CHAPTER: Management

SECTION: Transactions with Affiliates and Insiders

Section 380

INTRODUCTION

A thrift’s affiliate relationships and transactions
can significantly affect the operations and overall
financial condition of a savings association. Y our
review of athrift’sand its subsidiaries' transac-
tions with its affiliates is a critical component of
the thrift and holding company examinations.
However, the affiliate transaction rules are com-
plex and, at times, confusing. This section will
give you a basic understanding of the rulesrelated
to affiliate transactions. Y ou should carefully re-
view these transactions to identify any potential
risks they pose to the savings association and ulti-
mately to the deposit insurance fund.

During recent years, as competition among provid-
ers of financial servicesincreased, companies
pursued opportunities to enhance operating syner-
gies among affiliated entities and to leverage
expertise and resources throughout their overall
organizational structure. Such relationships can
present unique challenges for regulators, for ex-
ample, in identifying the flow of funds among
entities and assessing internal controlsfor over-
sight of thrift/affiliate arrangements. OTS's
transactions with affiliate rules (88563.41 and
563.42) (TWA Rules) generally mirror those ap-
plicable to banks and serve to limit the risks
affiliates present to thrifts.

In many cases, it is appropriate and beneficial for a
thrift to engage in business transactions with its
affiliates and insiders. OTS, however, may pro-
hibit transactions by regulation or, when contrary
to the thrift's best interests, based on safety and
soundness grounds and even abuse. Accordingly,
you must distinguish appropriate transactions from
abusive or potentially abusive transactions, or
transactions that are otherwise inconsistent with
safe and sound operations.

The thrift’ s affiliate transactions should meet the
following criteria:

Not be abusive or detrimental to the savings
association. (Y ou should be alert to any trans-
action that subjects the association to

unreasonabl e pressure from management or an
affiliate.)

Be based on safe and sound practices.

Comply with applicable statutory and regula-
tory standards.

Beyond the TWA Rules, additional regulatory
standards set forth in §563.43 limit how much and
on what terms athrift may lend to its own insiders
(directors, executive officers, principal sharehold-
ers and related interests) and insiders of an
affiliate.

This Section should help you evaluate the follow-
ing areas:

Acceptability of transactions with affiliates.

Permissibility of transactions with insiders.

TRANSACTIONS WITH AFFILIATES

Affiliate transactions occur when an association or
its subsidiary engages in a transaction with its
holding company, any subsidiary of the holding
company, or any other entity or person considered
an affiliate. Y ou may find evidence of such trans-
actions at any thrift, but the volume of affiliate
transactionsis usually greater in a holding com-
pany structure since intercompany transactions are
often an integral part of a company's operations.
Due to the potential risk from these transactions,
thrifts are subject to the following regulatory stan-
dards:

Individual and aggregate percentage of capital
ceilings on the dollar amount of affiliate
transactions.

Arms-length dealings requirement.

Prohibition of acquisitions of low-quality assets
from affiliates.
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Table 1
Transactions with Affiliates Guidelines

Transaction is not

Transaction is exempt,

subject to the Transaction is in Transaction is not but must still be
provisions of violation of subject to §563.4. consistent with safe and
§8§563.41 and 563.42. §563.41(a)(4). sound banking

practices.

Does the
transaction involve
the purchase of or
investment in
securities of an
affiliate?

Is the
transaction
with an
affiliate?

Is the
transaction
with an
insider?

transaction
is not a loan

If transaction
is aloan

Y

Does

the affiliate tra:]ssg::(taion traLss;r::%on
engage in activities Y
covered under exempt ?

permissible for bank
holding
companies?

§563.41(b)(7)? §563.41(d)

Is
the insider a
company?

Transaction is in
violation of
563.41(a)(3).

Goto

Table 2 Y = Yes
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Table 1
Transactions with Affiliates Guidelines

Does the

ransaction meet Is the transaction Is the Transaction is in
— the covered under transaction violation of
quantitative 8563.427 prohibited under § 563.42
restrictions? §563.427 __

Is the
transaction on
terms available
to nonaffiliated
companies?

Transaction is in
violation of
§563.41.

Transaction is not
subject to 8 563.42.

Transaction is in
compliance with
§563.42.

Transaction should be
reviewed for compli-
ance with 8 563.43

—— (Reg O) ifitis an

extension of credit.

(see Table 2)
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Collateralization requirements for affiliate
credit transactions.

Prohibition of certain activities.

Transaction exemption provision.

To help you understand affiliate transactions, the
flow chart in Table 1, Transactions with Affiliates
Guidelines, presents the following information in
a step-by-step manner. Also, you can use Appen-
dix A, Transactions with Affiliates Checklist, to
review specific affiliate transactions. The check-
list incorporates applicable regulatory standards.

Compliance with 12 CFR 8563.41

Y ou should consider all of the following elements
to determine whether atransaction is subject to
§563.41:

Isthe transaction with an affiliate?

Does the transaction qualify as a covered
transaction?

Is the transaction an exempt transaction?

Does the covered transaction meet the quanti-
tative restrictions?

Does the transaction meet the qualitative re-
strictions, including collateral requirements, if
itisaloan?

We will review each of these considerationsin
the following pages.

Isthe Transaction with an Affiliate?

Asafirst step, identity the thrift’s affiliates. The
definition of an “affiliate” includes the following
entities:

A company that controls the savings associa-

tion and any other company it controls.

A bank or savings association subsidiary of the
savings association.

A company controlled directly or indirectly,
by trust or otherwise, by or for the benefit of
shareholders who beneficially or otherwise
control, directly or indirectly, by trust or oth-
erwise, the savings association or any
company that controls the savings association.

