of share donations and purchases in the same manner as if the bank had purchased the assets of the transferred company at a purchase price equal to the liabilities of the transferred company (plus any separate consideration paid by the bank for the shares).  While the Board is properly concerned to forestall the contribution of a worthless or failing affiliate to the bank by a parent holding company seeking to escape the affiliate’s liabilities, we recommend that the Board more correctly use the net worth or purchase price of the affiliate for valuation rather than simply ignore the value of the assets of the affiliate.  

Section 223.14 – Application of 23A to credit derivatives [reserved]

The Board has adopted interim rules to address the application of Sections 23A and 23B to credit exposure arising out of derivative transactions between an insured depository institution and its affiliates.  The rules require institutions to adopt policies and procedures reasonably designed to monitor, manage, and control credit exposures arising out of the transactions and clarify that the transactions are subject to Section 23B but are not subject to Section 23A.  The rules also define “ derivative transaction” using the definition adopted by the banking agencies in the risk-based capital guidelines and include “any similar contract, including credit derivative contracts.”  We support each of these elements of the rules.  We believe that the Board’s approach satisfies the Congressional concerns that resulted in the amendments to Sections 23A and 23B in GLBA.  

We believe that the “policies and procedures” approach is preferable to the imposition of quantitative limitations or specific prohibitions.  As discussed below, derivatives vary markedly in the actual exposure they create for institutions and affiliate counterparties.  By declining to impose hard and fast limits, the Board permits institutions to devise a risk management program that is fully developed in light of the particulars of the institution’s own mix of derivative transactions with affiliates.  We also believe that the “market terms” requirement sets significant but appropriate limits on any institution’s ability to transfer risk from nonbanks to banks.  Under the “market terms” requirement, any and all affiliate derivative transactions must be structured and priced in a manner which is as strict as any similarly situated third party transaction; moreover, all affiliate derivatives must be collateralized in a manner comparable to that required for third parties.  Perhaps most significant, however, “market terms” means that all affiliate derivatives must be evaluated and a credit decision made in a manner consistent with the standards or criteria imposed on comparable, unaffiliated, third parties.  For these reasons, we believe that the “market terms” requirement provides substantial protection against incurrence of risk within the banking system.

As part of proposed Regulation W, the Board solicits comments on those rules and on a number of questions raised by the Board.  The Board asks as a threshold question: how should bank affiliate derivative transactions be treated for purposes of Section 23A, and whether different types of bank affiliate derivatives should be treated differently for Section 23A purposes.  The Board is specifically concerned with the treatment of those credit derivative transactions that it feels are the functional equivalents of loans.  We recognize that the Board believes that certain derivatives are substantively covered transactions.  While it is true that some derivatives from an economic standpoint may contain embedded financing, this fact alone should not be determinative of their status.  These transactions should be dealt with through supervisory review.  We do not think that broad categories of transactions should automatically be subjected to Section 23A because a subset of them are possibly the functional equivalent of loans.  

We believe that in assessing whether a derivative transaction between a bank and a non-bank affiliate is the functional equivalent of a covered transaction with an affiliate, bank supervisors should focus on the purpose of the transaction.  For example, loan treatment would not be appropriate where the bank has entered into a deep in-the-money option with a third-party client and then hedges that position with an offsetting position with a non-bank affiliate.  In such a case, the motivation of the transaction is not to provide affiliate funding but to hedge bona fide bank client derivative business.  This reasoning is consistent with the analysis of the Board under the Section 20 firewalls.  In that case, the Board permitted certain types of derivatives between the bank and its Section 20 affiliated broker-dealer where there was no purpose to provide financing for the Section 20 company.
   

The Board raises the issue of whether the provision by the bank of credit protection to an affiliate with respect to such affiliate’s assets should be treated as a covered transaction because it presents risks for the bank similar to those incurred when the bank purchases assets from an affiliate.  The Board has long permitted a bank to write a letter of credit where a non-bank affiliate is the beneficiary.  This is consistent with the clear determination by Congress that only letters of credit in which the affiliate is the account party are covered by Section 23A.  We believe that credit derivatives written by the bank in the ordinary course of the bank’s credit derivatives business referencing third party assets held by an affiliate are more similar to such letter of credit transactions than asset purchase transactions, since the bank does not provide funding to the affiliate to purchase the asset.  In such transactions, the bank takes exposure to the referenced asset and will manage that exposure through its overall hedging and portfolio management procedures.

