CHAPTER: Other Activities
SECTION: Related Organizations

Section 730

INTRODUCTION

The examination of related organizationsis essen-
tial in evaluating the overall safety and soundness
of a savings association. Related organizations can
significantly affect the operations and overall fi-
nancia condition of their parent thrift. The
purpose of the examination isto determine the ex-
tent to which the related organization poses arisk
to the parent thrift. In identifying areas of risk, the
regulator must fully understand the relationship be-
tween the parent thrift and its related
organizations. This relationship will vary depend-
ing on, among other considerations, the amount of
the parent thrift’ s investment, the organization’s
activities, the extent to which business is conducted
through multiple “lower tier” entities, and restric-
tions imposed by regulation.

This Section provides the regulator with an over-
view of the types of related organizations that
thrifts may establish, applicable regulations and
restrictions, and issues of safety and soundness
that are particular to the examination of related or-
ganizations. A discussion of the genera approach
to conducting examinations of related organiza-
tionsis provided in the latter part of this Section
along with examination procedures.

For purposes of this Section, the term “related or-
ganizations® refersto subsidiaries of thrifts and
includes service corporations (their lower tier sub-
sidiaries and joint ventures or limited
partnerships), operating subsidiaries, and finance
subsidiaries. A thrift “ affiliate,” as defined under
12 CFR § 563.41, is not included in this definition
of arelated organization. For example, under §
563.41, asavings and loan holding company is an
affiliate of its subsidiary thrift and its related or-
ganizations. Transactions between an association
(or its subsidiaries) and an affiliate are governed
by 12 CFR 88 563.41 and 563.42. Also, refer to
the Holding Companies Regulatory Handbook,
Section 400, Transactions with Affiliates.

Unless stated otherwise, this Section specifically
refersto afederal thrift' s authority to establish
subsidiaries and to conduct activities through these

entities. To determine whether similar authority ex-
ists for state-chartered associations, the state laws
and regulations must be consulted. Generaly, a
state savings association’s authority to invest in
and conduct activities through related organiza-
tions may not, under 12 CFR § 303.13, exceed that
specifically permissible for afedera thrift unless
prior FDIC approval is obtained. (Only state
thrifts in compliance with their fully phased-in
capital requirement are eligible to apply to the
FDIC for such approval.)

All insured thrifts are required to notify the OTS
(8 563.37) and the FDIC (8§ 303.13) at least 30
days prior to establishing or acquiring a subsidiary
or conducting a new activity in an existing subsidi-
ary. Unless specific application requirements
apply, the OTS will accept a natification in the
format filed with the FDIC. The regulator should
determine whether the subsidiary was established
and is operating as proposed and that related ac-
tivities are limited to those described in the
notification as approved by OTS order.

TYPES OF RELATED ORGANIZATIONS

There are basically three types of related organiza-
tions. service corporations, operating subsidiaries
and finance subsidiaries. Each type of related or-
ganization is subject to a specific regulation.
Service corporations and their subsidiaries are sub-
ject to 12 CFR § 545.74, operating subsidiaries
are subject to § 545.81, and finance subsidiaries
are subject to § 545.82. The following discussion
provides greater detail concerning the regulatory
requirements and restrictions that pertain to each
type of related organization.

Service Corporations

Service corporations and their subsidiaries provide
federal thrifts with several benefits, including in-
vestment in activities that the parent thrift may
otherwise be prohibited from engaging in directly.
(For federaly chartered thrifts, such activities cur-
rently include securities brokerage and real estate
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development.) Additionally, thrifts might invest in
a service corporation in order to: share ownership
interest with other associations; pool resources for
providing specialized and costly services, conduct
business outside of the state in which its home of-
ficeislocated; offer employee compensation
structures that are different from those offered by
the parent thrift; or insulate itself from potential
lega liahility of financial losses arising from the
activity.

Definitional Requirement

To satisfy the definition of a service corporation
set forth in the Home Owners' Loan Act (HOLA)
at 12 USC § 1464(5)(c)(4)(B), a corporation must
be organized under the laws of the state in which
the federa thrift's home office is located and its
entire capital stock isonly available for purchase
by that state’ s savings associations and federal
thrifts with home offices in the State.