A company in which amgjority of directors,
partners, or trustees constitute a majority of
the persons holding office with the savings as-
sociation or any company that controls the
savings association.

A company, including areal estate investment
trust, that the savings association or any sub-
sidiary or affiliate of the thrift, sponsors and
advises on a contractual basis, or an invest-
ment company for which a savings association
or any affiliate thereof is an investment advi-
sor as defined in Section 2(a)(20) of the
Investment Company Act of 1940, 15 U.S.C.
80a-2(a)(2).

A company that OTS or the Board of Gover-
nors of the Federal Reserve System determines
by regulation or order to have arelationship
with the savings association or any subsidiary
or affiliate such that covered transactions by
the savings association or its subsidiary with
that company may be affected by the relation-
ship to the detriment of the savings association
or itssubsidiary.

A company that OTS determines presents a
risk to the safety or soundness of the savings
association, based on the nature of the activi-
ties conducted by the company, amount of
transactions with the savings association or its
subsidiaries, financial condition of the com-
pany or its parent association, or other
supervisory factors.

Additionally, the thrift should treat any transac-
tion that it or its subsidiary has with any person
as a transaction with an affiliate if the proceeds
of the transaction are used for the benefit of, or
transferred to, an affiliate.
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A company or shareholder has control over an-
other company if the company or sharehol der
meets one of the following criteria:

Directly or indirectly, or by acting in concert
with one or more persons, controls, or has the
power to vote, 25 percent or more of any class
of voting securities.

Directly or indirectly, or by acting in concert,
controls the company under 12 CFR 8574.4(a),
or is presumed to control the company under
8574.4(b), and the control has not been rebut-
ted.

Additionally, for purposes of the TWA Rules, a
subsidiary of a savings association is any com-
pany the savings association controls according to
Part 574.

In general, OTS does not consider subsidiaries of
the savings association as affiliates of the savings
association. There are, however, some exceptions
to thisrule. The following subsidiaries are con-
sidered affiliates:

Bank and thrift subsidiaries of a savings asso-
ciation.

Any company that isasubsidiary and an affili-
ate (for example, when a holding company and
its thrift own controlling shares of the com-

pany).

Any subsidiary that OTS or the Federal Re-
serve Board (FRB) may designate an affiliate.

Also, acompany is not an affiliate if it meets any
of the following criteria:

Engages solely in holding the premises of the
savings association.

Engages solely in conducting a safe deposit
business.

Engages solely in holding obligations of the
United States or its agencies or obligations

fully guaranteed by the United States or its
agencies asto principal and interest.

Comes under control of the thrift as aresult of
the thrift's exercise of rights resulting from a
bona fide debt previoudly contracted, but only
for the period of time specifically authorized
under applicable state or federal law or regula-
tion. In the absence of alaw or regulation,
control may not exceed two years unless OTS
grants an extension. Extensions may not ex-
ceed one year each and, in the aggregate, may
not exceed three years.

If atransaction is not with an affiliate, then the
TWA Rules do not apply. Subsidiaries of savings
associations that are excluded from the definition
of an affiliate are treated as equivalent to the as-
sociation itself for purposes of the TWA Rules.
Thus, an affiliate of the savings association is also
an affiliate of that association's subsidiaries. As
such, atransaction between a subsidiary of a sav-
ings association and the association's holding
company or other subsidiaries of the holding com-
pany is also subject to the TWA Rules.

Isthe Transaction a “ Covered Transaction?”

Once you determine that a transaction is with an
affiliate, you must determineif it isa covered
transaction. If you answer “yes’ to any of the fol-
lowing questions, the transaction is a covered
transaction and is subject to the standardsin
§563.41.

Has the association or a subsidiary made a
loan or extension of credit to an affiliate?

Note: Certain less-obvious transactions may
constitute the equivalent of extensions of
credit or other types of covered transactions.
For example, intercompany payable/ receiv-
able transactions, rent subsidies, and use of the
thrift's personnel, premises, funds, or equip-
ment without adequate compensation.
Generaly, if the institution conducts such
transactions on an arms-length basis, consis-
tent with how they conduct transactions with a
non-affiliated party, OTS does not consider
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transactions “de facto” extensions of credit or
covered transactions. However, you should re-
view all such transactions to determine
whether 8563.41 applies and, if so, whether
the institution complies with the applicable re-
strictions. Y ou should also review the
transactions for general safety and soundness
concerns regardless of whether they are con-
sidered extensions of credit.

Has the association or a subsidiary purchased
assets, including assets subject to a repurchase
agreement, from an affiliate? Do not include
purchases of real and personal property that
the FRB specifically exempts through regula-
tion or order.

Has the association or a subsidiary accepted
securities that an affiliate issued as collateral
security for aloan or extension of credit to any
person or company?

Has the association or a subsidiary issued a
guarantee, acceptance, or letter of credit, in-
cluding an endorsement or standby letter of

credit, on behalf of an affiliate?

Congress enacted two specific prohibitionsin the
Home Owners' Loan Act (HOLA) that are more
restrictive than sections 23A and 23B of the FRA.
Congress added these prohibitions to reflect the
fact that affiliates of savings associations can en-
gagein afar greater range of activities than
affiliates of banks, and can thus expose the sav-
ings association to greater risks. The TWA Rules
prohibit two types of transactions:

Purchasing or investing in securities of any
affiliate other than in shares of asubsidiary.

Making aloan or extension of credit to any
affiliate unless such affiliate is engaged solely
in activities described in HOLA 12 USC
1467a(c)(2)(F)(i) asdefined in 12 CFR
§584.2-2 (permissible bank holding company
activities).

For the purpose of thisrestriction, aloan or other
extension of credit includes a purchase of assets

from an affiliate that is subject to the affiliate’ s
agreement to repurchase the assets unless the af-
filiate meets the specific criteria outlined in
563.41(a)(3).

