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Summary: This bulletin provides an update to Thrift Activities Regulatory Handbook Section 120,
Capital Adequacy. Please replace the existing handbook section with the enclosed revised section.

For Further Information Contact: Y our Office of Thrift Supervision (OTS) Regional Office or the Su-
pervision Policy Division of the OTS, Washington, DC. Y ou may access this bulletin at our web site:
WWW.OtS.treas.gov.

Regulatory Bulletin 32-31

SUMMARY OF CHANGES

OTSisissuing an update to Thrift Activities Handbook Section 120, Capital Adequacy. In general, we re-
wrote and reorganized Section 120 in its entirety. This handbook section is in plain language.

We provide a summary of al substantive changes below.
120  Capital Adequacy

Updated the handbook section and examination program to reflect current OTS rules and poli-
cies.

Added an appendix to discuss capital components and risk-based capital, including a descrip-
tion and examples of capital treatment for recourse, residual interests, and direct credit substi-
tutes.

Added an appendix of supplementary issues and information.

St M As

—Scott M. Albinson
Managing Director, Supervision
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CHAPTER: Capital
SECTION: Capital Adequacy

Section 120

INTRODUCTION

Capital absorbs losses, promotes public confi-
dence, and provides protection to depositors and
the FDIC insurance funds. It provides a financial
cushion that can alow athrift to continue operat-
ing during periods of losses or other adverse
conditions. This Handbook Section provides guid-
ance in determining athrift's capital adequacy.

Capital Adequacy

A thrift’slevel of capital is adequate when it meets

regulatory regquirements, and is commensurate with

the thrift’ srisk profile. The capital level should
also be sufficient to support future growth. While

minimum regulatory capital requirements provide a

consistent starting point for determining capital

adequacy, most thrifts should, and in fact do, \

ceed well capitalized standards (see Promp
Corrective Action (PCA) Categories be gi

The various OTS capital requirem

athrift primarily engagesin tragjti , ively
low risk activities. Higher rig, i iviti
require more capital, especi SR thegactiviti e

conducted at significantg fifn level
Lenders engaged in hif @ Ivities sh

also have higher Allowalggs for Loan and L
Losses (ALLL) and risk mehagement expyytise ap-
propriate to the risk.

OTS maintains, revises, and interpl s capital
regulations in collaboration with the other federal
banking agencies. OTS capital rules are substan-
tively similar to those of the other banking
regulators as a result of various statutory require-
ments. Federal statute requires that OTS capital
regulations may be no less stringent than the capi-
tal regulations of the Office of the Comptroller of
the Currency (OCC). In addition, the federal bank-
ing agencies must work together on an interagency
basis to develop uniform rules implementing com-
mon statutory or supervisory policies, including
capital requirements. Many of the agencies uni-
form capital rules are based on the principles set
out in an international agreement known as the
Basel Accord.

Y ou should review recent proposed and final regu-
lations for the most current regulatory guidelines.
Y ou may aso check with your OTS regiona ac-
countant or access guidance on the OTS Internet
(www.ots.treas.gov). In addition, Schedule CCR
(Consolidated Capital Requirement) of the Thrift
Financial Report (TFR) Instruction Manual con-
tains specific accounting and reporting instructions
related tgsaqgital. OTS also posts on its website a
i eqons and Answers that help further
(Mg reggirting instructions. Y ou should note
tithe TFR instructions, as well as the

for' a gful reporting function. They

controlling Ngce &f law.
S lﬂ)VERVIEW

THisYandbook Section provides guidance in three
wfaress.

Capital Requirements.
Evaluating Capital Adequacy.
Rating the Capital Factor.

Appendices to this Handbook Section provide
additional guidance:

Capital Components & Risk-Based Capital
(Appendix A).

Supplementary Information and Issues
(Appendix B).

Prompt Corrective Action (PCA) Restrictions
(Appendix C).

CAPITAL REQUIREMENTS

Thrifts must meet two overlapping sets of capital
rules required by different federal statutes. Thrifts
must meet tangible, core, and risk-based standards
required by the Financial Institutions Reform, Re-
covery, and Enforcement Act of 1989 (FIRREA).

Office of Thrift Supervision
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SECTION: Capital Adequacy

Section 120

In addition, the Federal Deposit Insurance Corpo-
ration Improvement Act of 1991 (FDICIA)
established Prompt Corrective Action capital cate-
gories.

Tangible, Core, and Risk-based Capital

The FIRREA-based requirements for tangible,
core, and risk-based capital are defined in 12 CFR
8567. OTS requires thrifts to satisfy three capital
levels asfollows:

Type of Capita Percentage of Assets

Tangible Capital 1.5% of adjusted total
assets

Leverage Ratio 4% of adjusted total
assets (3% for thrifts

with a composite
CAMELS rating of 1)
8% of risk-weighted
assets

Risk-Based Capital

Notes: We aso refer to the leverage ragj
ment asthe Tier 1 or core requirem
total assets are defined in 12 CF
based on TFR assets adjusted f
subsidiaries, gains and |0ssesQ
securities, certain hedges ustmen

Composition of Capital

A thrift’s total (risk-based) capital is the sum of its
Tier 1 (core) capital and Tier 2 (supplementary)
capital, less certain deductions (see Appendix A).
Note that Tier 2 capital may not exceed Tier 1

capital.

Appendix A summarizes the composition of Tier 1
and Tier 2 capital, and provides an explanation of
the risk-based capital calculation.

Tangible Capital

ons for calculating core and

3% The TFR instructions do not in-
anon for tangible capital. While all

i ts exist as a matter of law,

CFR & 567.
Pr t Ogrrective Action (PCA) Categories
You m?find these FDICIA-based capital meas-
urem&sin 12 CFR 8565.

rifts fall into one of five PCA categories. The
A minimum requirements are as follows:

Well Capitalized

Adequately Capitalized

o Or greater

4% or greater

Total Risk-Based
10% or greater

Tier 1/Risk-Based

and 6% or greater and

and 4% or greater and 8% or greater

(3% for 1-rated)

Undercapitalized Less than 4% or Lessthan 4% or Less than 8%
(except for 1-rated)
Significantly Undercapitalized Less than 3% or Less than 3% or Less than 6%

Critically Undercapitalized Has aratio of tangible equity* to total assetsthat is equal to or less than 2%

* The definition of tangible equity under PCA differs from the definition of tangible capital under FIRREA. Y ou
may find the definition of tangible equity in 12 CFR § 565.2(f).

120.2  Regulatory Handbook November 2003 Office of Thrift Supervision
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Section 120

Minimum Standardsvs. Capital Adequacy

The regulatory capital requirements are minimum
standards designed for soundly managed thrifts
that do not present credit or other risks requiring
more capital. Compliance with the minimum capi-
tal requirements does not automatically ensure an
adequate level of capital. Thrifts with higher risk
should hold capital well in excess of the minimum
requirements, and in fact, well in excess of the
FDICIA well capitalized standards. In addition,
OTS has the authority to establish a capital re-
quirement for athrift that is higher than its normal
minimum regulatory capital requirement.

Capital For Subprime Lending Programs

Thrifts with subprime lending programs are re-
sponsible for quantifying the amount of capital
they need to offset the additional risk for these

portfolios in an amount that is one and one h
three times greater than for nonsubprime
asimilar type. A thrift sALLL should
adequate to address its subprime pr
information about subprime lendi
analysis for capital adequacy i
ance issued by the four fed [ encies
and available on the OT '
subprime lending pro
of athrift's Tier 1 capi toCEOM
No. 137, Expanded Gui for Subprirge Len
ing Programs, issued February 2, 200

Individual Minimum Capital Re@nt CR)

OTS may impose an IMCR in accordance with 12
CFR 8§ 567.3. The regulation includes an extensive
(but not all-inclusive) list of the reasons that may
support imposition of an IMCR. There are no for-
mal policies or procedures governing the IMCR
process, but OTS would generaly take the follow-

ing steps:

Determine that a thrift should have capital
above the minimum regulatory standard.

programs. As a starting point you should reasona-
bly expect athrift to hold capital against subpri

S

Notify the thrift of the determination and pro-
vide a general explanation.

Provide an opportunity for the thrift to respond
(generdly within 30 days, but OTS may
shorten this timeframe if circumstances war-
rant).

Consider the thrift’s response.

Determine the appropriate minimum capital
level for the thrift.

Whenever you find capital to be insufficient rela-
tive to athrift’srisk profile, you should discuss
with your regional management the appropriate-
ness of an IMCR.

ital levey

TS may discounting or deduction of
an or component, or may assign a
hi iskéveight or conversion factor than an as-
or exposure normally receives. Refer to 12
C 7.11. Whenever you find that a capital

instrinent, an asset, or a portfolio of assets does
ndtprovide meaningful capital support (and where
the asset classification process does not address the
problem), you should discuss the use of the reser-
vation of authority with your regional

management.

