FEDERAL RESERVE SYSTEM
12 CFR Part 225
[Regulation Y; Docket No. R-0948]

Risk-Based Capital Standards: Construction Loans oresold Residential Properties; Junior
Liens on 1- to 4-Family Residential Properties; and Mutual Funds and Leverage Capital
Standards: Tier 1 Leverage Ratio

AGENCY: Board of Governors of the Federal Reserve System.
ACTION: Notice of proposed rulemaking.
SUMMARY: The Board of Governors of the Federal Reserve System is proposing to amend its risk-based
capital guidelines for bank holding companies by revising the treatment for junior liens on 1- to 4-family
residential properties and mutual funds and the language for construction loans on presold residential properties,
and to simplify the leverage capital guidelines for bank holding companies. The proposal, which was developed
on an interagency basis, would implement part of section 303 of the Riegle Community Development and
Regulatory Improvement Act of 1994, which requires the Federal banking agencies to work jointly to make
uniform their regulations and guidelines implementing common statutory or supervisory policies. The effect of the
proposal would be that the bank holding company risk-based capital treatment for construction loans on presold
residential properties, real estate loans secured by junior liens on 1- to 4-family residential properties, and
investments in mutual funds would be consistent with the risk-based capital treatment of the other Federal banking
and thrift regulatory agencies, and the bank holding company Tier 1 leverage standards would be simplified and
revised to take into account the market risk capital rule.
DATES: Comments must be received on or before Decembdr92g,.
ADDRESSES: Comments should refer to Docket No. R-0948 and may be mailedlianVWV. Wiles,
Secretary, Board of Governors of the Federal Reserve System, 20th Street and Constitution Avenue, N.W.,
Washington D.C., 20551. Comments may also be delivered to Room B-2222 of the Eccles Building between 8:45
a.m. and 5:15 p.m. weekdays, or the guard station in the Eccles Building courtyard on 20th Street, N.W. (between
Constitution Avenue and C Street) at any time. Comments may be inspected in Rds00 EiFthe Martin
Building between 9 a.m. and 5 p.m. weekdays, except as provided in 12 CFR 261.8 of the Board's Rules
Regarding Availability of Information.
FOR FURTHER INFORMATION CONTACT: Roger Cole, Associate Director (202/452-2618); Norah
Barger, Assistant Director (202/452-2402); or Barbara Bouchard, Senior Supervisory Financial Analyst (202/452-
3072), Division of Banking Supervision and Regulation. For the hearing impaired eldgommunication
Device for the Deaf (TDD), Diane Jenkins (202/452-3544).
SUPPLEMENTARY INFORMATION: The Federal Reserve, along with the other bank and thrift regulatory
agencies (that is, the Office of the Comptroller of the Currency (OCC), the Federal Deposit Insurance Corporation
(FDIC), and the Office of Thrift Supervision (OTS) (collectively, the Agencies)), issued a joint notice of proposed
rulemaking, published elsewhere in today's Federal Register, under Docket No. R-0947. In that joint notice, the
Agencies have proposed several amendments to their risk-based capital standards that would eliminate
inconsistencies among the capital rules for banks and thrifts. In particular, the Agencies have proposed
amendments to the risk-based capital treatment of construction loans on presold residential properties, loans
secured by junior liens on 1- to 4-family residential property, and investments in mutual funds. The agencies also
have proposed a streamlining revision to their leverage capital rules. The Federal Reserve, in this notice, is
proposing conforming amendments to its risk-based capital guidelines for bank holding companies, as well as a
streamlining revision to its leverage capital guidelines for such organizations, that takes into account the market
risk capital rule (12 CFR Part 225, appendix E).
Proposed Amendments to the Risk-based Capital Guidelines

With regard to construction loans on presold residential properties, the Board is not proposing any substantive
change to its rule, but is proposing a revision to the regulatory language to provide guidance on the characteristics
of loans to builders that will be considered prudently underwritten. This change would conform the discussion of
gualifying construction loans to builders to the existing language of the FDIC. For junior liens on 1- to 4-family
properties, the Board is proposing to treat all first and second liens separately, even if the lending institution holds