In determining whether HOL A prohibitsaloan to
an affiliate, you should attribute the activities of
each subsidiary company to its parent company in
avertical chain up to, but not including, a control-
ling savings and loan holding company. However,
loansto a“sister” thrift or bank are permissible
regardless of the types of activitiesin which the
sister thrift's service corporation engages.

Even if atransaction is not a covered transaction
under 8563.41, it may still be subject to there-
guirements of 8563.42. In addition, some affiliate
transactions may be exempt from 8563.41.

Isthe Transaction Exempt?

Although an affiliate transaction satisfies the defi-
nition of a covered transaction, an exemption may
nevertheless apply. Exempt transactions are
generally not subject to the quantitative or quali-
tative restrictions imposed on covered
transactions. However, 8563.41(a)(6) requires all
covered and exempt transactions to be on terms
and conditions consistent with safe and sound
banking practices. The following transactions are
exempt from 8563.41:

After January 1, 1995, any transaction with a
savings association or a bank:

%  That controls 80 percent of the voting
shares of the savings association;

¥  In which the savings association controls
80 percent or more of the voting stock; or

%  Inwhich 80 percent or more of the voting
shares are controlled by the company that
controls 80 percent or more of the voting
shares of the savings association.

Note: These transactions are subject to the
low-quality asset provision.
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Making depositsin an affiliated bank, thrift, or
affiliated foreign bank in the ordinary course
of correspondent business, subject to any
restrictionsthat OTS or FRB may prescribe by
regulation or order.

The granting of immediate credit to an affiliate
for uncollected items received in the ordinary
course of business.

The making of aloan or extension of credit to,
or issuing a guarantee, acceptance, or letter of
credit on behalf of, an affiliate that engages
solely in activities permissible for bank hold-
ing companies, provided the institution fully
secures the transaction with one of the follow-

ing:

¥ obligationsissued or fully guaranteed as
to principal and interest by the U.S. or its
agencies.

¥, asegregated, earmarked deposit account
with the savings association.

The purchase of assets having a readily identi-
fiable and publicly available market quotation
and purchased at that market quotation.

Note: To be eligible, the institution must
establish asset value according to the
market-at-large, such as stocks listed on a ma-
jor stock exchange. Market quotations must
appear regularly in awidely disseminated
news source, such as the Wall Street Journal.
Asset purchases based on Fannie Mae and
Freddie Mac mortgage purchase guotations do
not qualify.

The purchase of loans on a nonrecourse basis
from an affiliated bank or savings association
subject to the prohibition on purchasing
low-quality assets set forth in 8563.41(a)(5).

The purchase from an affiliate of aloan or ex-
tension of credit that the savings association
originated and sold to the affiliate subject to a
repurchase agreement or with recourse.

In addition to these exemptions, FRB issuesin-
terpretive rulings that may create additional
exemptions from §23A. The FRB created an ex-
ception for certain loan purchases at 12 CFR
§250.250. This exemption appliesto athrift's
purchase from an affiliate of whole mortgage
loans or participations, within the context of a
specific proposed transaction or series of transac-
tions, on anon-recourse basis, before the affiliate
committed to make the loan. In such cases, the
thrift must conduct its own independent evalua-
tion of the borrower’s creditworthiness before it
commits to purchase the loans or participations.

OTS views as unsafe and unsound a blanket ad-
vance commitment by an association to purchase
a set amount of loans not attributed to a specific
proposed transaction unless the commitment is
conditioned upon the loans complying with the
TWA Rules. Also, the exemption does not apply
where loan purchases by the thrift constitute the
primary source of funding for the affiliate's lend-
ing operations or the funds alleviate the affiliate’s
working capital needs. To determine whether loan
purchases represent an eligible participation ar-
rangement or an ineligible financing transaction,
you must assess other sources of credit or funding
used by or available to the mortgage banking af-
filiate and the volume of purchases by the thrift in
relation to the affiliate's overall production and
profits. Further, the §250.250 exemption may not
be available when the thrift invests a substantial
percentage of its capital in loans originated by an
affiliate.

If atransaction with an affiliate is covered under
§563.41, but is not exempt, it is subject to the
TWA Rules.

Does the Covered Transaction Meet Quantitative
Restrictions?

Any covered transaction with an affiliate that is
not exempt is subject to certain quantitative
restrictions. Through areview of internal records,
you should verify that the association's and its
subsidiaries aggregate amount of covered transac-
tions are within both of the following quantitative
limits:
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10 percent of the association's capital stock
and surplus with any single affiliate.

20 percent of the association's capital stock
and surplus with all affiliates.

Institutions should attribute transactions with
third parties in which the proceeds benefit an af -
filiate to that affiliate for purposes of calculating
compliance with the quantitative restrictions de-
scribed above.

The institution should value “hard” assets, such as
building and office equipment at their cost, minus
depreciation. The ingtitution should include amor-
tizing assets, such as loans, in decreasing amounts
as they amortize. When assets purchased are sub-
sequently sold, the institution should subtract
them from the balance of its covered transactions
with the affiliate from which the asset was pur-
chased, and from the overall total of transactions
with affiliates.

The institution should attribute the dollar amount
of transactions with a subsidiary company to a
parent company in a method similar to the manner
described for activities above. For purposes of
these restrictions, the institution should attribute
transactions to each parent in avertical chain, up
to, but not including a controlling savings and
loan holding company.

Does the Covered Transaction Meet Qualitative
Restrictions?