Documentation Requirements

Thrifts must have adequate systems in place to
compute their capital requirements and capital lev-
els. Supporting documentation should establish
how a thrift tracks and reports its capital compo-
nents, how it risk weights its assets, and how it
calculates each of its capital levels. Where a thrift
has inadequate documentation to support its as-
signment of arisk weight to a given item,
examiners may assign an appropriate risk weight
to that item. Examiners should verify that thrifts
are correctly reporting the information requested in
Section CCR of the Thrift Financial Report that is
used in computing the capital requirements.

Office of Thrift Supervision
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EVALUATING CAPITAL ADEQUACY

In order to determine whether a thrift has sufficient
capital at a specific point in time, you should first
consider whether the thrift complies with the fol-
lowing requirements:

Regulatory capital requirements.

Capital levels established by a business plan or
the Board of Directors.

Capital levels established by a capital plan,
approved application, IMCR, enforcement ac-
tion, other applicable agreement or plan, or
through use of the OTS reservation of author-

ity.
Y ou should then determine if the thrift holds capi-

tal that is sufficient relative to itsrisk profile. This
process evolves during your examination. Y ou

should consider al of the following factors, as well
as any other important factors that you note.

Asset Quality

N\

Asset quality isakey factor in evaluati
adequacy. Y ou should consider the
individual assets exhibit serious
of value. Key indicators of ov
the dollar value of assets suhig
fication and the severity Q J
relative to capital. You sh

quency and foreclosure trendSyghe level of
nonaccrua or nonperforming loans, and
depreciation of securities. When '

adequacy, you should evaluate th%ci
with each lending and investment progr®T. Thrifts
with higher risk lending programs should maintain

sufficient ALLL to offset expected losses and a
higher capital base to absorb unanticipated |osses.

Earnings

Consider earnings performance and dividend prac-
tices. Good earnings performance enables a thrift
to fund its growth and remain competitive in the
marketplace while at the same time retaining suffi-
cient equity to maintain a strong capital position.
However, excessive dividends can negate even ex-
ceptional earnings performance and result in a
weakened capital position. Generally, management

should first apply earnings to the elimination of
losses and the establishment of necessary reserves
and prudent capital levels; and then, after full con-
Sideration of those needs, management may
disburse dividends in a reasonable amount.

Subordinate Or ganizations

Subordinate organizations can significantly affect
the operations and overall financial condition of
their parent thrift. Therefore, it isimportant to de-
termine if subordinate organizations pose risk to
the capital adequacy of the parent. Where aregu-
lator other than OTS regulates the subordinate
izatiQ important to consider whether
% pordinate organization would
WgilgDl e to the parent thrift in atime
flermore, it is important to consider
it has obligated itsalf, either

ard, doubtful or loss, a
rift'si ts subordinate organizations
includigfgfoard’to subordinate organizations. In
sorge Instdgces, OTS requires deduction (and de-

iati O where applicable) of a parent’s
investmeit in its subordinate organization. (See
Appeffix B for further details.)

ationships with Affiliates

A holding company’ s policies and practices can
significantly affect the capital levels of its thrift
subsidiary. It iscritica that athrift’s dividend
policies, tax-sharing agreements, consulting ar-
rangements, and other transactions with its holding
company do not lead to an unsafe or unsound con-
dition for the thrift.

Double-leveraging occurs when athrift' s parent
organization borrows funds to purchase newly is-
sued stock of the subsidiary thrift. If the principal
means of servicing the parent company’ s debt con-
sists of the cash dividends from the thrift, you
should consider the potential effect on earnings. In
particular, you should ascertain whether the thrift
has the ability to sustain an adequate level of capi-
tal given the cash dividend demands of the parent
holding company.

120.4 Regulatory Handbook
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Section 120

When you evaluate capital adequacy, you should
generally discount the thrift's capital level by the
amount of any loans or other credits or investments
outstanding to the thrift’s holding company or to
affiliates that are not subordinate organizations of
the thrift.

Interest Rate Risk

Thrifts with excessive interest rate risk exposure
may experience a significant decline in capital lev-
elsasaresult of unfavorable changes in interest
rates. Therefore thrifts with relatively high interest
rate risk should have correspondingly high capital
levelsto offset that risk.

Liquidity and Funds M anagement

Thrifts that are in a constricted liquidity situation
may have no alternative but to dispose of assets at

alossin order to honor funds outflows, and such
losses must be absorbed by the capital account
Generdly, the lower athrift’s level of liquidi

more serioudy you should consider high t&
requirements. 2 ’
storical
ift's d
rongly
tion isun to

Deposit Structure

Y ou may analyze capital in i§
and projected rate of gr
accounts. If athriftis
oping market where

keep pace with deposit gr : aQ t
should take al reasonable steps to au the
S

capital accounts, or find other tain
capital ratios. In addition to groﬁ:ai , Wie
presence of volatile deposit accounts®r concentra-
tions in the deposit structure is also relevant. The
greater the instability of the deposit base, the

greater the need for astrong level of capital.
Contingent Liabilities

Lawsuits involving the thrift as defendant or other
contingent liabilities may indicate a need for a
greater level of capital protection. Y ou should de-
termine whether the thrift has significant
contingent liabilities that have the potential to ma-
terially impact the capital level.

Off-Balance-Sheet Activities and Exposures

A thrift may engage in off-balance-sheet activities
such as trust administration, mortgage banking, or
construction lending. In such cases, you must de-
termine whether the thrift is exposed to economic
risks or potential legd liabilities that are not fully
captured by generally accepted accounting princi-
ples (GAAP) or regulatory capital rules. Note that
while risk-based assets include many off-balance-
sheet risk exposures, the Tier 1 capital requirement
does not address off-balance-sheet risk.

New Products and Activities

propegy ahalyzed the risks related to new
ivi and whether capital levels

T ity and diversification of local popula-
tign, Jusiness, industry or agriculture are
important considerations. In evaluating capital
adequacy, you should consider potential changesin
the thrift’s operating environment as well as the
pressures of competition.

Risk Diversification

Generally, agreater degree of asset and liability
concentrations increases the need for capital at
mogt thrifts. Y ou should review on- and off-

bal ance-sheet assets for concentrations in indus-
tries, product lines, customer types, geographic
areas, funding sources, and nontraditional activi-
ties.

Quality of Management

The ability, experience, depth, integrity and record
of management are important in your assessment
of athrift's capital adequacy. In fact, it isdifficult
to conceive of a capital structure capable of with-
standing the deterioration that eventualy results
from inept or dishonest management. Sound man-
agement includes the formulation and

Office of Thrift Supervision
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Section 120

implementation of strong policies and procedures
relative to loans, investments, interest rate risk, op-
erations, internal controls, audits, and other
functional areas. Deficienciesin these policies or
their implementation can readily have an adverse
effect on the thrift's capital position.

Future Plans

Consider reasonable expectations of what may oc-
cur in the future. It is not sufficient to Ssmply
consider that capital is adequate as of the examina-
tion date. Conditions on which you base that
judgment can change materially. Y ou should con-
sider the thrift’ s business plan or capital plan and
its underlying assumptions. Such areview is
largely a reasonableness check of the forecasted
numbers and their underlying assumptions. Spe-
cifically you should consider the following:

Whether the plans are consistent with the trend

of historical performance.

Th , tory level g
e volume of nonaccrual and renegotiated

debt and other nonearning or marginally, -

ing assets.

Loan demand.

% @ A rating of “4” indicates a deficient level of

Deposit growth.
Competition.

- Expansion plans.

- Other pertinent factors. Q

An analysis of theratio of equity growtho asset
growth can be helpful in your analysis of capital
trends. When thisratio isless than one, it signifies
that assets are expanding faster than capital

growth, hence a declining equity position and in-
creasing financial leverage.

Peer Comparison

Y ou should also assess capital adequacy by com-
paring athrift with similar (peer) institutions,
though you should not rely on this information ex-
clusively. For example, while strong management
practices or stringent internal controls may reduce
the need for additional capital in some cases, weak

management practices or controls may indicate a
need for higher capital elsewhere. Y ou should
make an independent, case-specific judgment on
the capital adequacy for each thrift you examine.

RATING THE CAPITAL COMPONENT

This determination is ajudgmental process that re-
quires you to consider all of the objective and
subjective variables, concepts and guidelines dis-
cussed above. Y ou should evaluate capital relative
to athrift'srisk profile, rather than smply to a
minimum regulatory requirement. These arethe
standards set by the Uniform Financial Institutions

Rating Sy

" indicates a strong capital level
e thrift’s risk profile.

ramfig of “ 2 ginQcates a satisfactory capital

el relatiy, hefithgft’ s risk profile.

es aless than satisfac-
al that does not fully support
t ift’ @risk profile. The rating indicates a
improvement, even if the thrift's capi-
t ceeds minimum regulatory and
atUjory requirements.

rating o\

capital. In light of the thrift’s risk profile, vi-
ability of the thrift may be threatened. The

thrift may need assistance from shareholders
or other external sources of financial support.

A rating of “5” indicates a critically deficient
level of capital that threatens the thrift’ s viabil-
ity. The thrift needs immediate assistance from
shareholders or other external sources of fi-
nancial support.