2

both liens and nparty holds an intervenmlien. Under theroposed treatmentualifying first liens would be
risk weighted at 5(ercent and nonaualifvina first liens and aliunior liens would be risk welted at 100
percent. The Federal Reserverisposirm to retain itsgeneral treatment for investments in mutual futiokst is
generaly assgning an institution's investment in a mutual fund to thuést risk-wedht cateory applicable to
ary asset the fund is authorized to hold in accordance withagsectus. The Federal Reserve is gisaposimm
to allow an institutionat its @tion, to allocate its investment in a mutual fund amthe risk-weght cateories
based on the maximupercentae of the mutual fund'sortfolio that ma consist of haher risk-weghted assets
under itsprospectus. Thesproposed revisions are consistent with the Federal Resereptssed amendments
for state member banks that are set forth in the earlier referencedentemsotice ofproposed rulemakin
Praposed Amendment to the Tier 1 | evggasuidelines

The Federal Reserve'spital adeuacy quidelines for bank holdonconpanies set forth the followin
minimum levels of Tier 1 qaital to total asset@everaje ratiog: a 3percent minimum for @mnizations rated a
conposite 1 under the BOPE @ating system for bank holdimconpanies and a minimum ofg@&rcentolus 100 to
200 basigoints for all other amanizations. The Federal Reserverimosiro to amend itsiuidelines to set forth
a minimum 3percent leverge ratio for bank holdimconpanies that are BOPEC 1-rated or havplémented the
risk-based gaital market risk measure set forth in the Boardstabadeuacy quidelines(12 CFR Part 225
appendix B). All other bank holdiag conpanies would be siéct to a 4ercent minimum Tier 1 levega ratio.
Hiagher caital ratios could be muired if warranted theparticular circumstances or rigkofiles of individual
bankirg oroanizations. Institutions with garvisow, financial or aperational weaknesses would continue to be
expected to perate well above minimum pigal levels. Ooanizations egeriencirg or anticpating sionificant
arowth also would be @ected to maintain gital ratios including tarpible caital positions well above the
minimum.

The Federal Reserve notes that ghaposed amendment would lower the minimum Tier 1 leyeeratio for
institutions that have iplemented the market riskmital rule. While the Federal Reserve believes it is desirable
for bank holdilg cormpanies to maintain a minimum base ofital to total assetst also reconizes that the
leverage ratio can be an inexact measure gfitahadeuac/ for mary bank holdii conpanies particularl for
very large olganizations that haveggiificant tradimy portfolios and are extensiwetraged in feegeneratiig off-
balance-sheet activit Accordiraly, in light of the revisions to the risk-basedgital measure to @aure market
risk as well as credit riskhe Federal Reserve believes itpgrapriate to lower the minimum Tier 1 levesa
ratio to 3percent for bank holdmconmanies that have infemented the market risk rule.

The Federal Reserveagests comment on all@ects of thigoroposal. With reard to theoroposed treatment
for first and second lienghe Board notes that it continues to believe its cur@mbach of meuing first and
second liens moreparopriately reflects the risk of those transactions. This is becauggrms of an institution's
collateralposition funds advanced on both the first and second note are effestegired va first lien and
timely payment in accordance with the terms of both loameigs on the same borrower's financial abibtpay.
Furthermorethe Board believes that noang these liens is consistent wibneral industrpractice. Thusthe
Board r@uestsin particular, comment on thproposed treatment for first and second liens.

Regulatory Flexibility Act Analysis

Pursuant to section 6(1§ of the Reulatory Flexibility Act, the Board does not believe thr®posed rule
would have a shificant impact on a substantial number of small business entitesciord with the@irit and
purposes of the Reilatory Flexibility Act (5 U.S.C. 601 etay.). Accordirgly, a requlatory flexibility anaisis is
not reguired. In additionbecause the risk-basedital quidelinesageneraly do not @y to bank holdin
conpanies with consolidated assets of less than $1iBi@m theproposed rule would not affect such coanies.
The effect of theoroposed rule would be to reduceéatory burden on bank holdinconpanies ly unifying the
Agencies' risk-based pidal treatment fopresold construction loanginior liens and investments in mutual funds
and sinplif ying the Tier 1 leverge standards.

Paperwork Reduction Act

The Board has determined that heposed rule does not involve a collection of informatiarsuant to the

provisions of the Raerwork Reduction Act of 199614 U.S.C. 3501 eta.).