Covered transactions are also subject to certain
gualitative restrictions. A covered transaction may
not include alow-quality asset and must be on
terms and conditions consistent with safe and
sound banking practices. A low-quality asset may
include any of the following:

An asset classified as substandard, doubtful,
loss, or special mention in the most recent re-
port of examination or inspection.

An asset in anonaccrual status.

An asset on which principal or interest pay-
ments are more than 30 days past due.

An asset with renegotiated or compromised
terms due to the deteriorating financial condi-
tion of the obligor.

An association may purchase alow-quality asset
from an affiliate if the association, pursuant to an
independent credit evaluation, committed itself to
purchase the asset prior to the acquisition of the
asset by the affiliate.

If asavings association lends or extends credit to
an affiliate in a covered transaction, the transac-
tion must be adequately collateralized in
accordance with the requirements of 8563.41(c).
The thrift must obtain security for each loan or
extension of credit to, or guarantee, acceptance,
or letter of credit issued on behalf of, an affiliate.
The collateral must have a market value equal to
one of the following:

100 percent of the amount if the collateral is
composed of:

%  Obligations of the United States or its
agencies.

¥,  Obligations fully guaranteed by the
United States or its agencies as to princi-
pal and interest.

%  Notes, drafts, bills of exchange or bank-
ers acceptancesthat are eligible for
rediscount or purchase by a Federal Home
Loan Bank or Federal Reserve Bank.

¥ A segregated, earmarked deposit account
with the savings association.

110 percent of the amount if the collateral is
composed of obligations of any State or politi-
cal subdivision of any State.

120 percent of the amount if the collateral is
composed of other debt instruments, including
receivables.

130 percent of the amount if the collateral is
composed of stock, leases, or other real or per-
sonal property.
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Y ou should verify compliance with these re-
guirements through areview of the loan and the
types and levels of collateral established and
maintained. The affiliate must replace collateral
that is subsequently retired or amortized with ad-
ditional eligible collateral where needed to keep
the percentage of the collateral value relative to
the amount of the outstanding loan or extension of
credit equal to the minimum percentage required
at the beginning of the transaction. An affiliate
cannot collateralize aloan or extension of credit,
guarantee, acceptance, or letter of credit issued to,
or on behalf of an affiliate, with alow-quality
asset. Similarly, the affiliate cannot use securities
issued by itself or another affiliate as collateral.

Section 563.42 of the TWA Rules contains addi-
tional qualitative provisions. All transactions
covered under 8563.41 are automatically covered
under 8563.42. In addition, §8563.42 expands cov-
erage to abroader base of transactions. Thus,
some transactions that are not covered under
8563.41, may in fact be covered by §563.42.

Compliance with the Provisions of 8563.42

In addition to areview of affiliate transactions to
determine compliance with 8563.41, you must
determine whether transactions comply with the
restrictions of 8563.42. To make this assessment,
you should consider the following factors:

Isthe transaction with an affiliate?
Doesit involve a covered transaction?

Does the transaction meet qualitative restric-
tions?

Does 8563.42 prohibit the transaction?
Isthe Transaction with an Affiliate?

For purposes of reviewing atransaction under
8563.42, the term affiliate has the same meaning
given in 8563.41, with one significant exception.
The term affiliate does not include any bank or
any savings association. Thisexclusion is tanta-
mount to atype of “sister bank” exemption, but is
broader than the sister bank exemption under
8563.41 because there is no percentage-of-

ownership test. Therefore, it is possible that a
transaction between a savings association and an
affiliated bank or savings association may be cov-
ered under §563.41 because the 80 percent
ownership criteriafor the sister bank exemptionis
not met. However, the transaction may not be sub-
ject to §8563.42.

Isthe Transaction a Covered Transaction?

A covered transaction under 8563.42 includes the
following transactions:

A covered transaction under §563.41.

A sale of securities or other assets to the affili-
ate including assets subject to arepurchase
agreement.

A payment of funds or the furnishing of ser-
vices to the affiliate under contract, lease or
otherwise.

A transaction in which an affiliate acts as an
agent or broker or the affiliate receives afee
for its services to the thrift or any other person.

A transaction with athird party when the af-
filiate has afinancial interest, orisa
participant, in the transaction or a series of
transactions.

Also, the association or its subsidiaries should
treat any transaction with any person as a trans-
action with an affiliate if the proceeds from the
transaction are used for the benefit of, or trans-
ferred to, the affiliate.

Does the Transaction Meet Qualitative
Restrictions?

If atransaction is a covered transaction, it must
take place on terms and under circumstances, in-
cluding credit standards, that are substantially the
same, or at least as favorable to the association or
its subsidiary, as those prevailing at the time for
comparable transactions with nonaffiliated com-
panies. In the absence of comparable transactions,
the transaction must be on terms that, in good
faith, would be offered to or would apply to non-
affiliated companies.
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Does 8563.42 Prohibit the Transaction?

OTS prohibits certain affiliate transactions alto-
gether. Under 8563.42, athrift or its subsidiary
cannot conduct any of the following transactions:

Purchase, as fiduciary, any securities or other
assets from the affiliate unless the purchase is
permitted under the instrument creating the fi-
duciary relationship, by court order, or by law
of the jurisdiction governing the fiduciary rela-
tionship.

Purchase or acquire, whether as principal or
fiduciary, during the existence of any under-
writing or selling syndicate, any security

where a principal underwriter of the security is

an affiliate of the thrift (unless a mgjority of
the thrift’ s independent directors approves the
purchase or acquisition of such securities be-
fore they wereinitially offered for sale to the
public).

Advertise or enter into any agreement stating
or implying that the thrift isin any way re-
sponsible for the obligations of affiliates. Nor
can the affiliate make any such representation
in its advertising or otherwise.