120.6  Regulatory Handbook
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SECTION: Capital Adequacy Section 120

REFERENCES No. 161 Unsafe and Unsound Use of
Covenants Tied to Supervisory
United States Code (12 USC) Actions in Securitization
Documents
§ 1464(s) Minimum Capital No. 162 Implicit Recourse in Asset Se-
Requirements curitizations
§ 1464(t) Capital Standards No. 163 Questions and Answers on the
818310 Prompt Corrective Action Cap| tal Treatment of Recourse,
Direct Credit Substitutes, and
Code of Federal Regulations (12 CFR) Residual Interestsin Assat Se-
curitizations
§563.74 Mutual Capital Certificates
§563.81 Issuance of Subordinated Debt Additiona Interagency Guidance
Securities and Mandatorily
Redeemable Preferred Stock ory Reporting and Capital Guid-
Part 565 Prompt Corrective Action #7133, “ Accounting for Derivative
Part 567 Capital meyhts and Hedgl ng Activities,” 12/29/1998

Letters

RB 18
RB 33a

TB 56

CEO Letters

No. 135

No. 137

No. 141

No. 160

Office of Thrift Supervision Bulletinsand CE
Regulatory and Thrift Bulletins s

Enforcement Ser
FDIC* Pass—T oughy
e

Insurance D) Iosure
Rul e

ing of
D ssets

The New B \tal Accord
Expanded Gui for
Subprime Lending Programs
Joint Agency Advisory on Bro-
kered and Rate-Sensitive
Deposits

Regulatory Capital Treatment
for Accrued Interest Receivable
in Credit Card Securitizations
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Capital Adequacy
Program

Examination Objectives

To determine the adequacy and composition of the thrift’s current and planned level of capitalization,
considering the thrift’s unique risk characteristics, overall condition, and planned direction.

To determine the effectiveness of management and the board of directors in actively monitoring,
maintaining, and planning for capital adequacy.

To determineif the thrift’s capital-related policies and procedures are adequate and are being adhered to by
thrift personnel.

To determine the adequacy of audit and accounting practices @ including the system of internal
controls, as they relate to capital accounts.
- heCific agr@vith OTS, FDIC, or state

To determine compliance with laws, rulings, regulatio
authorities.

To ascertain the need for, or to initiate, corg Lon (inclugy der prompt corrective action
provisions) when policies, practices, prog€dures, Synternal cdhtrdgs are deficient, or when there are

violations of laws, rulings, directives, or §ggulatipns. (b
Examination Procedur % @ WKkp. Ref.
Level |
1 Obtain and revi e informationgon provided in the UTPR, off-site monitoring
reports, report of examination ﬁteets, latest examination report, latest audit
I
ht

reports, latest SEC repor \ an, and correspondence with the OTS and other
regulatory authorities. Con examiner(s) reviewing the board of directors and

committee minutes for any ot items pertinent to the review of capital.

2. Through discussions with management and review of documents, determine if
management has taken corrective action relative to:

Prior examination report comments and exceptions.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Capital Adequacy
Program

Wkp. Ref.

Internal and external audit exceptions.

Any enforcement/supervisory actions and directives.

3. Review the thrift's compliance with relevant capital standards.
Compare capital levels with minimum PCA capital requirements, and determine the
institution’s PCA capital category.
Isthe ingtitution subject to any capital plan, capital
written agreement, or application condition regaregg
ingtitution in compliance?
Isthe institution in compliance with itsi
capital targets? a%
Evaluate the thrift’s risk profilgg M co tioﬁ nterest rate risk, and
other risks including off-balar% . (b
4, Review trendsin the prospects for continuing capital
compliance, and planned for capital adequacy in line
with anticipateq ISk orientation of the ingtitution is
changing.
5. Review Level 1l procedures erform those necessary to test, support, and present
conclusions derived from performance of Level | procedures.
Exam Date:
Prepared By:
Reviewed By:
Docket #:
120P.2 Regulatory Handbook November 2003 Office of Thrift Supervision



Capital Adequacy
Program

Wkp. Ref.

Level Il

6. Verify the reliability and accuracy of the institution’s capital calculations. If necessary,
revise the capital calculations and recheck the PCA level.

Identify and reconcile capital accounts for activity since the last examination. Verify
the accuracy of entries and outstanding balances. Be alert for changes in the capital
accounts that the thrift has not recorded in the income statement.

Identify and investigate any material differences between ggpital reported to OTS in
the TFR, and capital reported in the audited financial and SEC filings (as
applicable).

ip# the institution’s
W5, Obtai ed work
FR inst]

qlgns't?edule
Consult with the examiner complgi Qgram 410 anﬁ ecords and Reports,
to determine if there are any rgportin ors that could §ffect the institution’s
capital requirement calculgtio (b

Verify that the instiggtio al calc S are curate. Some of the following
areas may be matgfial i t iability ital calculations:

papers and review them for reliability. Re
CCR, for additional guidance.

Vit

v AretheNgtivities permigsible”
v Hastheinstitegi excluded or deducted its nonincludable subsidiar-

=Gy

v Have loans and advances to impermissible subsidiaries been deducted from
capital and assets as required?

¥ Hasthe thrift deducted goodwill and intangible assets from capital and assets?

¥4 Are assets subject to limitation appropriately handled?

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Y

Y

Y

Y

Y

Y

Y

Y

Y

Y

WKkp. Ref.
v’ Servicing assets
v" Purchased credit card relationships
v' Deferred tax assets
v" Credit enhancing 10 strips
Are unrealized gains and losses on AFS securities properly handled?
Are maturing capital instruments properly handled?

Isthe ALLL free of specific reserves?

ased |tems that are
capital

Has the thrift institution properly excl ud .
not includable (for example, equity in
instruments)?

Are delinquent single-family

Arehigh LTV loans prg rlsk elghted
AreLIPand co %operly hzagled?

Are post-
Hasthe ly treated s sold with recourse?
Is the thrift properly hole ollar-for-dollar capital against most residual

ucting any credit-enhancing interest-only strips
capital?)

interests? (And, i jf
that exceed 25 percé % i

7. Determine alevel of capital that is appropriate for the risk profile. Where applicable,
apply the capital guidance for subprime lending programs. If appropriate, recommend an
individual minimum capital requirement, or use of the OTS reservation of authority.

Consider the risk orientation and diversification of loan and investment portfolios.
Do portfolios present excessive risk? |s the ingtitution’ s risk orientation changing?

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Program

Wkp. Ref.

Identify and analyze the risks associated with off-balance-sheet activities. Analyze
the economic risks or legal liability associated with activities such as asset
securitization, trust administration, mortgage banking, or construction lending.

Consider the ingtitution’s growth trends and goals. Review the effect of earnings and
dividends on capital. Does the ingtitution have the quality and level of earnings or
balance sheet flexibility to support planned growth, structural changes, or new
activities?

Confer with the examiners assigned to Program 260, Classification of Assets, and
Program 261, Valuation Allowances, to determine if spg
are adequate. If not, determine the effect on capital.
and potential |osses.

Consider whether asset portfolios have a hi '

' [ ¢ al ri for the
particular type of asset. Protection again ated or t|f redit losses
should be reflected in the institution’ i on If an as a
relatively high risk profile, its c:apil\Sl bec mm y higher.
Evaluate capital adequacy of e thri tution aft uctl ng assets of regulated
subsidiaries and the capitg eet regx@ al reguirements at those

subsidiaries.
Consider the effeglthgs e corpor other subsidiary activities may have
on the needf i1 zg#0n, incl t tial liability of the parent thrift for

Evaluate the parnt holding cofgpany’ Sreliance on dividend payments from the
subsidiary institution. Revi ed SEC filings for transactions between the

institution and the holN pAy. Consider the appropriateness of earnings
retention and dividend

Review the most recent external audit report (including management and internal
control letter) and consult with the examiners assigned to Internal Controls and
Internal Audit. Determine if deficienciesin internal controls and audit systems exist.
Does an above normal level of operational risk require a higher level of capital ?

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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Capital Adequacy
Program

8.

0.

Wkp. Ref.

Assess management’ s capital planning process.

Review management reports, such as the budget, strategic business plan, and capital
plan to assess the adequacy and effectiveness of the institution’s planning efforts.

Evaluate the institution’ s access to capital markets. Consider the probability of
success of planned capital-raising strategies.

If capital falls below the PCA well capitalized standard
isinadequate or marginal relative to the institution’s 1

Identify the appropriate PCA category. Di
OTS regional management.

Determine if a supervisory or enfoi nisap, roprdreﬁ the

capital deficiency or whether ive sh beﬁlpomd. Discuss your
recommendation with the El d O ional m ent. See Appendix A,
Prompt Corrective Action Guielinegin Sectiol niYrcement Actions, for

guidance.

Confirm with yo Ice that ollowing PCA guidelines.
Review an t Contr ieSfor adequacy.
Identify the n: or any additignal opP®rating restrictions.

sions, and the restrictions that apply to an
italized. The following restrictions apply:

Inform management
ingtitution that is less th

¥ The mandatory and discretionary supervisory actions that apply to an institution
that is less than adequately capitalized (Number 10 below).

¥ The pass-through insurance restrictions (Number 11 below).

¥ The broker deposit restrictions (Number 12 below).

Exam Date:

Prepared By:
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10.