The Proposal also provides that a derivative that references the obligation of an affiliate of the bank and is the functional equivalent of a guarantee by the bank on behalf of the affiliate is a guarantee for purposes of Section 23A.  Such transactions if unhedged by the bank do expose the bank to the credit risk of the affiliate.  However, to the extent that such transactions have been fully hedged with a creditworthy third party, such transactions should not be viewed as extensions of credit to the affiliate but as exposure shifted to the third party.  The Board recognizes such valid risk shifting in a variety of contexts, including the risk based capital rules and the call report rules.  Employing a similar analysis in this context would not undermine the policy behind Section 23A since the bank would not in essence truly be exposed to the affiliate’s credit risk.
If the Board or other bank supervisors identify in the examination process specific derivative transactions that they believe constitute an extension of credit by a bank to, or a guarantee by a bank of, an affiliate that should be covered under Section 23A, we recommend that the Board set forth for public comment an additional proposal with respect to those specific derivative transactions, incorporating the questions raised in this proposal.  Should the Board then or now make specific credit derivative transactions subject to some or all of the provisions of Section 23A, then we urge the Board, with respect to existing transactions, to establish grandfather provisions and broad transition rules that would permit affiliate derivatives entered into under the current regime to run their course unaffected by any new collateral or other requirements.  Any other approach could unduly complicate an institution’s compliance efforts and responsibilities and could result in an unfair application of ex post facto rules.
Subpart E – Exemptions From the Provisions of Section 23A:  Sections 223.15-223.17

Section 223.16(e)(2) - Purchases of assets with ready market from a securities affiliate
In a separate rulemaking, the Board has adopted an interpretation (12 CFR 250.246) expanding the types of asset purchases exempt under Section 23A(d)(6).  We supported the Board’s new interpretation, though we requested further expansion.  The interpretation prohibits the purchase of a security issued by the affiliate unless the obligation is a security fully guaranteed by the United States or its agencies as to interest and principal.  In this proposal, the Board incorporates the provisions of that other rulemaking, but asks (i) whether the exemption should be limited to purchases from registered U.S. securities broker-dealers; (ii) whether it would be appropriate to use independent dealer quotations to establish a market price for a security under the exemption; and (iii) whether it would be appropriate to allow a bank to use the exemption to purchase asset-backed securities issued by an affiliate of the bank or to purchase securities issued by a mutual fund advised by the bank or an affiliate of the bank.  

We believe that the exemption should not be limited to the defined “securities affiliates.”  There is no undue risk or potential for harm if a bank or its subsidiaries purchased the securities from an affiliate registered as a dealer in a foreign country.  Second, overseas subsidiaries of banks and certain domestic subsidiaries of banks are authorized to purchase equity securities, and there is no reason why the purchase of an equity security otherwise meeting the requirements of section 223.16(e)(2), but not the requirements of section 223.16(e)(1)(i), should not be permitted.  Third, we believe that firm quotations from two unaffiliated dealers should be sufficient to establish the market price.  These dealers have no incentive to quote false prices and, therefore, should be a valid indicator of the market price.  

We recommend that, similarly to Section 223.16(e)(1), banks should be permitted to purchase publicly quoted securities issued by affiliates, if those securities are asset-backed, and securities issued by publicly quoted mutual funds that are affiliates.  Additionally, we believe that there are other market mechanisms that provide reliable pricing information beyond a publicly quoted market price, such as a price established by at least two independent dealers that should also be allowed by the Board.  We believe that there is little risk of abuse in these limited transactions.