Investment Limitations

In order to prevent concentration of assets and to
minimize risk, the HOLA limits the amount that a
federal thrift may invest in a service corporation.
Section 545.74(d) provides that an association may
invest up to 3% of its assets in a service corpora-
tion. Any investment in excess of 2% must
primarily serve community, inner-city, or commu-
nity development purposes (as defined by the
regulation). Under certain circumstances, afedera
thrift that meets its applicable capital requirement
may, subject to restrictions, make additional con-
forming loans to its subsidiaries. Section
545.74(d)(2) should be consulted for details re-
garding the specific requirements for such
additional lending to subsidiaries.

To determine the parent thrift’ s investment in ser-
vice corporations, include equity plus all loans,
guarantees, or take-out commitments of such
loans, to service corporations. (Refer to Handbook
Section 230, Equity Investments, for a worksheet
detailing the calculation for investments in service
corporations.) Investments in the service corpora-
tion's“lower tier” subsidiaries should also be
included. These subsidiaries are generally subject
to the same regulatory and statutory regquirements
imposed on service corporations.

Tiers of Service Corporations

The OTS differentiates among the various “tiers’
of service corporations. First tier entities are sub-
sidiaries owned by the parent thrift directly and
lower tier entities are those in which afirst tier en-
tity, or its subsidiaries, has an investment. While
the first tier service corporation must be incorpo-
rated where its parent thrift's home officeis
located, alower tier, either a“subsidiary” or “joint
venture,” may be incorporated elsewhere.

To qualify asasubsidiary under § 545.74(a)(4),
an entity must be wholly owned or ajoint venture
in which a service corporation, directly or indi-
rectly, owns, controls or holds (with power to vote)
more than 25% of the capita stock, is a general
partner, or is alimited partner and contributed
more than 25% of the limited partnership’s capital.

A joint venture, as defined at § 545.74(a)(3), is
any joint undertaking by a service corporation or
itswholly owned subsidiary with one or more per-
sons or lega entities. Joint ventures may take the
legal form of ajoint tenancy, tenancy in common,
or partnership. (Refer to the Glossary in this
Handbook for the definitions of theseterms.) As
defined here, ajoint venture also includes an in-
vestment in a corporation other than awholly
owned subsidiary.

Permissible Activities

Once established, service corporations and their
subsidiaries may engage directly, or indirectly, in
activities that may otherwise be prohibited for
thrifts. These activities must be “preapproved” by
regulation, as detailed in § 545.74(c), or specifi-
cally authorized by the OTS or the FDIC. In
determining whether a service corporation’s activi-
ties are permitted, the regulator should review the
charter of the parent thrift and the service corpora-
tion. As noted above, restrictions on activities may
vary depending on whether the parent thrift has a
state or federal charter.

Thrift management should be able to demondtrate
that the service corporation’s activities are permit-
ted. Investmentsin asubsidiary that engagesin
impermissible activities or exceed regulatory limits
must be promptly disposed of or brought into
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compliance within 90 days as set forth at §
545.74(¢e), unless the FDIC has approved such
practices. In addition, 8§ 545.74(b) authorizes the
OTSto limit or prohibit a service corporation’s ac-
tivities for supervisory reasons. When an
examination reveals that an activity is not con-
ducted in a prudent manner or that proposed
activities would present substantial risk to the par-
ent thrift, the regulator should require that
corrective action be taken.

The following discusses in greater detail the regu-
latory requirements for investing in and conducting
activities through service corporations, including
preapproved activities, activities requiring prior
OTS or FDIC natification or approval, and service
corporation reporting requirements.

Preapproved Activities

A parent federa thrift eligible for expedited treat-
ment under 12 CFR 8§ 516.3 is not required to file
an application with OTS in order for its service
corporation to engage in the “ preapproved” activi-
ties listed under § 545.74(c)(1) to 545.74(c)(7).
The preapproved status of these activities does not
relieve the parent thrift of the requirement to file
30-day notifications with the FDIC and OTS prior
to commencing a new activity through an existing
subsidiary.

Thrifts that are ineligible for expedited treatment
under § 516.3 must, regardless of whether an ac-
tivity is preapproved for federal thrifts, file a
service corporation application in accordance with
§516.1, and obtain OTS approval to make any
new investment in a service corporation that en-
gages in an activity that afederd thrift is
prohibited from engaging in directly.

The preapproved activities listed in § 545.74(c) are
divided into six general areas and include:

Loans

Preapproved loan activities include originating, in-
vesting in, selling, purchasing (including
purchasing participationsin), servicing, or other-
wise dealing in loans (including brokerage or
warehousing):

secured by real estate;

for repairing, equipping, or improving real es-
tate;

for business purposes that are insured or guar-
anteed by an agency of the United States,

for education;

that are consumer loans, including inventory
and floor planning; and

for commercial purposes.