If theingtitution is less than adequately capitalized (as reflected in its TFR report, afinal
report of examination, or disclosed in a notice from OTS — see §565.3), you should
review for compliance with the mandatory and discretionary supervisory actions. You
can refer to 8565.6 for a description of the mandatory and discretionary actions.

Wkp. Ref.

11.

If the thrift institution is less than well capitalized, or if based ypon your examination
findings, you believe it may become less than well capitalizgf g near future, review
for notification of account holders subject to losing FDI % gh insurance
coverage (see Regulatory Bulletin 33a):

Determine whether the thrift has any emplo | d I intends to
accept any employee benefit plan depos

If so, review the procedures devel 0\ compliance IC regs at

12 CFR 8330.14. Thiswould i ' p 4
¥ A determination that disclgsures hav‘%j oped and shared with

appropriate thrift pegon

Y2 A determinati g#'thgppr ures has @ i"Nevel oped to provide the appropriate
disclosures oyg# benefit g (8 Ors when opening a new account and
when g oyee beel 20 0€positor (administrator or manager)
makes a r informatiorn

12.

Check for compliance wi@ed eposit restrictions. Only well capitalized
institutions may accept broker@d deposits without restriction. If the thrift institution is not

well capitalized, you may refer to Thrift Activities Handbook Section 560, Deposits and
Borrrowed Funds, for the applicable restrictions and prohibitions on brokered deposits.

Exam Date:

Prepared By:

Reviewed By:

Docket #:
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WKkp. Ref.

13. Ensurethat your review meets the Objectives of this Handbook Section. State your
findings and conclusions, and appropriate recommendations for any necessary corrective
measures, on the appropriate work papers and report pages.

Examiner’s Summary, Recommendations, and Com ts

éQ
%

Exam Date:
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Reviewed By:
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CAPITAL COMPONENTS & RISK-BASED CAPITAL

This appendix is an abbreviated summary from the
Capital Regulation. Refer to the regulation in 12
CFR 8567 for important details and other items not
included in this appendix. Y ou will find relevant
definitions in 8567.1. We have organized this Ap-
pendix as follows:

Composition of Capital.
Risk-based Capital.

Risk-based Capital Treatment for Recourse
Exposures, Direct Credit Substitutes, and Re-
sidua Interests.

COMPOSITION OF CAPITAL
Tier 1 (Core) Capital

Tier 1 (core) capital includes:

GAAP capital.

Less

- Investments in and advan ton% udable
subsidiaries.
Goodwill and oth oi S.

Equity instruments
capital® (for example,
stock).

Servicing assets and purchasgcredit
tionships (PCCRS) in excess of Wgaftations (see
§567.12).

Disallowed deferred tax assets (see Thrift Bul-
letin No. 56).

Credit-enhancing interest-only strips in excess
of 25 percent of Tier 1 capital (see §8567.5 and
§567.12).

! Refer to the TFR instructions. The purpose is to ex-
clude certain components of GAAP capital that are not
part of common stockholders equity under regul atory
capital definitions.

Vg

Accumulated gains on certain available-for-sale
debt and equity securities' and qualifying cash-
flow hedges

Plus

Minority interests in equity accounts of fully
consolidated includable subsidiaries.

Mutual thrift nonwithdrawable and pledged
deposit accounts.

OMted Ioss&slon certain available-for-
¢ Q& urities,” and accumulated losses on
(4

iTRQ

ppl y) Capital

ital includes;

an tal instruments such as;
74 YMutua capital certificates and nonwith-
able accounts not counted for Tier 1

capital.
4 Cumulative perpetual preferred stock.
¥ Qualifying subordinated debt.

Maturing capital instruments (for example,
non-perpetua preferred stock).

Allowance for loan and lease losses (ALLL) up
to 1.25 percent of risk-weighted assets.

Up to 45 percent of unrealized gains, net of
unrealized |osses on available-for-sale equity
securities with readily determinable fair values.

Note: Tier 2 capital may not exceed Tier 1
capital.

Total (Risk-based) Capital

A thrift’s total (risk-based) capital is the sum of:

2 Refer to the December 1998 interagency statement,
“Interim Guidance on the Regulatory Reporting and
Capital Treatment of Derivatives.”

Office of Thrift Supervision
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Tier 1 capital.
Plus

Tier 2 capital (to the extent that Tier 2 capital
does not exceed 100 percent of Tier 1 capital).

Less

Reciprocal holdings of the capital instruments
of another depository institution.

Equity investments (using the definition of eg-
uity investmentsin 8567.1).

Low-level recourse exposures and residual in-

terests that the thrift chooses to deduct using

the smplified/direct deduction method exclud-

ing:

¥ The credit-enhancing interest-only strips al-
ready deducted from Tier 1 capital. (See
low-level recourse and residual examples
further below.)

RISK-BASED CAPITAL

General Description

The risk-based capital requireme
ily credit risk from on-balance-g
most off-balance-sheet comigi
tions. OTS requires a thri
based capital ratio equal tORgIe

sets after risk weighting. Mozghrifts have agisk-
based capital ratio of 10 percent or higheiin &der
to manage awell capitalized status.

Y ou determine a thrift’ s risk-wel gh&s by
allotting assets among the risk-weight categories.
There are four standard risk-weight categories. 0
percent, 20 percent, 50 percent, and 100 percent.®
The risk weight depends upon the nature of the as-
sets, obligors, and collateral. In generdl, if a

particular item can be placed in more than one risk
category, you may assign it to the category that has

% Thereis also a200% risk weight-category used in the
ratings-based approach. In addition, certain items re-
ceive adollar-for-dollar capital treatment, equivalent to
arisk weighting of 1250% (the reciprocal of 8%). See
the Recourse section later in this Appendix.

the lower risk weight. However, the following pro-
cedures apply:

Y ou convert off-bal ance-sheet commitments
and exposures to credit equivalent amounts by
aconversion factor. Y ou then risk weight the
credit equivalent amounts in accordance with
the rules used for on-balance-sheet assets.

Many recourse exposures and direct credit sub-
stitutes generally require a gross-up capital
treatment.

Most residual interests receive a dollar-for-
dollar cagigal treatment.

Assumigg tNg PCAJ category of adequately capital-
ized gfie P this risk weighting approach is
thefo

ik Wei t%fective Capital
Buck Charge
/o, No capital charge

(bz % 1.6%
50% 4.0%
100% 8.0%

200% 16.0%

Dollar-for dollar 100.0%

Risk Weights: On-Balance-Sheet Assets

Asset types not specifically addressed in the regula-
tion automatically receive a 100 percent risk weight
unless OTS determines that a different risk weight,
or adifferent capital trestment is appropriate. Be-
low isagenera summary of the risk weight
buckets:

0 Percent Risk-Weight Category

This category isfor the lowest risk assets. This
category includes:

Cash.

120A.2 Regulatory Handbook
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Obligations of, or fully guaranteed by, the full
faith and credit of the United States Govern-
ment (includes most GNMA obligations).

Balances at Federal Reserve Banks.
20 Percent Risk-Weight Category

This category isfor very high credit-quality assets.
The 20 percent risk-weight category includes:

Securitiesissued by or guaranteed by govern-
ment sponsored agencies (including Fannie and
Freddie for example), except for their principal
only securities (POs), interest-only securities
(10s), and their equity securities.

Claims on, balances due from, and stock of the
Federal Home Loan Banks.

Items collateralized by cash held in a segre-
gated deposit account at the thrift.

The portion of assets collateralized by the\

rent market value of U.S. Governm
securities.
Assets conditionally guarant s

Government or its agenci

Genera obligations of
ments.

Claims on dom institutio

Asset-backed securitic®rated AAA oRAA urk
der the ratings-based approach, b uding
stripped securities.

Certain claims on, or guarant
securities firms.

, qualifying

A qualifying securities firmin the United
States is a broker-dealer registered with the Se-
curities and Exchange Commission (SEC) that
complies with the SEC’ s net capital regula-
tions. A different definition applies to foreign-
based firms. (See § 567.1.)

For aclaim on, or guaranteed by, a quaifying
securities firm to qualify for 20 percent risk
weight, the firm must have along-term issuer
credit rating, or arating on at least one issue of
long-term unsecured debt, from a nationally
recognized statistical rating organization

(NRSRO). Therating must be in one of the
three highest investment grade categories used
by the NRSRO. If two or more NRSROs as-
sign ratings to the firm, the thrift must use the
lowest rating to determine whether it meetsthe
rating requirement. The firm may rely on the
rating of its parent consolidated company if the
parent guarantees the claim.

A collateralized claim on a qualifying securities
firm does not have to comply with the rating
requirement if it meets al of the following re-
quirerpeqts:

saction executed using standard indus-

docu ation.
a1t isgallaterdized by debt or equity securi-
ti uid and readily marketable.
¥,

Itis to market daily.

4 \t is subject to adaily margin maintenance
uirement under the standard industry
documentation.

74 1t can be liquidated, terminated or acceler-
ated immediately in bankruptcy or similar
proceeding, and the security or collateral
agreement will not be stayed or voided un-
der applicable law.