Section 223.16(i) - Transactions approved under the bank merger act

Section 223.16(i) of proposed Regulation W, incorporating a Board interpretation set forth at 12 C.F.R. 250.241, would not subject to the quantitative limits or the collateral requirements of Section 23A any merger between a bank and an affiliated insured depository institution, or any acquisition of assets or assumption of deposit liabilities by a bank from an affiliated insured depository institution, if the transaction has been approved by the responsible federal banking agency pursuant to the Bank Merger Act.  We believe the Board should apply the same approach to mergers with nonbank subsidiaries or affiliates.  A national bank may merge with one or more of its nonbank subsidiaries or affiliates, subject to the approval of the Comptroller of the Currency under 12 USC 215a-3.  This provision also (1) requires approval by the Federal Deposit Insurance Corporation for the merger of an insured depository institution with an uninsured entity and (2) does not permit a national bank to merge with a company engaging in activities impermissible for a national bank.  Because such a merger would, like a national bank merger subject to the Bank Merger Act, require the approval of the Comptroller of the Currency, we recommend that Regulation W be revised to apply to both transactions under the Bank Merger Act and transactions under the National Bank Consolidation and Merger Act.
Section 223.16 (j) - Purchase of extensions of credit
Section 23A includes as a covered transaction a purchase of assets from an affiliate, except such purchases of real and personal property as may be specifically exempted by the Board by order or regulation.  The Board exempted a bank’s purchase of a mortgage note or participation therein from a mortgage banking affiliate, provided that the bank’s commitment to purchase is (i) obtained by the affiliate within the context of each proposed loan, (ii) obtained prior to the affiliate’s commitment to make each loan, and (iii) based upon the bank’s independent evaluation of the creditworthiness of each mortgagor (the ‘‘250.250 exemption’’) in 1979.  In 1995, staff indicated in an interpretative letter that the 250.250 exemption was not available if the dollar amount of the bank’s purchases from the affiliate represented more than 50 percent of the total dollar amount of loans originated by the affiliate.  The Board now proposes to expand the 250.250 exemption to all types of loans or credit extensions but also to deny the exemption not only if (i) the amount of the bank’s total purchases from the affiliate, when aggregated with all other assets purchased from the affiliate by affiliated banks and insured savings associations, represents more than 50 percent of the credit portfolio of the affiliate but also if (ii) the bank and its affiliated banks and insured savings associations provide substantial, ongoing funding to the affiliate.  While we support the expansion of the 250.250 exemption to more loans than just mortgage loans, we are concerned about this new restriction.  It appears to instruct examiners to question funding levels well below the 50 percent level without providing any other guidance as to what is substantial.  We believes that this will lead to examiners questioning long-functioning mortgage lending operations of holding companies unnecessarily and could well be disruptive of these mortgage operations.  We believe the new “substantial funding” test is too vague and thus too confusing to be incorporated into the regulation and recommends that it be deleted. 

We are also troubled by the Board’s discussion of what is required for “independent evaluation” of the loan asset.   The requirement for an independent evaluation has always been part of 250.250, and the Board carries it forward in this proposal.  However, in the discussion, the Board states that it “does not believe that a bank can satisfy this requirement by simply having its affiliates use the bank’s underwriting standards or the underwriting standards of the Federal National Mortgage Association or any other government agency or government-sponsored enterprise.  The bank must itself review and approve each loan prior to giving a purchase commitment to its affiliate.”  We are very concerned about the impact of this discussion in the proposal.  Nationwide, centralized, uniform mortgage underwriting is a key component in today’s market place, both at origination and in the secondary market.  Its use results in the speed and safety of mortgage lending in the United States.  Consistency in underwriting and adherence to underwriting standards is confirmed through audit, sample reviews, and other quality control procedures but not through re-underwriting every mortgage loan, which is what the Board’s discussion implies is required.  Such a new requirement would disrupt the service of banks’ mortgage underwriting processes; and we strongly urge the Board to drop the requirement that “the bank must itself review and approve each loan.”
Section 223.16(k) – Intraday extensions of credit
In accordance with GLB A, the Board seeks to address the treatment of intraday extensions of credit under Sections 23A and 23B.  The Board has proposed an exemption from the requirements of Section 23A for certain intraday extensions of credit from a bank to its affiliates.  The exemption would allow banks to avoid Section 23A's requirements by, among other things (a) setting internal limits on the amount of intraday extensions of credit that the bank could extend to each affiliate and to all affiliates; (b) maintaining internal controls that are integrated into the bank's credit risk exposure systems; and (c) maintaining records showing the bank's compliance with the exemption.  The Board also has requested comment on the length of the transition period that banks would need to create systems that comply with this exemption.  Additionally, the Board has questioned whether the costs to financial institutions imposed by the application of Sections 23A and 23B to such transactions would outweigh the protection provided to the banking system.