Note: The combined commercia loan activities of
the parent thrift and its subsidiaries may not ex-
ceed 10% of the parent thrift’s total assets. Where
acorporation is owned by more than one thrift,
each parent thrift must include a portion of the
subsidiary’ s commercia loans based on its propor-
tionate ownership of the service corporation.

Services Primarily for Financial Institutions

These preapproved activities include:

credit analysis, appraising, construction loan
inspection, and abstracting;

developing personnel benefit programs,
conducting research, studies and surveys,

managing data storage facilities for duplicate
records;

conducting certain advertising involving bro-
kerage and other services;

Serving as an escrow agent;

providing liquidity management, investment,
advisory, and consulting services,

providing clerical, accounting, or internal audit-
ing services,

establishing, owning, leasing, operating, or
maintai ning remote service units; and

purchasing office supplies, furniture and equip-
ment.
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Note: The foregoing are not preapproved for cus-
tomers other than financial institutions.

Real Estate Services

Preapproved real estate services include:

maintaining and managing real estate;

managing a home owners association for rental
projects;

providing home ownership and financia coun-
sding;

providing relocation services;

providing real estate brokerage for the parent
thrift, service corporation, or ajoint venture
(but not for property owned by third parties);

acquiring real estate for prompt development or
subdivision, improvement, resale or leasing to
others for improvement, or as manufactured
home sites;

acquiring improved real estate or manufactured
homes to be held for renta or resae, remodel-
ing, renovating, or demolishing and rebuilding
for resale or rental; and

acquiring, maintaining and managing real estate
(improved or unimproved) to be used for offices
and related facilities of a stockholder of the ser-
vice corporation, or for offices and related
facilities of the corporation. (To the extent that
such activities are performed under a prudent
program of property acquisition to meet the
stockholder’ s present needs or reasonable future
needs.)

Note: OTS approva of real estate activitiesisre-
quired if:

¥ the proposed activity would cause the out-
standing aggregate book value of all
investment real estate owned by athrift and
its service corporations to exceed its total
capital (12 CFR § 567.5(c)); or

¥ the development, subdivision, and construc-
tion of improvements is not proposed to be
completed within eleven years.

Securities Brokerage Services

Preapproved securities brokerage activities are
subject to numerous requirements and restrictions
set forth under § 545.74(c). The scope of these ac-
tivitiesis limited to acting as executing agency,
providing investment advice, and engaging in risk-
less principal transactions. A “riskless principal
transaction” occurs where a dedler, after receiving
an order for a security, purchases the security from
another firm for its own account and concurrently
sellsthat security to the customer.

Securities dealing, market making, underwriting,
and investment banking; al of which entail pur-
chasing and holding securities for the dealer’s
account, are not preapproved. Asis the case for
any activity that is not preapproved, an application
may be filed with the OTS for consideration.

Note: A detailed discussion of the regulatory re-
strictions and requirements applicable to these
servicesis provided in Handbook Section 710,
Nondeposit Investment Sales, and Thrift Bulletin
(TB) 23-2, Interagency Statement on Retail Sales
of Nondeposit Investment Products.

Other Investments

Preapproved investments include:

securities of corporations or partnerships au-
thorized under Title IX of the Housing and
Urban Development Act of 1968, 42 USC §
3931,

a savings account of the parent thrift, provided
that there is no specia consideration given,

certan investments in an interim federa thrift;

certain tax-exempt bonds of state governments
or political subdivisions thereof, and certain tax
exempt obligations of public housing agencies;

certain small business investment companies,

interest-rate futures transactions subject to 12
CFR § 563.74;

financial options trading subject to 8 563.175;
and
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other investments set forth under 8§ 563.71
through .73 and § 545.76 and in 12 USC §
1464(c)(1)(C) through (F), (M) and (N).

Other Services

Preapproved activities referred to as “ other ser-
vices’ include:

preparing state and federal tax returns for indi-

viduals and nonprofit corporations;

insurance brokerage or agency for liahility,
casualty, automobile, life, health, accident, or
title insurance, but not private mortgage insur-
ance;

providing fiduciary services upon application to
the OTS;

issuing notes, bonds, debentures, or other obli-
gations or securities;

issuing and extending credit on credit cards and
related operations,

acquiring personal property for leasing;

providing data processing services pursuant to
12 CFR § 545.138;

issuing letters of credit; and

purchase and sale of U.S. gold coins.