50 Percent Risk-Weight Category

This risk-weight category isfor high credit quality
assets. The 50 percent risk-weight category in-
cludes:

Qualifying mortgage |oans.
Qualifying multifamily mortgage loans.
Qualifying residential construction loans.

Privately issued securities (excluding stripped
or subordinated securities) backed by qualify-
ing one- to four- family or multifamily
mortgage |oans — where the underlying loans
are eligible for 50 percent risk weight.

Most state and loca revenue bonds.

Office of Thrift Supervision
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Asset-backed securities rated “A” under the
ratings-based approach, but excluding stripped
securities.

Qualifying mortgage loans are residential first
mortgage |oans on houses, condominiums, coopera-
tive units, and manufactured homes. Y ou do not
include boats, motor homes, and time-share proper-
ties, even if they are a primary residence. Loans
must not be over 90 days past due. Y ou include
mortgage loans on mixed-use properties that are
primarily one- to four-family if they meet the quali-
fying criteria If athrift holds the first and junior
lien(s) on a property, and no other party holds an

intervening lien, you treat the transaction asasingle

loan secured by afirst lien. Refer to 12 CFR
8§567.1 for the definition of qualifying mortgage
loans. Note that the definition refers to and incor-
porates |oan to value (LTV) criteriafrom the real
estate lending guidelines in 8560.101. Loans above
90 percent LTV will not typically qualify for 50
percent risk weight unless they have acceptable pri-

vate mortgage insurance or other appropriate cr
enhancement to effectively reduce their LTV090
percent or less.

Qualifying multifamily mortgage | ect
the specific criteria of the regulat
federal statute. (Refer to the d
§567.1.)

Qualifying residential con: ion Toans must m
the specific criteria of the regthetion. (Refer ¥ 12
CFR 8567.1.)

100 Percent Risk-Weight Category

Thisis the standard risk-weight category. You
place assets not assigned another risk weighting in
this category (excluding assets deducted from capi-
tal and residua interests which have a dollar-for-
dollar capital requirement). Y ou include the follow-
ing in the 100 percent risk-weight category:

Commercial loans and commercial real estate
|oans.
Consumer loans.

Second mortgage and home equity loans (ex-
cept where you combine them with a qualifying

first mortgage — see qualifying mortgage loan
explanation above).

Single-family and multifamily housing loans
that do not qualify for the 50 percent
risk-weight category.

Construction loans.

Mortgage-backed securities not qualifying for a
lower risk-weight category, including most
stripped securities (POs and 10s) issued by
government sponsored agencies (but excluding
subordinated classes, and excluding securities
backed by subprime assets).

S |oans 90 days past due.

r rated “BBB” under the
oach, but excluding stripped

investments in investment companies, such as
tual funds, there are two dternatives:

Y ou may assign the entire investment to the
risk-weight category applicable to the riskiest
asset held in the investment company portfolio.

Y ou may assign different risk weights to the
fund on a pro-rata basis, according to thein-
vestment limits for the different investment
categories in the fund’ s prospectus.

The lowest risk weight for amutual fund is 20 per-
cent.

Off-Balance-Sheet Risk Exposures

Credit Conversion Factors for Off-Balance-Sheet
Items

Y ou determine risk weights for most off-balance-
sheet items in a two-step process. First, you multi-
ply the face amount of the item by a credit
conversion factor to get the balance sheet credit

120A.4 Regulatory Handbook
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equivalent amount. Y ou then risk weight the credit
equivalent amount based on the nature of the collat-
eral, the obligor, or type of asset.

Example: Conversion of an off-balance-shest item

The thrift has extended a $30,000 home equity line
of credit with a multi-year term. The borrower has
not yet drawn the $30,000 and the line of credit
remains unfunded. As shown in the bulleted list be-
low, the conversion factor for home equity lines of
credit for terms over one year is 50 percent. As-
sume that the line qualifies for 50 percent risk
weight under the definition of qualifying mortgage
loan (that is, where it may be combined with the
first mortgage and there is no intervening lien — ex-
plained above in the 50 percent risk weight section).

Y ou multiply the unfunded line by the 50 per-
cent conversion factor: $30,000 x 50% =
$15,000.

Y ou then risk weight the $15,000 th x
culated. $15,000 x 50% risk weight 2a $7;i

risk-weighted asset.
Y ou multiply the risk-weight the 8%
risk-based capital requir t. X 8%

0in

Note: For recourse exposures, direct substi-
tutes, and subordinate exposur h

residual interests), you generally st §ross-up
the entire group of assets or total exp®sure that the
off-balance-sheet item supports.

There are four credit conversion factor groups: 0
percent, 20 percent, 50 percent, and 100 percent.

0 Percent Credit Conversion Factor Group
This group includes:

The unused portion of unconditionally cancel-
able retail credit card lines.

Unused commitments (including L1P) with an
original maturity of one year or less. (This ap-

plies to most commitments to originate 1-4
family loans).

LIP and other unused commitments with an original
maturity over one year if they are unconditionally
cancelable at any time at the thrift’s option and the
thrift either: (1) makes a separate credit decision
before honoring each draw, or (2) at least annually
performs a credit review to determine whether or
not the lending facility will continue.

20 Percent Credit Conversion Factor Group

[ version Factor Group

Thi %ﬁd udes
% portions of commitments, including

hdme equity lines of credit, with an original ma-
rity exceeding one year.

Most L1P commitments with an original matur-
ity over one year.

Transaction-related contingencies such as per-
formance bonds and performance-based
standby letters of credit related to a particular
transaction. For example, arrangements back-
ing subcontractors and suppliers’ performance,
|abor and materia's contracts, and construction
bids.

100 Percent Credit Conversion Factor Group
This group includes:
Guarantees or financial guarantee-type standby
letters of credit.

Recourse arrangements.

Forward agreements with a certain drawdown.
For example, legally binding agreements to
purchase assets at a specified future date.

Office of Thrift Supervision
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Risk participations purchased in bankers accep-
tances.

Interest-Rate and Foreign Exchange-Rate
Contracts

The credit equivalent amount of an interest-rate or
exchange-rate contract is the sum of the current
credit exposure (that is, the replacement cost of the
contract) and the potential future credit exposure of
the contract. Y ou calculate this as follows:

Replacement value of the contract,
that is, the fair value of the contract,
but not less than zero.

Add: Potential future credit exposure. To
obtain potential future credit expo-
sure you multiply the notional
principal amount of the contract by
the appropriate credit conversion fac-
tor. You can find the conversion

Begin with:

factors from the chart:
Remaining | Interest
Maturity rate

One year or,
less

Over one 0.5%
year

Then:  Once you determine the credit
equivalent amount, you assign it to
the risk-weight category appropriate
to the counterparty, or, if relevant, to
the nature of any collateral or guar-
antee. However, the maximum risk
weight is 50 percent.

Note: There are certain exceptions to the above
calculation for foreign exchange contracts with an
original maturity of less than 14 days, and for inter-
est rate and exchange rate contracts traded on an
exchange requiring the daily payment of variations
in the market value of the contract. Thrifts may use

bilateral netting to compute the net replacement
value for multiple contracts with the same counter-
party under certain conditions specified in the
regulation.

RISK-BASED CAPITAL TREATMENT FOR
RECOURSE, DIRECT CREDIT
SUBSTITUTES, AND RESIDUAL
INTERESTS

On November 29, 2001, OTS and the other federal
banking agencies issued a capital rule for recourse,
direct credit gghstitutes, and residual interestsin

i The capital rule addresses
resulting from asset securitiza-

gsting capital rules and guidance for
SoW direct it substitutes, theruleisfar
tensive in okder flo address a very complex,
iz etplace. This section
me aspects of the rule that
should f ir? 0 many thrifts. However, be-
cause @f the complex nature of the rule, we
r end§hat you refer to the rule itself and its
ex réamble published in the federal register,
whichggavailable through the OTS web site at:
.ots.treas.gov/docs/73135.pdf..

u can find the definitions pertaining to the rule
along with other terms used in the OTS capital
regulationsin 12 CFR 8567.1. The capital treat-
ment from the rule isin 8567.6(b). Refer also to
CEO Letter No. 162, “Implicit Recourse in Asset
Securitizations,” and to CEO Letter No. 163,
“Capital Treatment of Recourse, Direct Credit Sub-
stitutes, and Residual Interests in Asset
Securitizations.” OTS issued these CEO letters on
May 23, 2002. They provide important supplemen-
tary information.

Through the rule' s reservation of authority, OTS
looks to the substance of a transaction regardless of
how others categorize the allocation of risk. OTS
may find that the proposed capital treatment by the
thrift does not appropriately reflect risk to the thrift.
OTS may then require the thrift to apply another
risk weight, conversion factor, or treatment that
OTS deems appropriate.

This part contains three sections:

120A.6 Regulatory Handbook
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Capital Treatment for Recourse and Direct
Credit Substitutes.

Capital Treatment for Residua Interests.
The Ratings-based Approach.