We generally support the Board's attempt to exempt ordinary-course intraday extensions of credit from Section 23A's requirements.  However, we believe that the conditions for obtaining the exemption in proposed Section 223.16(k) are too onerous for three reasons.  First, many institutions do not have the systems in place to track these transactions to ensure compliance with Section 23A’s quantitative and collateral requirements.  This is especially true in the case of third-party processors of financial transactions.  At a bare minimum, many financial institutions (particularly credit card companies) would need two years from the issuance of any final rule to comply with Sections 23A and 23B’s requirements for intraday extensions of credit.  Second, the intraday credit exposures of many financial institutions already are limited by the Board through limits on the amount of intraday transactions that it will fund, thus limiting the risk created by such transactions.   Third, the application of Section 23A’s requirements to these types of transactions could threaten the liquidity of the payments system.  Historically, payments were settled at the end of each day because banks were required to wait for their payments balance to become positive before beginning to settle payments.  This system heightened the risk of end-of-day settlement failure and created a significant potential for default.  As the Board notes in its discussion, intraday credits very often facilitate the payments system, rather than providing funding support for a bank’s affiliates.  We therefore request that the Board significantly reduce the burdensome, proposed requirements that banks would have to meet in order to obtain an exemption from Section 23A for these transactions.

Section 223.16(l) – Other exemptions: shares of a proprietary mutual fund as collateral
The Board asks whether granting an exemption for transactions in which a bank accepts proprietary mutual fund shares as collateral for an extension of credit would be consistent with the purposes of Section 23A.  We believe that such an exemption would be appropriate.  

Additionally, the Board specifically seeks comment on whether to condition the availability of the exemption, if granted, on any of the following requirements: (i) The borrower does not use the proceeds of the loan to purchase shares of proprietary mutual funds; (ii) the borrower is not an executive officer of the bank or its affiliates; (iii) the price of the mutual fund shares is quoted routinely in a widely disseminated news source; (iv) the shares of the mutual fund are widely held by the public; or (v) the bank and its affiliates do not own in the aggregate more than 5 percent of the shares of the mutual fund.  

With respect to requirement (ii), we recommend that only those individuals who are considered executive officers for the purposes of Regulation O be covered by this limitation.  We believe it would be excessively burdensome on banks to be required to monitor transactions of the executive officers of all "affiliates."  This is especially true since GLBA has amended the definition of "affiliate" to cover many companies over which the banking organization has no actual control.  

With respect to requirement (iii), we would request a clarification that it be broadly interpreted to include such sources of mutual fund information as Morningstar, Lipper, Bloomberg, websites for fund "supermarkets" of the type maintained by a number of broker-dealers and fund companies.  If this requirement were interpreted to require publication in a newspaper, it might be overly restrictive and would substantially lessen the value of the proposed exemptive relief.  Most newspapers only list the prices of mutual funds whose assets meet certain minimum amounts set by the newspaper.  Well established but smaller funds might not meet the required asset level and thus not meet this proposed condition.  ABA’s recommendation would allow a greater number of funds to be covered by the exception, and the current variety of public sources of mutual fund information would be recognized.

With respect to requirement (iv), we suggest instead that the condition be that the fund has an effective registration statement with the Securities and Exchange Commission or a comparable regulation in another jurisdiction and that it is currently offered for sale to the public.  The meaning of "widely held " is not clear.  Clarifying it by setting percentage limitations on individual share ownership or requiring a certain minimum number of shareholders would mean that funds with more concentrated shareholder bases would not be eligible for the exemption.  Funds may have a more concentrated shareholder base for a variety of reasons: small size, specialized investment strategy or high account minimums.  None of these reasons would adversely impact the fund’s liquidity, reliability of pricing information or suitability as collateral.

With respect to requirement (v), we do not believe such a requirement is necessary to protect the bank.  We would recommend that an advised fund not be treated as an affiliate unless the holding company controls the fund.

Subpart H – Definitions of Terms:   Sections 223.24-223.26

Section 223.24 – Definition of “affiliate.”  