! The BOPEC ratipsystem is usedbsupervisors to summarize their evaluations of the streand soundness of bank holglzonpanies

in a conprehensive and uniform manner.



List of Subjects in 12 CFR Part 225

Administrativepractice androcedure Banks bankirt, Federal ReserveySem Holdinag conpanies
Reporting and recordka®@ng requirements Securities.
For the reasons set forth in threamblepart 225 oftitle 12 of chater Il of the Code of Federal Réations
is proposed to be amended as follows:
PART 225--BANK HOLDING COMPANIES AND CHANGE IN BANK CONTROL (REGULATION Y)
1. The authonitcitation forpart 225 is revised to read as follows:
Authority: 12 U.S.C. 181(7)(13), 1818 18280), 1831i 1831p-1, 1843¢)(8), 1844b), 19721), 3106 3108
3310 3331-33513907 and 3909.
2. In @pendix A topart 225 section IILLA, footnote 24 is revised to read as follows:
Appendix A to Part 225--Capital Adequacy Guidelines for Bank Holding Companies: Risk-Based Measure
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3. In pendix A topart 225 section II.C3. is amendedwremovirg and reservig footnote 37 andyb
addirg a new sentence to the end of the footnote 38 to read as follows:
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4. In @pendix D topart 225 section Il.a. is revised to read as follows:
Appendix D to Part 225--Capital Adequacy Guidelines for Bank Holding Companies: Tier 1 Leverage
Measure
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a. For a strambankirg organization(rated corposite 1 under the BOPEC ratinystem of bank holdimn
conpanies or has iplemented the Board's risk-basedital measure for market risk as set forthipendices A
and E of thigart) the minimum ratio of Tier 1 pital to total assets is 3grcent. Such omnizations must not
be anticbating or exeriencirg sianificant arowth, are exected to have well diversified rigkcluding no undue
interest rate risk @osurg, excellent assejuality, high liquidity, good earnigs, and ingeneral be considered a
strorg bankirg organization. In additiororganizations are @ected to maintain @#al ratios including tarmible
capital positions well above minimum levels. For all other bank haddinnpanies the minimum ratio is 4.0
percent. Hiher caital ratios could be wriired if warranted btheparticular circumstances or rigkofiles of

24 An investment in shares of a mutual fund whosefolio consists solgl of various securities or monenarket instruments thait held

separatey, would be asgned to different risk catpries general is asgined to the risk catery appropriate to the lghest risk-weaihted asset
that the fund ipermitted to hold in accordance with the stated investmeaptties as set forth in thospectus. The @anization mg, at
its aption, assin the investment on @o rata basis to different risk catgies accordig to the investment limits in the fund¥sospectus but

in no case \ll indirect holdims throwh shares in anmutual fund be aggied to a risk weht less than 2@ercent. If in order to maintain
a necessardegree of short-termduidity, a fund ispermitted to hold an ingnificant amount of its assets in short-tetmghly liquid securities
of swoerior creditquality that do notualify for apreferential risk waiht, such securitiegeneral wil be disreyarded in determinithe risk
catepory into which the aganization's holdigin the overall fund should be agsd. Therudent use of hajhg instruments ¥ a mutual fund
to reduce the risk of its assetil wot increase the risk wghiting of the mutual fund investment. For exaey the use of hegihginstruments
by a mutual fund to reduce the interest rate risk afaternment bongortfolio will not increase the risk waht of that fund above the 20
percent cataory. Nonethelessf the fund emages in ay activities that ppear geculative in nature or has\anther characteristics that are
inconsistent with th@referential risk weihting assined to the lind's assetsholdings in the fund W be assined to the 10@ercent risk
category.

% x « * gych loans to builders ilvbe consideredorudenty underwritten on} if the bank holdig conpary has obtained sufficient
documentation that the ber of the home intends murchase the homge., has a lgally binding written sales contracaind has the diy
to obtain a modage loan sufficient tqourchase the homge., has a firm written commitment f@ermanent financim of the home pon
conpletion).
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individual banking organizations. In all cases, bank holding companies should hold capital commensurate with the
level and nature of all risks, including the volume and severity of problem loans, to which they are exposed.

* * * k% %

By order of the Board of Governors of the Federal Reserve System, October 21, 1997.

[/signed/
William W. Wiles,
Secretary of the Board. Billing Code6210-01-P