Capital Treatment for Recour se and Direct
Credit Substitutes

Recourse

The term recourse refers to athrift’s retention, in
form or in substance, of any credit risk directly or
indirectly associated with an asset it has sold. A
recourse obligation typically arises when a thrift
transfers an asset in a sale (a sale according to gen-
erally accepted accounting principles) and retains

an obligation to repurchase the asset or to otherwise

absorb losses on the asset. Examples of recourse
obligations include:

Assets sold under an agreement to repurcrx

Credit-enhancing representations anf warrag-
ties related to sold assets.

Retained loan servicing wit ent un-
der which the thriftisr ipl SSes
associated with the loan except f
servicer cash adv in 85
Clean-up callson (except for -

up callsthat are 10 p@&gent or less of ghe ori$-
nal pool balance and that are exergisaljle at the
option of the thrift).

Credit derivatives that absorb@h the
thrift’s pro rata share of losses orT transferred
assets.

Loan strips sold where the maturity of the
transferred portion of the loan is shorter than
the commitment under which the loan is drawn.

Recourse can also exist implicitly. Implicit recourse
arises when a thrift repurchases assets, absorbs
losses, or otherwise supports assets that it has sold,
in instances where it is not contractually required
to do so. Refer also to CEO Letter No. 162.

As with other off-balance-sheet exposures, you
must convert a recourse exposure to an on-balance-
sheet asset by obtaining a credit equivalent amount.

In the case of a smple loan sale with recourse,
which may or may not involve asset securitization,
you convert the entire balance of the loans sold to
an on-balance-sheet asset using the 100 percent
conversion factor.

In many instances a thrift retains a recourse expo-
sure that is limited in dollar amount or as a
percentage of assets transferred, but is designed to
absorb the first losses that occur for the entire pool
of transferred assets. The recourse exposure thus
absorbs more than its pro rata share of losses. As
aresult, thegenera capital treatment for recourse

W still on the balance sheet. OTS ap-
ol atively rigorous capital treatment
exposure receives more than

Thereigre ug
yo in the credit equivalent amount by multi-

ing tRg full amount of the credit-enhanced

or*which the thrift directly or indirectly re-

tains gr assumes credit risk by a 100 percent
conversion factor. Y ou assign this credit equivalent

ount to the risk-weight category appropriate to
the obligor in the underlying transaction after con-
sidering any associated guarantees or collateral.
However, the following points apply:

A thrift does not have to hold recourse capital
for qualifying mortgage loans (50 percent risk
weight 1-4 family loans) that it has sold, if the
sales contract allows only a 120-day period for
return of those loans. The thrift must have
originated the loans within one year before sale.
This exception would apply to asmple loan
sale aswell asasale of loans into a securitiza-
tion.

There is an exception to the gross-up treatment
for low-level recourse exposures where re-
courseislegally and contractualy limited to an
amount |ess than the on-balance-sheet capital
requirement. OTS limits the capital requirement
to the maximum exposure rather than the full
ordinary capital requirement.
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A ratings-based approach allows a thrift to re-
duce its capital requirement for lower-risk,
highly-rated recourse exposures.

Example: Recourse sale of loans

A thrift has sold $100 in quaifying mortgage loans
(that is, 50 percent risk weight 1-4 family loans)
into a securitization with an agreement to repur-
chase them for up to 180 days. Until the recourse
period expires, total risk-weighted assets must in-
clude: ($100) x (100 percent conversion factor) x
(50 percent r.w.) = $50. Thus, the capital require-
mentis: $50x 8% =$4

Note: If the sales agreement limited the recourse to
120 days or less, there would be no capital re-
quirement.

Example: Low-level recourse

¢,
A thrift contractually limits its maximum recour
exposure to less than the normal on-balance- Ex

capita requirement for the assets sold with
course. For example, if athrift sellsa$
mortgage loan with 1 percent recour
for $1,000 in losses, OTS requir
duct $1,000 in computing the n#fiergsor
based capital.

(Thisisin lieu of the thri ,000in
- assuming the loan qualifi r 50 percent risk
weight).

The thrift may report this capital req @ t i
dther of two ways: (1) asimplified/dir&gOeduct
approach where the thrift deducts the amount for
computing total risk-based capital; or (2) arisk-
weighted approach where the thrift multiplies the
exposure by 12.5 (the reciprocal of 8%). Inthe
risk-weighted method the thrift multiplies the
$1,000 capital requirement by 12.5 for arisk-
weighted asset of $12,500. Then, when the thrift
multiplies $12,500 times the 8% risk-based capital
requirement, the result isa $1,000 capital charge.

Direct Credit Substitutes
A thrift can guaranty, purchase, or assume are-

course exposure from another organization. We
generally refer to these exposures as direct credit

substitutes. A purchased subordinated security is an
example of adirect credit substitute. Direct credit
substitutes can be on- or off-balance-sheet. Exam-
ples of direct credit substitutes include:

Financial standby letters of credit that support
financia claims on athird party that exceed the
thrift’s pro rata share of the financial claim.

Purchased subordinated interests that absorb
more than their pro rata share of losses from
the underlying assets.

When athrift purchases a subordinated asset-
similar interest, the thrift gener-
he risk exposure in order to

erest of $5 in a securitization of $100in
ifying mortgage loans (1-4 family 50% risk
ght loans). The thrift must gross-up its expo-
re to include all exposures that are more senior to
the security that the thrift owns. Thus the thrift
must convert the $100 balance of the pool to an on-
balance sheet asset at a 100% conversion factor.
Then, the thrift risk weights the loans at 50%, re-
sulting in $50 in risk-weighted assets. The capital
requirement is $50 times 8 percent = $4.

Note: This example assumes that the first dollar
loss position is not a credit-enhancing /O strip (see
Residual Interests below).

Capital Treatment for Resdual Interests

Residual interests are on-balance-sheet risk expo-
sures arising from sales (transfers) of financial
assets that expose a thrift to credit risk on those
transferred assets that exceeds a pro rata share of
any claim that the thrift has on the assets. Residual
interests do not include interests purchased from a
third party, except for credit-enhancing interest-
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only strips. A primary example of aresidua isa
retained subordinated interest in assets formerly
owned by the thrift.

The standard capital treatment for most residual
interestsis dollar-for-dollar. That is, the thrift
must hold one dollar in capital for every one dollar
in residual interests.

Example: Residuad interests

A thrift has retained the first dollar loss subordi-
nated interest of $15 in its own securitization of
$100 in qualifying mortgage loans (50% risk weight
1-4 family). The risk-based capital requirement is
$15, that is, $1 of capital for $1 of residual inter-
ests — dollar-for-dollar capital.

ways.

thrift deducts the amount for compu
risk-based capital.

A smplified/direct deduct approach @
g tot

A risk-weighted approach e tirift mul-
tiplies the exposure by readfirocal of
8%).

In the risk-weighted rift multip e

$15 capital requirement g 12.5 for arisgweig
asset of $187.5. Then, whenh the thrift iplies
$187.5 times the 8% risk-based capi i rement,
the result is a $15 capital charge!

Credit-enhancing Interest-only Strips

Credit-enhancing interest-only strips (CE 1/0s),
whether retained or purchased, pose higher risk
than most other residuals. If athrift has a concen-
tration of more than 25 percent of Tier 1 capital in
CE 1/Os, it must deduct from Tier 1 capital, the
portion of CE 1/Os that exceeds 25 percent of

Tier 1 capital.

Similar to the low-level recourse example, the thrift
may report this capital requirement in either of two P

Example: Credit-enhancing 1/O strip:

A thrift has the first dollar loss subordinated inter-
est (whether retained or purchased) that is a credit-
enhancing 1/O strip, of $15 in a securitization of
subprime auto loans. Tier 1 capital is $40 at onset.
The thrift does not have any other CE 1/Os.

25 percent of $40 is $10. $15 exceeds $10 by
$5, so you deduct $5 in computing Tier 1 capi-
tal.

Tier 1 capital is $35. ($40 - $5 = $35.)

[(Wust also hold $10 in risk-based

is exposure because you deduct the
yunt, $5, as above from the $15 1/0O

Ip.ghe thrift must hold dollar-for-dollar risk-

capit inst the remaining balance.
Ratin roach

The rzings, approach allows for the possibil-
ity ower risk-based capital requirement
ectiNg lessrisk) for certain recourse, direct

I bstitutes, and residual interests arising
fr securitization. Ratings must be from one
or more NRSROs, for example Standard & Poors,
Moody’s, and Fitch Ratings. Exceptionsto the rat-
ings-based approach include:

Credit-enhancing 1/0O strips are not eligible for
the ratings-based approach.

Bonds not in security form are not eligible.
Bonds not backed by assets are not digible.
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In general, the following schedule applies to long- Program Ratings
term ratings:

A thrift can use program ratings for certain risk

: : exposures in particular secondary market loan pro-
Long-Term Rating | Examples R',Sk grams. A thrift may make use of program ratings
Category Weight after OTS has reviewed the nature of the program
: and accepts, under specific conditions, arating as-
Highest or second AAA of 20% signed to a particular risk exposure that the thrift
highest invesiment AA retains. The rating must correspond credibly and
grade ... reliably with an NRSRO rating, for example AA.
Third highest invest- A 50%
ment grade.............
Lowest investment BBB 100%
grade.....cooevieenen.
One category below BB 200%
investment grade....
More than one cate- Not digible
gory below B or un- for ratin
investment grade, or rated
unrated ..o

Note: Thereis also a separate short-t '
table. Refer to the regulation.
The ratings-based approach digfmction

between “traded” and “n "’ tions.
traded positions require:

An external rating by more than one O.

