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Reform, and Enforcement Act of 1989 (FIRREA) and 2) the examination review of resulting qualified notes

For Further Information Contact: Your
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Supervision, Washington, D.C.

Regulatory Bulletin 22

Purpose

This bulletin alerts District person-
nel to the regulatory treatment of
noninvestment grade corporate debt
securities transferred in exchange
for qualified notes.

Background

FIRREA mandates that thrift institu-
tions and their subsidiaries, except
qualified affiliates, divest noninvest-
ment grade corporate securities, as
soon as prudently possible and in
all cases by July 1, 1994. According
to FIRREA, noninvestment grade
securities are those that, at the time
of purchase, were not rated in one
of the four highest rating categories
(i.e., the four highest rating ca

ries of AAA(Aaa), AA(Aa), A(A),
and BBB(Baa)) by at least one
nationally recognized statistical rat-
ing organization. For the purpose of
this policy, unrated privately
placed securities are considered to
be noninvestment grade securities.
Specifically not subject to divesti-
ture are investments in the stock or

bonds of a Federal Home Loan Bank
or in the stock of the Federal
National Mortgage Association;
investments in mortgages, obliga-
tions, or other securities of the Fed-
eral Home Loan Mortgage Corpora-
tion pursuant to section 305 or 306
of the Federal Home Loan Mortgage
Corporation Act; and investments in
obligations, icipations, securi-
ties,g:r other Fnasfi%\:nts issued by,
or as to prind

andfuul\lyter&stgmfb;x,‘the Federal National
Mortgage Association, the Student
Loan Marketing Association, the
Government National Mortgage
Association, or any agency of the
United States. All issuances i-
ously reported on the Thrift -
cial Report or to the Supervisory
Agent as below investment grade/
noninvestment grade securities will
be considered as noninvestment
grade for the of this pol-
icy, as will an securities that
meet the definition of noninvest-
ment grade securities but were

reported otherwise.

Noninvestment grade corporate
debt securities may be divested in
one of two ways. They may be sold
in the seco market or they
may, with approval of the Director,
Office of Thrift Supervision (OTS),
or designee, be exchanged for a
qualified note.

Institutions Eligibl Excl
Noninv t Grade rit
for a Qualified Note

Only those associations: 1) that sub-
mitted to the Director, OTS, by
November 7, 1989 a notification of
their intention to transfer noninvest-
ment grade corporate debt securi-
ties; 2) that met their capital require-
ment on December 31, 1988; and 3)
that continue to meet the capital
requirement (or adopt and comply
with a capital plan acceptable to the
Director) are eligible to exchange
noninvestment grade securities for
qualified notes.

Mutual associations and stock asso-
ciations not controlled by holding
companies or those with holding
companies controlling less than 80
percent of the shares of the insured
savings association may not exchange
noninvestment grade securities unless
they change to an appropriate hold-
ing company corporate structure.
Qualified notes will be assigned a
100 percent risk weight as part of
the thrift's risk based capital
requirement.

uers of Qualified Notes

Institutions may exchange nonin-
vestment grade corporate debt
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securities with any holding com-

y that controls 80 percent or
more of the shares of such insured
savings association, or any company
80 percent or more of the share of
which are controlled by such hold-
ing company. In no event, however,
may the transferee be a bank hold-
ing company, an insured savings
association, zr a direct or indirect
subsidiary of a bank holding com-
pany or insured savings association.

Because institutions holding qualified
notes oollateralized by noninvest-

ment de securities are still
eTsecF:) the risk of decreases in
value of such collateral, the transfer-

ees of such notes should be
sufficiently capitalized to withstand
credit losses over the maturity of the
notes. Generally, an allowance level

equivalent to five eSen’:ent of the out-
standing qualified note would be
considered sufficient for these pur-
poses if the qualified note is collater-
alized adequately. In determining
whether an allowance level less than
five percent provides the necessary
protection, the Director, or designee,
may consider factors such as the
extent of over-collateralization pro-
vided by the note, the length of the
repaxg\ent period, and the ability of
the holding company to guarantee
the note, in addition to any other
relevant }c‘zthnsmdea tions. In deter-
mining whether a holding com

has su%‘ﬁcient capital to uru::lertapkaen Z
transfer, the Director, or designee,
may take into account both the con-
solidated and non-consolidated cap-
ital position of the holding com-
pany.