Activities “ Reasonably Incident” to Preapproved
List

Reasonably incident describes an activity that is
necessary or convenient to the performance of a
preapproved activity and is interpreted narrowly.
An association must own a service corporation en-
gaged in the underlying preapproved activity in
order to invest in an activity that is reasonably in-
cident. For example, a service corporation that is
developing a housing subdivision might be preap-
proved to temporarily operate awater utility for
homeowners until the project is completed. In de-
termining whether activities are “reasonably
incident” to preapproved activities, the regulator
should consult with the OTS Chief Counsel’s Of -
fice.

Other Reasonably Related Activities

In order to invest in a service corporation that en-
gages in an activity that is not preapproved, an
association must file an application to obtain prior
OTS approval. Additionally, each tier below the
service corporation is limited to the same activities
asthefirst tier unless specific approval is obtained
for engaging in other business activities. Service
corporations that are not wholly owned are simi-
larly restricted by the regulation.

The OTS has approved applications to conduct the
following types of reasonably related activities:

underwriting mortgage life, mortgage disability,
credit life, or credit disability insurance on bor-
rowers or account holders of the parent thrift
and its related organizations,

reinsuring mortgage life, mortgage disability,
credit life, or credit disability;

acting as a collection agency for third parties;
referring clients to mutual fund brokers;
underwriting mutual funds;

exchanging foreign currency;

acting as amutual fund administrator; and

sponsoring, distributing and selling investment
company shares.

Management must be able to demonstrate that it
has obtained the necessary authority to engage in
any activity that is not preapproved under §
545.74(c). The regulator should verify that the ser-
vice corporation is conducting such activitiesin
accordance with any approval conditions that may
have been established in an effort to address poten-
tial legal and supervisory concerns.

Service Corporation Reporting Requirements

Reports filed with the OTS are a primary source of
datafor verifying whether the parent thrift and its
service corporations comply with relevant activi-
ties restrictions and investment limitations. A
parent thrift must maintain two sets of books for
reporting its investment in service corporations and
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their subsidiaries. One set isto be prepared in ac-
cordance with generally accepted accounting
principles (GAAP), while the other must meet OTS
reporting requirements set forth in the Thrift Fi-
nancial Report (TFR) Instruction Manual.

GAAP Reporting Requirements

Generally, athrift's investment in arelated organi-
zation should follow GAAP. GAAP requires
consolidated financia statements for multiple or-
ganizations. Under GAAP, investments in related
organizations must be recorded under one of three
accounting methods (i.e., consolidation, equity, or
cost). The appropriate accounting method depends
on the extent of ownership and the extent to which
control can be demonstrated over the related or-
ganization.

A discussion of GAAP reporting methods is pro-
vided in Handbook Section 230, Equity
Investments. Accounting guidance is aso provided
in Accounting Research Bulletin (ARB) No. 5,
Accounting Principles Board Opinion (APBO) No.
18, and Statement of Financial Accounting Stan-
dards (SFAS) No. 94.

OTS Reporting Requirements

In reporting its investment in service corporations
and their subsidiaries, the parent thrift must follow
one of four OTS reporting methods described in
the ingtructions to the TFR (i.e., line-for-line con-
solidation, combination of consolidated first tier
entities, equity, or cost). These reporting methods
are not necessarily consistent with GAAP account-
ing methods.

A significant exception to GAAP, under OTS re-
porting requirements, is that service corporations
and their subsidiaries are not consolidated with the
parent thrift in the Unconsolidated Schedules of the
TFR. For purposes of the unconsolidated State-
ment of Condition (Schedule SC) and Statement of
Operations (Schedule SO), the equity or cost
method under GAAP accounting is used to report
the results of an association’s investment in service
corporations and their subsidiaries.

For purposes of the consolidated schedules, datais
reported in two columns. The first column includes

all first tier service corporations and joint ventures.
The second column includes al of the parent

thrift’ s related organizations including those re-
ported in the first column and operating and
finance subsidiaries which are consolidated with
the parent thrift on aline-by-line basis on uncon-
solidated TFR schedules.

For reporting data in the first column, a parent
thrift that consolidates afirst tier service corpora-
tion for GAAP purposes must incorporate the
lower tier entities into the financial results of the
first tier entity. When a parent thrift accounts for
itsinvestment in afirst tier subsidiary by a method
other than consolidation, the first tier and lower
tier subsidiaries are not consolidated, but are re-
ported in Schedule CSS (Consolidated Subsidiary
Listing).