Minimum rating assigned by Oyhat
meets dl of the following:

¥ Long term: no worse than one category be-
low investment grade.

¥, Short term: investment grade.
¥ Rating must be publicly available.

¥ Rating must be based on the same criteria
as for traded positions.

Note: The capital regulations allow for use of a
thrift’s internal ratingsin limited circumstances
after initial and ongoing OTS approval. The thrift
must use software and ratings that correspond
credibly and reliably to the NRSRO ratings.
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SUPPLEMENTARY INFORMATION AND ISSUES

Allowancefor Loan and Lease Losses (ALLL)

A vauation allowance is a contra-asset account,
establisned and maintained through charges against
current earnings to absorb losses in a thrift's
portfolio. Valuation allowances established to ab-
sorb the losses inherent in athrift’ s overall loan and
lease portfolio are the Allowance for Loan and
Lease Losses, or ALLL. A thrift SALLL is part of
Tier 2 (supplementary) capital, up to 1.25 percent
of risk-weighted assets. Thrift’s may not use the
ALLL to cover losses that are not credit-related or
losses on other types of assets (that is, assets other
than loans or leases). Va uation allowances estab-
lished to absorb losses identified for specific assets
are Specific Valuation Allowances, or SVAs. For
capital purposes, the ALLL does not include SVAs.
SVAs require a separate deduction from capital.

ALLL only coversincurred credit-related lo

the asset portfollo Thrifts with higher risk
should maintain higher capital levelsto tect
against unanticipated losses.

Impact of Subordinate Org
Capital Requirements'

OTS capital regulatio
ganization as either a
Generally, subsidiaries
ent thrift has a majority ownership int

The

regulations also distinguish whe sub-
sidiary is an includable subsidiar clgable
subsidiary engages only in actlvm eSWEL are per-

missible for anational bank.? Note that athrift's
operating subsidiary is typically an includable sub-

! Refer to the definitions of includable subsidiary and
equity investment in 12 CFR 8567.1, the requirement
for deduction of nonincludable subsidiariesin
8567.5(a), the preapproved activities for service corpo-
rations in 8559.4, and the list of activities permissible
for anational bank available on the website of the Of-
fice of Comptroller of the Currency at:
WWW.OCC.treas.gov.

2 This refers to the activities of a national bank itself,
not to the activities permissible for a national bank’s
subsidiary.

sidiary. The capital trestment for a subordinate
organization depends on its status as follows:

Capital Treatment for Subordinate Organizations
Having Another Regulator

This section appllesto most functionally regulated
subsidiaries® as well as most subsidiary depository
ingtitutions that have a primary regulator other than
OTS. Inanayzing the capital of athrift that owns
these subordinate organizations, OTS deducts capi-

in the organizationa hierar-
TS will review the
the subsidiary’ s primary

e in discussions with the sub-
ary regulator) in order to determine

r (an

regul
sid prigh
wh heRthe subsidiary’ s excess capital is transfer-
ailable to support the parent.
ing upon the outcome of this analysis, OTS
d whether to permit inclusion of the subsidi-
ary’s excess capital.

3 Functionally regulated subsidiaries include: registered
broker-dealers, registered investment advisors, regis-
tered investment companies, insurance companies, or
entities subject to regulation by the Commodity Futures
Trading Commission.

* A small number of thrifts have established subsidiar-
iesto reinsure first mortgage residential loans
originated by the thrift and insured with private mort-
gage insurance (PMI). These subsidiaries are
consolidated onto the thrift’ s balance sheet for regula-
tory capital; however, the PMI reinsurance risk
assumed by the subsidiary will count as part of the par-
ent thrift’s exposure on the loan for risk-based capital
purposes; and where the thrift sells aloan with PMI
retained, the loan is then treated as sold with recourse
for risk-based capital purposes. A thrift can avoid these
additional requirements on PMI reinsurance by decon-
solidating and deducting its investment in the PMI
subsidiary, after review and concurrence by the OTS.
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Capital Treatment for Subsidiaries

Includable Subsidiaries

For GAAP and TFR reporting purposes, the thrift
ordinarily consolidates the assets of its includable
subsidiary into the parent. For Tier 1 capital, the
subsidiary’ s assets comprise part of the parent’s
adjusted total assets on schedule CCR. For risk-
based capital, the thrift risk weights the subsidi-
ary’s assets on schedule CCR aong with its own.

Nonincludable Subsidiaries

When a GAAP-consolidated subsidiary is not in-
cludable for regulatory capital purposes, the thrift
must deconsolidate the subsidiary’s assets and li-
abilities, and deduct for Tier 1 capita its investment
in that subsidiary.”> The thrift makes the deduction
on Schedule CCR according to the instructions and
this does not affect Schedule SC or reporting under,

GAAP. This deconsolidation and deduction ap- \

of the thrift, and its capital not included ip t
thrift’s capital base. The capital dedugifon
clude the following:

proach means that the subsidiary will be ignoggg f
capital purposes: its assets not included withf tho

The parent’ s equity investm thgsubsidi-
ary.

The parent’s loans an er advancesto the

subsidiary.

Where applicable, an amount represga
guarantees by the parent of the S¥gsic
debt made on behalf of athird party

Capital Treatment for Equity Investments

When acthrift does not have maority ownership of a
subordinate organization, it generally does not con-
solidate the assets of the subordinate organization
with the parent. Instead, the thrift uses the equity

® There is an exception to this automatic deduction
treatment. Section 12 USC 1464(t)(5) exempts from
automatic deduction those subsidiary depository institu-
tions acquired before May 1, 1989, even though they
may be engaged in activities not permissible for a na-
tional bank.

method to account for its investment in that subor-
dinate organization. In the equity method, the
thrift’s investment in the subordinate organization is
athrift asset for GAAP and for Schedule SC. The
capital treatment, however, will generally depend
upon whether or not the subordinate organization
engages solely in activities permissible for ana-
tional bank.

Includable Activities Only

The thrift’ sinvestment in the subordinate organiza-
tion is a component of adjusted total assets for
regulatory cgpmgl purposes. When computing the
risk-base i cquirement on Schedule CCR,

subordinate organization’ s assets,

ent's m@ in the subordinate or-
nincludabl e
If the inate organization engagesin activities

th ongcludable, the thrift should deduct its

in in the nonincludable activity for Tier 1

capit e capital deduction will include the fol-
ing:

The parent’ s equity investment in the subsidi-
ary.

The parent’ s loans and other advances to the
subsidiary.

Where applicable, an amount representing any
guarantees by the parent of the subsidiary’s
debt made on behalf of athird party.

The use of intermediate organizations, or the legal
form of organization, will not affect the deduction.

Reservation of Authority

In some instances, OTS uses its reservation of au-
thority to require (or permit) deduction, or
deconsolidation and deduction, of a subordinate
organization that would not otherwise be so treated.
Where OTS uses its reservation of authority, asim-
ple deduction from Tier 1 capital would apply to a
subordinate organization reported under the equity
method of accounting per GAAP, whereas, decon-
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solidation and deduction would apply to subsidiar-
ies consolidated under GAAP.

Y ou may consider whether to recommend to your
regional office deduction of investment in or loans
to a subordinate organization using the reservation
of authority. In some instances, athrift requests a
deduction approach. OTS reviews the request and
then decides whether to approve it.

Construction Loans

Construction loans receive a 100 percent risk
weight unless they meet the definition of qualifying
residential construction loans (below), or the defini-
tion of qualifying mortgage loans (that is, loansto
individual borrowers for the construction of their
own homes that meet the definition in 8567.1).

Qualifying Residential Construction Loans

credit risk to single-family residential magt

loans. Residential construction lo

specific criteriain order to qualify@or percent
risk weight. Y ou may review '

Qualifying residential construction loans, al
ferred to asresidential bridge loans, have, |
gage
deffhitigyf of qual
fying residential constructiogogy® in8567.1.

Loans-in-Process

Many thriftsinitially recor@a constructi
debit entry to loans receivable equal t
amount of the loan. They in tur
try to a contra-asset account call ‘
process of disbursement” (LIP). A thift then re-
duces the LI1P balance with each disbursement of
funds. Therefore, the LIP represents the un-
disbursed portion of the loan and is off-balance-
sheet. For capital purposes, the thrift needs to con-
vert the LIP to an on-balance-sheet credit equivalent
amount as described below. If athrift does not set
up aloans-in-process account, the thrift should still
treat the unfunded (undisbursed) loan commitment
in the same manner as an off-balance-sheet item for
capital purposes. LIP or other unfunded construc-
tion loan balances will either:

Convert at O percent (that is, thereis no capital
reguirement).

Convert at 50 percent to an on-balance-sheet
credit equivaent (that is, arisk-weighted asset).