Compliance with Recor dkeeping
Requirements

A thrift and its subsidiaries must retain records
that reflect their transactions with any affiliate or
any unaffiliated party to the extent that the pro-
ceeds of the transaction are used for the benefit
of, or transferred to, an affiliate. At aminimum,
the records must meet the following requirements:

Identify the affiliate.

Indicate the dollar amount of the transaction.
Show that the amount is within the applicable
guantitative limitations specified in 8563.41 or
that the transaction is not subject to those limi-
tations.

Indicate whether the transaction involves a
low-quality asset.

Indicate the type and amount of any collateral
involved in the transaction and that the collat-
eral compliesin all respects with the collateral
requirements in 8563.41(c) or demonstrate that
the transaction is exempt from these require-
ments.

Demonstrate that the terms and circumstances
of the transaction comply with the standardsin
8563.42.

Show that loans and extensions of credit to
affiliates are only made to affiliates that en-
gage solely in activities permissible for bank
holding companies.

Be readily accessible for examination and
other supervisory purposes.

Compliance with Prior Notification
Requirements

A savings association and its subsidiaries may
have to notify OTS of transactions with affiliates
if any of the following conditions are present:

A de novo savings association that com-
menced operations within the last two years.

An association or holding company thereof
that has been the subject of an application or
notice under Part 574 approved during the pre-
ceding two year period.

A savings association in any of the following
categories:

¥ Hasacomposite CAMELS rating of 4 or
5.

% Isnot meeting all of its OTS regulatory
capital requirements.

¥ Hasentered into a consent to merge
agreement, a supervisory agreement, or
cease and desist order during the preced-
ing two-year period, or issubject to a
formal enforcement proceeding.
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¥, OTSdeterminesisin troubled condition
and has so notified the association in
writing. Additionally, OTS may restrict or
prohibit transactions with affiliates when
the thrift falls into one of the un-
der-capitalized categories as defined in
Part 565 (Prompt Corrective Action).

If notified in writing by OTS, athrift must pro-
vide 30-days advance written notice prior to
entering into any affiliate transaction. The notice
should contain afull description of the proposed
transaction. If OTS raises no objections during
the 30-day period, the association or its subsidiar-
ies may proceed with the transaction.

TRANSACTIONS WITH INSIDERS

In addition to the affiliate transaction restrictions,
you must verify athrift’'s compliance with stan-
dards for extensions of credit to insiders. Section
563.43 incorporates by reference application of
the FRB’s Regulation O (12 CFR Part 215) to
federal savings associations, its subsidiaries and
insiders (directors, executive officers, principal
shareholders and related interests). Specificaly,
8563.43 applies the restrictions of 12 CFR Part
215, Subparts A and B (with the exception of
215.13), to savings associations and their subsidi-
aries and insidersin the same manner and to the
same extent asif the association were a bank and
amember bank of the Federal Reserve System.

Regulation O generally defines an extension of
credit as making or renewing any loan, granting a
line of credit or extending credit in any manner.
An extension of credit, as defined at §215.3, in-
cludes the following transactions:

A purchase under repurchase agreement of
securities, other assets, or obligations.

An advance by means of an overdraft, cash
item, or otherwise.

Issuance of a standby letter of credit (or other

similar arrangement regardless of name or de-
scription) or an ineligible acceptance, as these
terms are defined in §208.8(d).

An acquisition by discount, purchase, ex-
change, or otherwise of any note, draft, bill of
exchange, or other evidence of indebtedness
upon which an insider may be liable as maker,
drawer, endorser, guarantor, or surety.

Anincrease of an existing indebtedness, but
not if the association advances additional
funds for its own protection for any of the fol-
lowing:

%  Accrued interest.

¥,  Taxes, insurance, or other expensesinci-
dental to the existing indebtedness.

An advance of unearned salary or other un-
earned compensation for a period in excess of
30 days.

Any other similar transaction that resultsin a
person becoming obligated to pay money (or
its equivalent) to an association, whether the
obligation arises directly or indirectly, or be-
cause of an endorsement on an obligation or
otherwise, or by any means whatsoever.

A transaction becomes an extension of credit at
the time the thrift enters into a binding commit-
ment to make the extension of credit. OTS
considers a participation without recourse an ex-
tension of credit by the participating association,
not by the originating bank or association.

Section 215.3 excludes certain transactions from
the definition of an extension of credit. An exten-
sion of credit does not include any of the
following transactions:

An advance against accrued salary or other
accrued compensation, or an advance for the
payment of authorized travel or other expenses
incurred or to be incurred on behalf of the as-
sociation.

A receipt by an association of a check depos-
ited in or delivered to the association in the
usual course of business unlessit resultsin the
carrying of acash item for or the granting of
an overdraft (other than an inadvertent over-
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draft in alimited amount that is promptly re-
paid, as described in §215.4(¢)).

An acquisition of a note, draft, bill of ex-
change, or other evidence of indebtedness
through any of the following means:

% A merger or consolidation of or asimilar
transaction in which an association ac-
quires assets and assumes liabilities of
another association or similar organiza-
tion.

%  Foreclosure on collateral or similar pro-
ceeding for the protection of the
association. The association, however,
must not hold such indebtedness for more
than three years from the date of the ac-
quisition, unless OTS grants an extension
for good cause.

An endorsement or guarantee for the protec-
tion of an association of any loan or other
asset the association previously acquired in
good faith, or any indebtedness to an associa-
tion for the purpose of protecting the
association against loss or of giving financial
assistance to it.

Indebtedness of $15,000 or less resulting from
any general arrangement in which an associa-
tion acquires charge or time credit accounts or
makes payments to or on behalf of participants
in acredit card plan, check credit plan, or
similar open-ended credit plan, provided that
both of the following conditions apply:

¥  Theindebtedness does not involve prior
individual clearance or the association’s
approval other than to determine authority
to participate in the arrangement and
comply with any dollar limit under the ar-
rangement.