Terms of the Qualified Note

Guidelines for structuring the terms
of the qualified note include:

e provides to the thrift the fair
market value of the noninvest-
ment grade security at the date
of the exchange, including prin-
cipal and interest;

is on market terms. The market
interest rate for the qualified
note should be equivalent to the
current yield of the specific issue
exchanged (or the weighted
average current yield of the total
portfolio exchanged) based on
the market value of the security
(or portfolio) at the date of the

. In the case of non-
cash pay bonds (e.g., PIKs and
zero coupon bonds), the market
interest rate for the qualified
note should be equivalent to the
yield to maturity. The Director,
or designee, may permit the note

to a lesser rate of interest if
it is Zeermmed that adequate

assuring repayment
are in place so that the risk of
default on the note is less than
the risk of default on the under-
lying security; in no event, how-
ever, may the interest rate on the
note be less than the insured
savings association’s borrowing
rate for similar term funds;

is repaid with periodic principal
and interest payments paid at
least annually utilizing a level
t amortization schedule.
paAli from the sale of col-
lateral before the maturity of the
note must be used either to
m the note or to invest in
assets of equivalent value

that serve as collateral;

is at all times fully secured by
collateral. In detennigﬁ the
adequacy of the collateral, the
Director, or designee, may con-
sider a) the noninvestment
grade security transferred in

for the note or other
collateral at least of equivalent
value and b) the extent to which
other collateral, along with the
collateral provided in (a) above,
meet the collateralization criteria
in 23A and 23B of the Federal
Reserve Act. The Director, or
designee, at his/her discretion,
may permit the note to carry less

than 110 ent collateraliza-
tion if he/she determines that
&ﬂ: capital or allow&:ince levels of

acquirer are a te, the
credit quality of the zgrl:mﬂ is
adequate, and the institution has
monitoring systems in place to
gauge the condition of the collat-
eral. In no event, however, may
the note be less than fully
secured collateral. Any
decline in the fair market value
of the oollateral requires either
the immediate infusion of addi-
tional collateral or the immedi-
ate pay down of the note by the
issuer so that the note is fully
secured by collateral. If the fair
market value of the collateral
declines and immediate steps
are not taken by the issuer to
further secure the note, the
qualified note will be considered
in default;

is, at a minimum, fully
teed by the holding company;

is repayable in full in cash over a
period of time not to exceed 5
years from the date of transfer;

the transfer represents a com-
plete and effective divestiture of
the security and further pro-
vides that in the event of a
default by the note issuer,
including failure to pay interest
or principal when due, or failure
to maintain collateral in accor-
dance with the terms of the note,
the savings institution shall seize
the noninvestment grade secur-
ity as collateral and liquidate it
as soon as prudently possible
ang in all cases by July 1, 1994;
an

contains provisions that are
acceptable to the Director, or
designee, that prohibit encum-
brance or impai t of the
value of the collateral, including
the perfection of collateral, the
safekeeping of pledged collat-
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eral, and the appropriate admin-
istration of liens, and l})ermit the
sale of the security if the
ceeds are invested in equivalent
value assets.

If at any time the thrift institution or
its affiliate fails to comply with the
specified terms of the note or any
other provision affecting the trans-
fer of the noninvestment grade cor-
porate debt security, then exemp-
tions from subsections (a), (b), and
(c) of section 11 of the Home Own-
ers’ Loan Act and any other applica-
ble provision of Federal or state law
shall terminate.

N mpl
a Transfer of Nonin nt Grade

Securities

Any eligible institution wishing to
transfer noninvestment grade secur-
ities in exchange for a qualified note
must submit an application to the
appropriate District Director, OTS.
For institutions that were controlled
by a savings and loan holding com-
pany on or before August 8, 1989,
the transfers must be effected by
August 7, 1990 and such applica-
tions must be submitted by April 11,

1990. For institutions that were not
subsidiaries of a savings and loan
holding company by August 7,
1989, the transfers must be effected
by August 8, 1991 and such applica-
tions must be submitted by April 11,
1991. Any applications for the trans-
fer of noninvestment grade corpo-
rate debt securities in exchange for a
qualified note that raise significant
issues of law or icy will be
reviewed concurrently by Washing-
ton staff. The OTS staff will follow
application ing guidelines as
set forth in 12 C.F.R. Section 571.12
and AP-14-1.

The issuer of the qualified note must
prove intention and ability to repay
the qualified note by providing a
credible plan for ing repay-
ment. The application for the trans-
fer of noninvestment grade securi-
ties in exchange for a qualified note
should also contain:

¢ adetailed description of the non-
investment grade security or
securities to be transferred,
including, at a minimum, the
issuer, current coupon rate,
maturity and sinking fund pro-
visions, current market price,

RB 22

sources or methods for deter-
mining market value, current
yield, par value, book value, call
date, call price, purchase date,
unrealized gain/loss, rating, and
duration;

a statement describing the struc-
ture or proposed structure of the
transferee, includi amounts
and sources of capital;

consolidated and non-consoli-
dated financial statements for
the immediately preceding four

’

a detailed description of the
terms of the proposed qualified
note, including, at a minimum,
face value, interest rate, repay-
ment schedule and dates,
sources and amounts of collat-
eral, a tee issued by the
savings and loan holding com-
pany, capital or allowance levels
designated for the note, a state-
ment on the use of

from the note collateral, the safe-
keeping of collateral, and provi-
sions prohibiting the encum-
brance or impai t of the
value of the collateral.

wld £ Ll

— Jonathan L. Fiechter

Senior Deputy Director, Supervision Policy
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