The following schedules are reported on a consoli-
dated basis:

Consolidated Statement of Condition (Schedule
CSC) reports assets liabilities and capital;

Consolidated Statement of Operations (Sched-
ule CSO) reports income and expense;

Consolidated Supplemental Information
(Schedule CSl) reports asset quality, loan ser-
vicing, commitments, contingent liabilities,
hedging activity, mortgage loan activity, and
housing related balances;

Consolidated Subsidiary Listing (Schedule
CSS) reports information on al subsidiaries;
and

Consolidated Capital Requirement (Schedule
CCR) reports calculations of capital require-
ments.

(For detailed guidance on evaluating the accuracy
of reports filed with the OTS, refer to the TFR In-
struction Manual.)

Operating Subsidiaries

As of November 30, 1992, all federal thrifts are
authorized to establish or acquire one or more op-
erating subsidiaries pursuant to § 545.81.
Operating subsidiaries are subject to examination
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and supervision by the OTS to the same extent as
the parent thrift. State law should be analyzed to
determine whether a state savings association can
invest in an operating subsidiary.

Definitional Requirement

Section 545.81 defines operating subsidiaries as
corporations that meet al of the following re-
quirements:

engages only in activities that a federal thrift is
permitted to engage in directly;

the parent thrift owns directly, or indirectly,
more than 50% of the subsidiary’s voting stock;
and

no person or entity other than the parent thrift
may exercise “effective operating control” over
the subsidiary.

The regulation does not identify scenarios under
which “effective operating control” may be exer-
cised. Through the notice and application
processes and examination procedures, the OTS
must analyze, on a case-by-case basis, specific
facts and circumstances to determine whether such
control is present.

In accordance with § 545.81, the parent thrift and
its operating subsidiaries must be consolidated in
accordance with GAAP, on aline-by-line basis,
and treated as a single unit for purposes of report-
ing to the OTS and for applying appropriate
regulatory requirements and limitations, unless
otherwise stated by a specific regulation or policy.

Although operating subsidiaries are treated as a
department of the parent thrift, they must maintain
a separate corporate identity in accordance with
the provisions of 8§ 571.21 and 563.37 (as dis-
cussed in this Section under “Examination of
Related Organizations’).

Purpose and Benefits

The rationale for authorizing federa thrifts to es-
tablish operating subsidiariesis to provide thrifts
with flexibility in structuring their operations. Sec-
tion 545.81 also enables federal thrifts to have
parity with national banks, which have been au-

thorized to invest in operating subsidiaries for
quite sometime.

An association may choose to form an operating
subsidiary for, among other purposes: enhancing
the thrift’ s ability to structure its operations to
maximize efficiency and cost savings; managing
some of its activities as separate businesses (with,
for example, different employee schemes); pooling
resources and spreading the cost of high overhead
among several thrifts for such capital intensive
services as data processing and maintenance of
business records; insulating potentia liability that
would result if the activity were conducted directly
by a parent thrift; using its investment to acquire
interests in ongoing concerns or to acquire special-
ized knowledge from nonthrift sources; and
attracting outside capital.

The following discussion outlines regulatory re-
quirements for establishing or acquiring operating
subsidiaries, highlights related issues on ownership
structure, and compares operating subsidiaries and
service corporations.

Procedural Requirements for Investmentsin
Operating Subsidiaries

An association that is eligible for expedited treat-
ment, as defined in 12 CFR § 516.3, must provide
written notification to the OTS (8§ 545.81) at least
30 days prior to establishing or acquiring an oper-
ating subsidiary, or performing new activitiesin an
existing subsidiary.

The notification, at a minimum, describes how an
activity will be funded, states the amount and form
of the investment and the thrift’ s percentage of
ownership, and lists the other shareholders. For
acquisitions of existing subsidiaries, the notifica-
tion also states the terms and conditions of the
acquisition, provides documentation that supports
the purchase price, and includes operating state-
ments for the previous three years.

Section 545.81 requires thrifts that are ineligible
for expedited treatment to obtain OTS written ap-
proval prior to establishing or acquiring an
operating subsidiary, or conducting new activities
in an existing subsidiary. Through the application
process, an association must affirmatively demon-
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strate that the establishment of an operating sub-
sidiary or any proposed new activities will improve
the financial and managerial condition or safe and
sound operation of the parent thrift.