% Theindebtednessisincurred under terms
that are not more favorabl e than those of -
fered to the genera public.

Indebtedness of $5,000 or less resulting from
an existing or previously established, interest-
bearing overdraft credit plan.

A discount of promissory notes, bills of ex-
change, conditional sales contracts, or other
similar paper, without recourse.

Non-interest bearing deposits to the credit of
an association are not considered loans, ad-
vances, or extensions of credit to the
association of deposit; nor isthe giving of im-
mediate credit to an association upon
uncollected itemsreceived in the ordinary
course of business considered aloan, advance,
or extension of credit to the depositing asso-
ciation.

General Requirements

Extensions of credit by athrift or its subsidiaries
toitsinsiders not specifically excluded by §215.3
are subject to the general prohibitions of Regula-
tion O. Beyond direct extensions of credit to
insiders, an extension of credit ismadeto anin-
sider if the insider uses the proceeds of the
extension of credit for tangible economic benefit
or the insider receives the proceedsindirectly.
There is an exception to the economic benefit rule
if both of the following criteria are met:

The association extends the credit on terms
prevailing at the time for comparabl e transac-
tions with non-insiders (that would satisfy the
standards set forth in §215.4(a)) and that do
not involve more than the normal risk of re-

payment).

The borrower uses the proceeds of the exten-
sion of credit in a bonafide transaction to
acquire property, goods, or services from the
insider.

Regulation O generally requires that most exten-
sions of credit to insiders, or extensions of credit
for the tangible economic benefit of insiders meet
the following criteria:
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Advance approval by amgjority of the disin-
terested board of directors of the association.

No preferentia terms, does not involve more
than the normal risk of repayment, and does
not present other unfavorable features.

Does not exceed aggregate individual and
overal lending limits.

In addition, Regulation O impaoses additional re-
strictions on extensions of credit to executive
officers, and various reporting and recordkeeping
reguirements.

The flow chart in Table 2, Insider Lending Re-
strictions Guidelines, presentsinsider lending
transactions in a step-by-step manner consistent
with the format outlined below. Aswe previously
stated, you can use the Affiliate Transactions
checklist (see Appendix A) to review insider lend-
ing transactions as well as transactions with
affiliates.

Insiders

The Part 215 lending restrictions apply to execu-
tive officers, directors, and principal shareholders
of the thrift and its affiliates. Insiders also include
related interests of these executive officers, direc-
tors, and principa shareholders. Part 215 defines
these terms which we summarize below.

It isimportant to note that Part 215 defines affili-
ate differently than §8563.41 and 563.42 as
discussed earlier in this section under transac-
tions with affiliates. Section 215.2(a) defines
affiliate to include only the thrift’ s holding com-
pany, and any other subsidiary of that holding
company. Smilarly, §215.2(c) defines* control”
by a company or a person separately.

Executive Officer (Section 215.2(€))

Regulation O defines an executive officer asa
person who participates or has the authority to
participate in the major policymaking functions of
the institution or its affiliate regardless of title.
For example, the term executive officer does not
include a manager or assistant manager of a
branch of an association unless that individual

participates, or the association authorizes that in-
dividual to participate, in major policymaking
functions. Regulation O presumesindividuas
with the following titles are executive officers:

Chairman of the Board
President

Every Vice President
Cashier

Secretary

Treasurer.

Regulation O does not generally consider direc-
tors, other than the Chairman of the Board, to be
executive officers unless they serve in dua ca-
pacities as both a director and an executive
officer.

In some cases, the thrift may exclude individuals
from the definition of an executive officer. The
thrift can make the exclusion by name or by title
in alist of individuals excluded from participating
in such functions. The thrift can also make the
exclusion by not including the officer in alist of
persons authorized (by name or title) to partici-
pate.

Thrifts may exclude individuals presumed to be
executive officers from the definition of executive
officer if the following circumstances exist:

A resolution of the board of directors or the
bylaws of the institution or affiliate, excludes
the officer from participating in policy-making
functions of the association.

The officer does not actually participate in
policy-making functions of the association.

Additionally, executive officers of an affiliate of
an association are not subject to 8215.4 (General
Prohibitions), §215.6 (Prohibition on knowingly
receiving extensions of credit), and 8215.8 (Re-
cords) if al of the following criteria are met:
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Table 2
Insider Lending Restrictions
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A resolution of the board of directors or the
bylaws of the association, excludes the officer
from participation in major policy-making
functions of the association, and the executive
officer does actually participate in such func-
tions.

The affiliate does not control the association.

As determined annually, the assets of the af-
filiate do not constitute more than 10 percent
of the consolidated assets of the company that:

%  controls the association; and

¥ isnot controlled by any other company.

The officer is not otherwise subject to §8 215.4,
215.6, and 215.8.

Director (§215.2(c))

Regulation O defines a director to include any
person who the association designates as a direc-
tor, or who performs duties as a director of the
association regardless of the amount of compen-
sation. The term director includes trustees. The
term does not include advisory directors, if they
meet al of the following conditions:

The shareholders do not €lect them.

They are not authorized to vote on matters be-
fore the board of directors.

They provide solely genera policy adviceto
the board of directors.

Regulation O provides an exception for exten-
sions of credit to adirector of an affiliate of an
association. Unless otherwise subject by virtue of
some other defining factor, (for example, thein-
dividual also serves as an executive officer of the
association) directors of an affiliate are not sub-
ject to §215.4 (General prohibitions), §215.6
(Prohibition on knowingly receiving extensions of
credit), and §215.8 (Records) if all of the follow-
ing criteria are met:

A resolution of the board of directors or the
bylaws of the association excludes the director

of the affiliate from participation in major pol-
icy-making functions of the association, and
the director does not actually participatein
such functions.