If the original maturity of the construction loan is
oneyear or less, LIP (or the unfunded construction
commitment) should generally convert at O percent.
When the original maturity of the loan exceeds one
year, the LIP (or unfunded commitment) should
generally convert at 50 percent, in which case the
thrift then risk weights the credit equivalent amount
based on the type of loan: for example, 50 percent
for qualifying residentia construction loans or
qualifying mortgage loans, 100 percent for most
other ty ans.

N

i#'s shoul
mitment§ ol

t split LIP (or the unfunded
single loan into a component
ne year and a component

hat m witlli
that m one year.
: ifts ply a0 percent conversion factor
0 Qloan with more than a one-year term if they
actingly evaluate the credit relationship and
cture the terms of the loan to comply with
7.6(8)(2)(iv). Specifically the thrift must
have a contractual right to separately under-
write each disbursement and the thrift does so,
or the thrift has a contractual right to reevaluate
the lending relationship at least annually and
the thrift does so.

(See dso Appendix A, Credit Conversion Factors
for Off-Balance-Sheet I1tems.)

Nonwithdrawable (Pledged) Deposit Accounts of
Mutual Ingtitutions

Directors or officers of mutual savings associations,
or other interested individuals or organizations, may
pledge personal deposits held by the institution.
These deposits can count as Tier 1 capital. Thein-
dividuals must formally subordinate the deposits to
the ingtitution’s creditors, including the FDIC. The
deposits must satisfy the same criteria as noncumu-
lative perpetual preferred stock. The pledge must
affirm that the deposits have no maturity, allow no
option for withdrawal of the funds, and allow the
suspension of interest payment obligations. Sections
561.31, 567.5(a)(1)(iv), and 567.9(b)(3) describe
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how mutual institutions may use these accounts for
regulatory capital purposes. Note that thisform of
regulatory capital is relatively uncommon.

Preferred Stock

Generd limitation on preferred stock: OTS hasa
genera policy that the majority of athrift's equity
should be common voting shares. Preferred stock
should not comprise the mgjority of athrift’'s capi-
tal base.

REIT Preferred Stock

Generd limitation on REIT preferred stock: OTS
generally limits REIT preferred stock to 25 percent
of Tier 1 capital.

REIT (real estate investment trust) preferred stock

ally represents an additional investment in the thrift
and counts as Tier 1 capital.

The asset-backed nature of REIT preferred stock
raises supervisory concerns, especially when the
thrift issues the stock through a subsidiary of the
thrift. If the thrift faces operating difficulties, all
assets of the consolidated entity should be available
for the thrift’ s use. Therefore, OTSrequires thrift
subsidiaries to include certain restrictive cove-
nantsin REIT preferred stock offerings. OTS
requires that the stock be permanent (or perpetual)
and noncumulative as to dividends. Additionaly,
OTS requir: theterms of the REIT preferred
stock all do both of the following:

th ment of dividends on the REIT
ock

ants must be present for a

_ < : : QuiTe the corlgergon of the REIT preferred
isahybrid instrument that combines traits of both 4K to co n <t
debt and equity and offers special tax treatment. S 5 %

t

REIT preferred stock pays dividends like an equi
investment, but is backed by collateral similar \
certain debt instruments. Under certain con@

it

REIT preferred stock may receive favorabl
treatment.

Inatypical REIT preferred stoc ; a
thrift or holding company estab arate
legal entity that owns 100 entity’
common stock. In most e of the

common stock is nominal. establishing the
new separate legal entity, the tRrift sells real-§state-
related assets, usualy mortgages or. m ack
securities, to this separate entity. T tit

pays for the real estate-related assets ash pro-

ceeds from a simultaneous preferred stock issuance
to independent third parties.

If the issuing entity is a subsidiary of the thrift, the
subsidiary is fully consolidated with the thrift for
TFR purposes. In the consolidated statements, the
thrift reports the REIT preferred stock as minority
interest in includable consolidated subsidiaries, a
component of Tier 1 (core) capital.

The issuing entity can also be a subsidiary of a
thrift’s holding company. In these situations, some
or al of the cash proceeds received by the holding
company is down-streamed to the thrift. This gener-

eser ictivi
hrift t u EIT preferred stock as Tier 1
capial.

Trust Pr#ferred Securities

st preferred securities (TPS) are nonperpetual
ulative preferred stock issued by awholly
wned trust subsidiary of a corporation (typically

insurance companies and bank or savings and loan
holding companies). Cash raised through a trust
preferred issuance by athrift holding company can
be down-streamed to the thrift institution. And
then, at the thrift ingtitution level, the cash received
from the holding company can count as Tier 1 capi-
tal.

For more information and guidance on TPS refer to
Thrift Bulletin 73a, Investing in Complex Securi-
ties.

Tier 2 Capital Instruments

Section 567.5(b) describes the components of  Tier
2 capital, including permanent capital instruments
and maturing capital instruments. These groups
include certain types of debt instruments that are
like capita in their capacity to absorb losses.
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Permanent Capital Instruments

A thrift can generally include permanent capital
instrumentsin its Tier 2 capital. Permanent capital
instruments may include: cumulative and other
perpetual preferred stock,® mutual capital certifi-
cates, perpetual subordinated debt, and mandatory
convertible subordinated debt (capital notes). Refer
to the regulation for qualifications and other in-
struments in this group.

Maturing Capital Instruments
Maturing capital instruments include:
Subordinated debt (excluding perpetual subor-

dinated debt — see above).

Intermediate-term preferred stock and any re-
lated surplus (additional paid-in capital).

Mandatory convertible subordinated debt
(commitment notes).

degree to which a thrift can include
mentsin Tier 2 capita decreases

Refer to the regulation for additional da@
r
0 the

7.50)(3).

an option, it

that time and for any subsequent issu or as
long as there is a balance outstangi nC&he
thrift repays all outstanding issu mag elect

adifferent option for future issuanc
Limitson Pass-Through Insurance Coverage

Normally, FDIC deposit insurance coverage
($200,000 per account) passes through financial
intermediaries such as employee benefit plans to
each beneficial owner (for example, to each em-
ployee participant in a plan). However if athrift
falls below PCA well capitalized status, the FDIC

® A thrift may not include in capital preferred stock that

is, in effect, collateralized by assets of the thrift or one

of its subsidiaries, or issued by a honincludable subsidi-

ary.

ances out¢gtandin® at

aggregates for deposit insurance purposes, any de-
posit that the thrift accepts (new, rolled-over, or
renewed) through an employee benefit plan. The
FDIC aggregates the deposits at the plan-
administrator or fund-manager level, and then the
deposits do not qualify individually for pass-
through insurance.” The limitation affects the fol-
lowing types of employee benefit accounts and
plans:

401(k) retirement accounts
Deferred compensation plans

[iTied Emplyed Pension plan accounts (SEPS)
ot subjgeto thdllgfitation.

If athgft fall well capitalized status, it must
notj f account holders. Management
uld Rgve procedures in place to monitor capital
tifP affected parties. Additional information
isin ulatory Bulletin 33a, available on the OTS
welSite. The relevant regulation section is
§330.14, especialy §8330.14(h).

Net Deferred Tax Assets

OTS places limits on the inclusion of deferred tax
assetsin athrift's Tier 1 capital. Y ou may find
OTS policy in Thrift Bulletin No. 56. To the extent
that the realization of deferred tax assets depends
on athrift’s future taxable income (exclusive of
reversing temporary differences and carry-
forwards), or its tax-planning strategies, deferred
tax assets may not exceed the lesser of:

The amount that the thrift can realize within
one year of the quarter-end report date.

Ten percent of Tier 1 (core) capital.

" This general rule applies unless: theinstitution is at
least adequately capitalized, and has either obtained a
brokered deposit waiver from the FDIC or provides
specific notice to the plan depositor each time a deposit
isaccepted. Refer to RB 33afor more detail.
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Prompt Corrective Action Restrictions 12 CFR 8565.6

Capital Category Restriction

Well and adequately capitalized | Cannot pay dividends or management feesto controlling persons if it would result
in undercapitalization.

Under capitalized Mandatory actions:

Capital distributions and management fees restricted.

Capital plan required.

Monitoring of condition and capital plan.

Growth restricted.

Prior approval of certain expansion proposals such as acquisitions, branching

Significantly Under capitalized Mandatory actions:

Activities restricted.

W Reglire acquisitiemy(if giQunds exist for appointing a conservator or
er).
rict interest rates pa

pose m t asset growth restrictions (or require shrinkage).

ent by requiring the election of directors or employment of
ior executive officers.

ibit deposits from correspondent banks.
ire prior approval for capital distributions by a bank holding company.
Qeq e divestiture.
- ¥ Require other actions the regulator determines appropriate.

Critically Under capitalized Mandatory actions:

Activities restricted - Associations may not:

¥ Enter into any material transactions other than in the usual course of
business.

¥ Extend credit for any highly leveraged transaction.

¥ Amend the association’s charter or bylaws, except to the extent necessary
to carry out any other requirement of any law, regulation, or order.

¥ Make any material change in accounting methods.
¥ Engagein any covered transaction.

¥ Pay excessive compensation or bonuses.

Payments on subordinated debt prohibited.
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