The Board’s proposed definition of “affiliate” considerably expands that definition from the current law.  We oppose some of these expansions.  As part of the implementation of the changes to Sections 23A and 23B made by the GLBA, the Board proposes to include as an affiliate any investment fund - even if not an investment company for purposes of the Investment Company Act of 1940 - for which the bank or an affiliate of the bank serves as an investment adviser, if the bank or an affiliate of the bank owns or controls more than five percent of any class of voting securities of the fund.  Section 23A provides that an affiliate includes “any company that is sponsored and advised on a contractual basis by the bank or any subsidiary or affiliate of the member bank.”  The Board admits that the proposed regulation is an expansion of the definition in the statute.
  However, the Board argues that the advisory relationship of a bank or affiliate with an investment fund presents the same potential for conflicts of interest regardless of whether the fund is or is not treated as an investment company for purposes of the 1940 Act.

We respectfully disagree.  For the Board to find the same potential for conflicts of interest in relationships with companies covered by the statute and those not covered by the statute but proposed to be covered by the regulation, the Board must conclude that the statutory requirement of “sponsorship” adds nothing to the potential for conflicts of interest.  We believe the opposite.  Congress included the requirement of “sponsorship” because it felt that “sponsorship” in addition to the advisory relationship created such close identity with the company being advised that legal and reputational considerations might lead to conflicts of interest in the handling of the lending relationship.  The Board’s proposal in effect writes out the Congressional requirement of sponsorship and replaces it with a requirement of only a five percent ownership of any class of voting securities of the fund.  We believe that the Board is being overly cautious in suggesting that a five percent ownership of any class of voting securities in a company creates a relationship with the bank such that covered transactions by the bank with that company may be effected. We recommend that the Board not adopt this part of the proposal.

Worse, in regard to any investment fund advised by the bank, the Board is considering adding to the definition of ‘‘affiliate’’ any company controlled (ownership of more than 25 percent of any class of voting securities) by an investment fund that is an affiliate of the bank.  The Board asserts that the conflicts of interest that exist between a bank and any investment fund that it or its affiliate advises also would appear to exist between the bank and a portfolio company controlled by such a fund.  We disagree.  There may be considerable dilution of ownership in such controlled companies, the bank itself is only advising the investment fund, and the controlled company may constitute only a small part of the assets of the fund.  The Board seems to be stretching the definition of “affiliate” beyond any meaningful limitations.  And by adopting such an expansive definition, the Board would substantially expand the universe of companies with which the bank would not be able to do business, putting severe limits on loans, guarantees, derivative transactions and other covered transactions with portfolio and other companies.  We oppose such an expansion of the definition of “affiliate.” 

Section 23A in general provides that subsidiaries of a bank are not affiliates.  However, the proposed Regulation W defines the term “subsidiary” as to not include certain subsidiaries.  We are concerned about several of these exclusions from the definition of “subsidiary.”  As a result of GLBA, financial subsidiaries are also included in the definition of “affiliate.”  There are two issues raised by this exclusion.  First, the Board notes that GLBA defines “financial subsidiary” by reference to only Revised Statutes Section 5136A.  The proposal adopts that definition, and as a result the Board notes that some state banks have authority to engage in activities that are prohibited to national banks.  The Board asks how the definition of “financial subsidiary” should be applied to such subsidiaries of state banks, including general insurance agency subsidiaries and real estate and development subsidiaries. We believe that defining subsidiaries of state bank as “affiliates” is inconsistent with Congressional intent and is unnecessary from a safety and soundness perspective.  The statutory language of the GLB Act clearly expresses Congress’ intent that Section 23A and 23B should apply to national bank financial subsidiaries.  Because financial subsidiaries engage in activities that a bank is not permitted to conduct itself, Congress wanted to protect against risks arising from transactions between a bank and its financial subsidiary.  Congress also wanted to limit the ability of a bank to transfer to its financial subsidiary the perceived subsidy arising from the bank’s access to the Federal safety net of deposit insurance.  However, GLBA is silent as to state bank subsidiaries.  Congress has already provided that the FDIC consider the activities of these subsidiaries by provisions of the FDI Act, in particular Section 24.  We believe that the Board should exempt subsidiaries of state banks on the same basis as operating subsidiaries of national banks are exempted, that is, if the state bank is authorized to conduct the activity, then the subsidiary would not be a “financial subsidiary” for Sections 23A and 23B.