The affiliate does not control the savings as-
sociation.

As determined annually, the assets of the af-
filiate do not constitute more than 10 percent
of the consolidated assets of the company that:

%  controls the association; and

¥ isnot controlled by any other company.
Principal Shareholder (§215.2(m))

Regulation O defines a principal shareholder to
mean a person (other than an insured association)
that directly or indirectly, or acting through or in
concert with one or more persons, owns, controls,
or has the power to vote more than 10 percent of
any class of voting securities of an association or
affiliate. The institution should consider shares
that a member of an individual’ s immediate fam-
ily (as defined at 215.2(g)) owns or controls as
held by theindividual.

A principal shareholder does not include any
company of which the association is a subsidiary.
For example, principal shareholder excludes par-
ent thrift holding companies.

Related Interests (§215.2(n))

Regulation O defines arelated interest to include
any company that an insider controls. It also in-
cludes apalitical or campaign committee that an
insider controls, or the funds or services of apo-
litical or campaigh committee that benefit that
insider.

Restrictions on Extensions of Credit
Section 215.4 of Regulation O contains basically

four restrictions on extensions of credit with in-
siders:

Lending limits.

Office of Thrift Supervision

June 1999

Regulatory Handbook 380.15



SECTION: Transactions with Affiliates and Insiders

Section 380

Prior approval requirements.

Qualitative factors.

Overdraft provisions.
Lending Limits (§8215.4(c) and 215.4(d))
Regulation O imposes both an aggregate and an
individual lending limit on extensions of credit to
insiders.

Aqaregate Lending Limit — General Limit

An association may not extend credit to any of its
insiders or insiders of its affiliates in an amount
that, when aggregated with the amount of all other
extensions of credit by the association to such
insiders, exceeds the association’s unimpaired
capital and unimpaired surplus. In other words,
the aggregate amount of all transactions with in-
siders may not exceed 100 percent of the
institution’s unimpaired capital and surplus.

Aqaregate Lending Limit — Small Institutions

Institutions with less than $100 million in depos-

its may make extensions of credit to insiders up to
200 percent of unimpaired capital and unimpaired
surplusif al of the following circumstances exist:

The board of directors determines by an an-
nual resolution that a higher limit is consistent
with safe and sound banking practicesin light
of theinstitution’s experiencein lending to its
insiders and is necessary to attract or retain di-
rectors, or to prevent restricting the
availability of credit in small communities.

The board resolution discloses the facts and
reasons for the board's findings noted above,
including the amount of insider extensions of
credit as a percentage of unimpaired capital
and unimpaired surplus as of the date of the
board resolution.

The institution meets or exceeds al applicable
capital requirements.

The institution received a satisfactory compos-
ite CAMELS rating in its most recent report of
examination.

If the institution subsequently failsto meet fully
phased-in capital requirements or does not main-
tain a satisfactory composite rating, it cannot
extend any additional credit (including a renewal
of an existing extension of credit) to any insider
of the association or its affiliatesunlessit is
within the general aggregate lending limit.

Exceptions to the Aggregate Lending Limit

The aggregate lending limits do not apply to ex-
tensions of credit that meet the following criteria:

Secured by a perfected security interest in
bonds, notes, certificates of indebtedness, or
Treasury bills of the United States or in other
such obligations fully guaranteed as to princi-
pa and interest by the United States.

Extended to or secured by unconditional take-
out commitments or guarantees of any
department, agency, bureau, board, commis-
sion or establishment of the United States or
any corporation wholly owned directly or indi-
rectly by the United States.

Secured by a perfected interest in a segregated
deposit account in the lending savings associa-
tion.

Resulted from the discount of negotiable or
nonnegotiabl e installment consumer paper ac-
quired from an insider that carriesafull or
partial recourse endorsement or guarantee by
the insider, provided that it meets all of the
following criteria:

% Thefinancial condition of each maker of
such consumer paper is reasonably docu-
mented in the thrift's files or known to its
officers.

%  An officer of the thrift designated for that
purpose by the board of directors of the
thrift certifiesin writing that the institu-
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tion isrelying primarily upon the respon-
sibility of each maker for payment of the
obligation and not upon any endorsement
or guarantee by the insider.

%  The maker of the instrument isnot an in-
sider.

Individua Lending Limit

An association may not extend credit to any of its
insiders or insiders of its affiliates in an amount
that, when aggregated with the amount of all other
extensions of credit by the association to that per-
son and to all related interests of that person,
exceeds its lending limits as described at 8560.93.
This limitation does not apply to an extension of
credit by an association to its affiliates, instead,
sections §8563.41 and 563.42 govern these trans-
actions.

The LTOB rule limits the total of all loans and
extensions of credit by a savings association to
one borrower, outstanding at one time, to 15 per-
cent of theinstitution’s unimpaired capital and
surplus. An association may extend an additional
10 percent of unimpaired capital and surplusto
one borrower if the additional amount comprises
only loans and extensions of credit that are fully
secured by readily marketable collateral.

The National Banking Act (12 USC
884(c)(1)-(10)) provides alist of 10 exceptionsto
the percentage ceilings for certain secured exten-
sions of credit. The additional exceptionsto thrift
LTOB limitations contained in 85(u) of HOLA,
are not available for extensions of credit to thrift
insiders and related interests.

Prior Board of Director Approval Requirement
(8215.4(b))

When the amount of an extension of credit ex-
ceeds certain thresholds, Regulation O requires
prior board approval. In obtaining prior approval,
the following actions must occur:

A mgjority of the board of directors of the as-
sociation approves the extension of creditin
advance.