Additionally, the Board notes that the definition of “financial subsidiary” in Section 23A (and thus in Regulation W, as proposed) would apply to some subsidiaries of banks engaged only in agency activities and asks for comment on the appropriateness of exempting such subsidiaries.  We believe such an exemption would be appropriate.  We have long supported authorizing banks to engage in a wider range of agency activities, since agency activities provide multiple sources for banking business yet pose no threat to the bank or the insurance funds, and the risks from agency activities are so much less than activities conducted as principal.  We supported the FDIC’s determination under Section 24 of the FDI Act that activities conducted other than as a principal should not be restricted by Section 24, which prohibits insured state banks and their subsidiaries from engaging in activities prohibited for national banks and their subsidiaries.
  On the same grounds, we urge the Board to exempt from the definition of financial subsidiary under Sections 23A and 23B all subsidiaries of banks engaged in only agency activities.  

The Board further expands the definition of affiliate by excluding from the definition of “subsidiary” any employee stock option plan, trust, or similar organization that exists for the benefit of the shareholders, partners, members, or employees of the bank or any of its affiliates.  The Board offers as its rationale that ESOPs have no source of funds other than the bank, and that loans to the ESOP could be used to fund the holding company through purchases of shares when the bank is unable to pay dividends or is otherwise restricted in providing funds to the holding company.  The Board ignores the severe legal restrictions that apply to ESOPs that should preclude them from being used in such financial misdealing.  ESOPs have very limited powers and strong fiduciary responsibilities that the Board seems to ignore in its analysis of the threat to bank safety posed by ESOPs unless they are made subject to Sections 23A and 23B.  Many ESOPs also are registered with the SEC and considerable public information is available on the issuer.  For these reasons, we oppose the Board’s position and recommend that the Board delete this exclusion from the definition of “subsidiary.”  If the Board does adopt this exclusion, we request that the Board clarify that the term “or similar organization” does not include any defined benefit or defined contribution pension plans.

Additionally, the Board has excluded from the definition of subsidiary a nondepository bank.  While the definition of “bank” in section 23A(b)(5) includes a trust company, the Board has defined “bank” in proposed Section 223.26(c) to mean any member bank and any insured bank.  The Board explains that it has adopted this definition in order “to clarify that the sister-bank exemption generally applies only to transactions between a bank (as defined in the regulation to mean a member bank or an insured nonmember bank), on the one hand, and an insured depository institution, on the other hand.  Such an interpretation is consistent with the legislative intent behind the sister-bank exemption, which was to permit the flow of funds from one insured depository institution to another insured depository institution.”  Even if one accepts the Board’s contention that an uninsured depository institution should not qualify for the sister bank exemption, we believe that an uninsured depository institution that is a subsidiary of a bank should be treated like any other operating subsidiary of a bank (other than a bank), i.e., it should be excluded from the definition of “affiliate.”  However, an uninsured depository institution that is a subsidiary of a bank is not excluded from the definition of affiliate and is not entitled to the sister bank exemption.
  We know of no policy reason for this treatment. Just like any other uninsured operating subsidiary of a member bank (e.g., mortgage bank, leasing company, investment advisor), an uninsured nondepository trust company should not be an “affiliate” of a member bank when held as a subsidiary of that bank.  We recommend that Section 223.24(a)(7) of proposed Regulation W be amended to read:

“(7) Depository institution Bank subsidiaries. A depository institution bank that is a subsidiary of the bank.”
and that  Section 223.24(b)(1) of proposed Regulation W be amended to read:

“(b) ‘Affiliate’ with respect to a bank does not include:

(1) Subsidiaries. Any company that is a subsidiary of the bank, other than:

(i) A bank depository institution;….” 

Finally, the Board proposes to exclude from the definition of “subsidiary” any subsidiary of a bank in which a non-bank affiliate of the bank directly owns or controls 25 percent or more of any class of voting securities.  The Board allows as a subsidiary any subsidiary in which bank affiliates of the bank are owners of 25 percent or more of any class of voting securities.  We recommend that the Board also allow as a subsidiary any bank subsidiary, even if the other owners are not banks, since the bank subsidiary would be separately supervised by the appropriate banking supervisor and the owners would be subject to bank or financial holding company supervision by the Board. 

 Section 223.25 – Definition of “covered transaction”
The Board proposes to define a bank’s purchase of an affiliate’s debt security, including commercial paper, as a covered transaction.  By doing so, the Board would make a purchase of a security subject to the collateral requirements of an extension of credit.  The Board “is aware that section 23A’s definition of covered transaction separately includes a bank’s purchase of securities issued by an affiliate and a bank’s extension of credit to an affiliate” but the Board believes that the close resemblance of a debt security to a loan gives them reason to ignore the plain text of the statute.  We believe the Board is wrong.  We recommend that the Board follow the wording of the statute and exclude debt securities from the definition of a covered transaction under Section 23A.

In its discussion of the proposed definition of “covered transaction,” the Board seeks comment on whether, in securitizations, a bankruptcy-remote special purpose entity (“SPE”) holding the assets being securitized should under any circumstances be deemed to be an affiliate of the bank involved in the securitization and, if so, what transactions between the bank and the SPE should be considered covered transactions under Section 23A.  We believe that an SPE should not be considered an affiliate of the bank.  The recently adopted Statement of Financial Accounting Standards No. 140 (“FAS 140”) establishes very restrictive conditions in order for a SPE to be separate and distinct from the transferor.  According to FAS 140, a qualifying SPE must be “demonstrably distinct from the transferor” with its permitted activities significantly limited, entirely specified in the legal documents, and may be significantly changed only with the approval of a majority of the beneficial interests (excluding the transferor, its affiliates and agents).  A qualifying SPE is further limited by the types of assets it can hold and methods for disposing of non-cash financial assets.  FAS 140 goes on to state that many kinds of entities such as banks, insurance companies, pension plans or investment companies would fail to be a qualifying SPE because their activities are not sufficiently limited.  Further, the protections of Sections 23A and 23B do not appear necessary, since the treatment of bank credit enhancement and retained interests is already addressed by the U.S. regulatory agencies.  The recent Basel capital accord proposal, the September 2000 FFIEC notice of proposed rulemaking and the Consolidated Reports of Condition and Income (“Call Reports”) all address risk-based capital treatment for banking interests that retain recourse for assets sold.  Credit enhancements or retained interests that qualify as recourse are effectively deducted from capital for risk-based capital calculations.  We recommend that the Board not make SPEs affiliates nor define any transactions with an SPE as covered transactions.

Conclusion

The ABA and ABASA appreciate the opportunity to comment on the Board’s proposed Regulation W.  In many instances, the Board has used this rulemaking to update and revise the restrictions on transactions with affiliates, and we are very supportive of the Board’s efforts.  In some instances, we believe that the Board could go further in its revision, and have made recommendations for such revisions.  In a few instances, we believe that the Board has added new requirements or restrictions that are not justified and should be deleted, as noted above.  If the Board has any questions about these comments, please call Paul Smith at 202-663-5331 or Sarah Miller at 202-663-5325.

Sincerely,

Paul Smith, Senior Counsel

American Bankers Association 

Sarah Miller, General Counsel

ABA Securities Association
















� The ABA brings together all categories of banking institutions to best represent the interests of this rapidly changing industry.  Its membership – which includes community, regional and money center banks and bank holding companies, as well as savings associations, trust companies and savings banks – makes ABA the largest bank trade association in the country.


� ABASA is a separately chartered affiliate of the American Bankers Association (“ABA”) representing those holding company members of the ABA that are the most actively engaged in securities underwriting and dealing activities, offering proprietary mutual funds, and derivatives activities.


� Under Section 23A (12 USC 371c), the Board is granted broad rulemaking authority in subsection (f):


 “ (f)  RULEMAKING AND ADDITIONAL EXEMPTIONS.-- �    (1)  The Board may issue such further regulations and orders, including definitions consistent with this section, as may be necessary to administer and carry out the purposes of this section and to prevent evasions thereof. �    (2)  The Board may, at its discretion, by regulation or order exempt transactions or relationships from the requirements of this section if it finds such exemptions to be in the public interest and consistent with the purposes of this section….”


The Board is granted similar authority under Section 23B (12 USC 371c-1) in its Subsection (e):


“(e)   REGULATIONS.--The Board may prescribe regulations to administer and carry out the purposes of this section, including-- �    (1)  regulations to further define terms used in this section; and �    (2)  regulations to-- �      (A)  exempt transactions or relationships from the requirements of this section; and �      (B)  exclude any subsidiary of a bank holding company from the definition of affiliate for purposes of this section,  


if the Board finds such exemptions or exclusions are in the public interest and are consistent with the purposes of this section.”