The interested party abstains from participat-
ing directly or indirectly in the voting.

Prior approval, as described above, is not neces-
sary for extensions of credit up to the higher of
$25,000 or five percent of the association’s unim-
paired capital and unimpaired surplus. However,
prior approval is always necessary for extensions
of credit over $500,000. In determining compli-
ance with these thresholds, the institution must
aggregate all extensions of credit to that person
and to all related interests of that person.

Regulation O does not require board approval for
any extension of credit the association makes pur-
suant to aline of credit the board of directors
approved during the preceding 14 months.

Qualitative Treatment (§215.4(a))

An association may not extend credit to any of its
insiders or insiders of its affiliates unless the as-
sociation makes the extension of credit on
substantially the same terms (including interest
rates and collateral) as those prevailing at the time
for comparabl e transactions the association makes
with other persons that are not insiders or other-
wise employed by the association. The
association must also follow its standard credit
underwriting procedures, and cannot use less
stringent underwriting procedures. Regulation O
also requires that the extension of credit not in-
volve more than the normal risk of repayment or
present other unfavorable features.

This requirement does not, however, prohibit a
thrift from making a“preferential” extension of
credit to an insider if the thrift makes the exten-
sion of credit pursuant to an employee benefit or
compensation program that is widely available to
employees of the thrift and based on terms that
are no more favorable than those offered to other
employees. In addition, the benefit program can-
not give preference to any insider over other
employees.

Overdrafts (§215.4(€))
An association may not pay an overdraft on an

account of one of its executive officers or direc-
tors, or an executive officer or director of its
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affiliates, unless the payment of funds meets one
of the following criteria:

Inadvertent overdraft(s), less than $1,000 in
the aggregate, overdrawn for 5 business days
or less and subject to the same fee charged to
other customers (unless subject to awidely
available benefit plan for al employees).

Paid in accordance with awritten, preauthor-
ized, interest-bearing extension of credit plan
that specifies a method of repayment.

Funded by awritten, preauthorized transfer of
funds from another account of the account
holder at the association.

Additional Restrictionson Extensions of
Credit to Executive Officers

Additional restrictions apply to extensions of
credit to the thrift's executive officers. Thrifts may
extend credit to an executive officer in any
amount, subject to compliance with LTOB limita
tions, if the extension of credit is one of the
following types:

Finances the education of the executive offi-
cer's children.

Finances or refinances the purchase, construc-
tion, maintenance, or improvement of a
residence of the executive officer, provided
two conditions occur:

% A first lien on the residence secures the
extension of credit and the executive offi-
cer owns the residence (or expects to own
the residence).

¥ Inthe case of refinancing, the refinance
amount includes only the amount used to
repay the original extension of credit, to-
gether with the closing costs of the
refinancing, and any additional amount
used to finance the purchase, construc-
tion, maintenance, or improvement of a
residence.

Note: Extensions of credit on vacation or sec-
ond homes owned or expected to be owned by
the executive officer also qualify for this cate-
gory of residential loan, but only one loan may
be attributed to this category of loans. (Institu-
tions must attribute all extensions of credit for
other purposes, even if secured by aresidence,
to the “ other purpose” category under 12 CFR
§215.5(c)(4). Thetotal outstanding amount of
the other purpose category is subject to the
dollar limits set forth below.)

Secured by a perfected security interest in
bonds, notes, certificates of indebtedness, or
Treasury bills of the United States, or in other
such obligations fully guaranteed as to princi-
pa and interest by the United States.

Secured by unconditional takeout commit-
ments or guarantees of any department,
agency, bureau, board, commission or estab-
lishment of the United States or any
corporation wholly owned directly or indi-
rectly by the United States.

Secured by a perfected interest in a segregated
deposit account in the lending savings associa-
tion.

Section 215.5(c)(4) limits the aggregate loan
amount for al other extensions of credit to the
greater of 2.5 percent of unimpaired capital and
unimpaired surplus or $25,000, but in no event
more than $100,000. In addition, §215.5(c)(4)
[imits to these same amounts, extensions of credit
to a partnership in which one or more of the
thrift's executive officers are partners and, either
individually or together, constitute a mgjority in-
terest, regardless of the purpose of the extension
of credit or the type of collateral. For purposes of
this limitation, the total amount of the extension
of credit to a partnership is attributed to each offi-
cer of thethrift, individually, who isalso a
member of the partnership.

Any extension of credit to an executive officer
must meet the following requirements:
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Reported promptly to the institution's board of
directors.

Comply with the terms and creditworthiness
standards of §215.4(a) (i.e., not on preferential
terms or involve more than the normal risk of
repayment or other unfavorable features).

Preceded by the submission of a detailed cur-
rent financial statement of the borrower.

Made subject to awritten condition that the
extension of credit will, at the option of the
thrift, become due and payable at any time the
officer becomes indebted to any other bank(s)
or thrift(s) in an aggregate amount greater than
the permissible ceiling for a category of bor-
rowings cited above (as outlined in §215.5(c)).

Miscellaneous Standar ds (88215.6, 215.8,
215.9, 215.10, 215.11, and 215.12)

These sections and recordkeeping standardsin
Part 215 deal primarily with the reporting re-
guirements for various transactions with insiders.
See Appendix B for atable of such requirements.
Also, 8215.6 prohibits insiders from knowingly
violating applicable restrictions on extensions of
credit to insiders and related interests.

Provisions Gover ning I ndebtednessto
Correspondent Banks

Y ou should also determine whether athrift com-
plies with the provisions that generally prohibit
preferential extensions of credit to insiders of cor-
respondent banks and imposes certain
recordkeeping requirements. (See Appendix B.)
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