� Shortly after the enactment of Section 23A, the Board advised the Comptroller of the Currency that the collateral requirement did not apply to loans outstanding on the date of enactment even if they were renewed after such date.  See letter from Chester Morrill, Secretary of the Board to J.F.T. O'Connor, Comptroller of the Currency (July 17, 1934).


�  (c)  COLLATERAL FOR CERTAIN TRANSACTIONS WITH AFFILIATES.--


				*		*		*


(3)  A low-quality asset shall not be acceptable as collateral for a loan or extension of credit to, or guarantee, acceptance, or letter of credit issued on behalf of, an affiliate. �	(4)  The securities issued by an affiliate of the member bank shall not be acceptable as collateral for a loan or extension of credit to, or guarantee, acceptance, or letter of credit issued on behalf of, that affiliate or any other affiliate of the member bank.


� APPENDIX A TO PART 208—CAPITAL  ADEQUACY GUIDELINES FOR STATE MEMBER BANKS: RISK-BASED MEASURE


		*	*	*


II. Definition of Qualifying Capital for the Risk-Based Capital Ratio


		*	*	*


B. DEDUCTIONS FROM CAPITAL AND OTHER ADJUSTMENTS


		*	*	*


1. Goodwill and other intangible assets.—


		*	*	*


b. Other intangible assets. i. All servicing assets, including servicing assets on assets other than mortgages (i.e., nonmortgage servicing assets) are included in this Appendix A as identifiable intangible assets. The only types of identifiable intangible assets that may be included in, that is, not deducted from, a bank’s capital are readily marketable mortgage servicing assets, nonmortgage servicing assets, and purchased credit card relationships. The total amount of these assets included in capital, in the aggregate, can not exceed 100 percent of Tier 1 capital. Nonmortgage servicing assets and purchased credit card relationships are subject to a separate sublimit of 25 percent of Tier 1capital.





�  Having the requisite knowledge of the wrongness/illegality of an act or conduct; guilty knowledge; knowing the impropriety/illegality associated with doing certain acts.  This is often an element of liability or guilt that must be proven before a judgment or conviction can be obtained.


�  § 215.3 Extension of credit.


	*	*	*


(f) Tangible economic benefit rule— 


(1) In general. An extension of credit is considered made to an insider to the extent that the proceeds are transferred to the insider or are used for the tangible economic benefit of the insider.  


(2) Exception. An extension of credit is not considered made to an insider under paragraph (f)(1) of this section if:


(i) The credit is extended on terms that would satisfy the standard set forth in § 215.4(a) of this part for extensions of credit to insiders; and


(ii) The proceeds of the extension of credit are used in a bona fide transaction to acquire property, goods, or services from the insider.


� Letter dated June 19, 1989 from the Board of Governors of the Federal Reserve System to J.P. Morgan Securities Inc.


�  The Board has authority to determine that a company is an affiliate of a bank if it finds that the company has “a relationship with the member bank or any subsidiary or affiliate of the member bank, such that covered transactions by the member bank or its subsidiary with that company may be affected by the relationship to the detriment of the member bank or its subsidiary.”  12 USC 371c(b)(1)(E).


� See 12 CFR 362.1.


� Section 223.24(a)(7) includes as an affiliate a “depository institution that is a subsidiary of the bank.”  Section 223.26(c) defines a “bank” as a member bank or any insured bank.  Section 223.26(h) defines a “depository institution” as a State bank, national bank, banking association, or trust company, or an insured savings association.  Section 223.24(b)(1) states that an affiliate with respect to a bank does not include “any company that is a subsidiary of the bank, other than (i) a depository institution.”  Section 223.15(a) exempts from the quantitative limits and collateral requirements (sister bank exemption) transactions with an insured depository institution if the insured depository institution controls 80 percent or more of the voting securities of the bank.  Therefore, if a national bank owns 80 percent or more of the voting shares of a state non-depository trust company, the trust company (which would be a “depository institution” but would not be a “bank”) would be an affiliate of the national bank, and 


would not be entitled to the sister bank exemption.
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