A thrift must also obtain approval under 12 USC §
1467 (Regulation of Holding Companies) and 12
CFR 8 574.6 to hold another thrift as an operating
subsidiary. Under this structure, OTS assessment
fees are based on the parent thrift’ s consolidated
assets and CAMEL S rating. The thrift operating
subsidiary is not separately assessed.

The regulator should verify that the subsidiary
complies with representations made to the OTS
and the approva order. Specifically, the regulator
should determine how the subsidiary’ s activities af-
fect the operations of the parent thrift.
Documentation that supports the OTS' approval
may be useful and should be on file at the thrift.

A sarvice corporation in existence as of November
30, 1992, may be deemed an operating subsidiary
merely by maintaining certain internal records if
the corporation meets the definition of an operating
subsidiary; and the parent thrift is eligible for ex-
pedited treatment under 12 CFR § 516.3. A parent
thrift that isineligible for expedited treatment must
obtain prior OTS approval to change the status of
a service corporation that existed on November 30,
1992, to an operating subsidiary. During the ex-
amination, the regulator must review and ensure
that adequate documentation exists, including a
certification by the parent thrift’s board of direc-
tors. The certification must provide a description
of the activity, how the activity will be conducted,
and a statement of the authority that the thrift isre-
lying on for the conduct of such activity.

To alter asubsidiary’ s status from an operating
subsidiary to a service corporation, or if the oper-
ating subsidiary failsto continue to qualify asan
operating subsidiary, the parent thrift must notify
the OTS and comply with regulatory requirements
relating to service corporations.

Ownership Srructure

The parent thrift must hold more than 50% of the
subsidiary’ s vating stock to qualify as an operating
subsidiary. In addition, no other entity may exer-
cise “effective operating control” over the

company. When an operating subsidiary is owned
by more than one thrift, only the majority parent
may treat the entity as an operating subsidiary.

The regulation does not establish restrictions on
the composition and identity of an operating sub-
sidiary’ s minority shareholders. The minority
shareholders are subject to initial review through
the notice and application processes prior to the es-
tablishment or acquisition of an operating
subsidiary, and remain subject to OTS review
through examinations and off-site monitoring. The
subsidiary’ s management should be able to demon-
strate that minority shareholders do not exercise
effective operating control over the entity.

An operating subsidiary’ s authority to issue pre-
ferred stock is not limited by regulation. However,
if an event occurs that would enable the preferred
shareholders to exercise voting rights and assume
effective operating control, the entity would no
longer qualify as an operating subsidiary. Perpet-
ual preferred stock issued by an operating
subsidiary to third parties that constitutes a minor-
ity interest isincluded in lineitem SC-799 of TFR
Schedule SC (Statement of Condition). Redeem-
able preferred stock issued to third partiesis
reported on line item SC-760 of Schedule SC.

The examination procedures include a thorough
review of the organizational structure and any
changes in ownership that have occurred since the
prior examination. Discussions with management
will provide the regulator with additional informa-
tion regarding issues of control.

Service Corporation Activities Compared With
Operating Subsidiaries

The following distinctions between service corpo-
rations and operating subsidiaries should be noted:

Activities Redtrictions

As discussed previoudy, the activities of service
corporations may be somewhat broader than those
permissible for thrifts as long as they are “rea-
sonably related” to the activities of afederal thrift.
Operating subsidiaries are limited to the activities
that federa thrifts are specifically permitted to en-
gagein directly.
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Investment Limitations

A parent thrift’sinvestment in its service corpora-
tions is generally limited to an amount that does
not exceed 3% of the parent thrift's total assets.
The federd regulations do not limit the amount
that a parent thrift may invest in its operating sub-
sidiaries. An investment limit for operating
subsidiaries is unnecessary since no additional risk
is presented by these subsidiaries because they
may only engage in activities that are permissible
for afederal thrift. The parent thrift’sinvestment is
reviewed during the examination. When a parent
thrift’ sinvestment in its operating subsidiaries and
related extensions of credit is determined to be ex-
cessive, the regulator should initiate measuresto
promptly address unsafe and unsound practices.

Calculation of Certain Regulatory Limits

Service corporations are generaly not consoli-
dated with the parent thrift for calculating
regulatory restrictions. Exceptions include those
limits that are based on total capital, total assets
and loans to one borrower or otherwise required by
OTS palicy or regulation. The parent thrift and its
operating subsidiary, however, will be consoli-
dated, on aline-by-line basis, and treated as a unit
of the thrift for reporting to the OTS and for
applying appropriate regulatory requirements,
unless otherwise stated by regulation or policy. In
other words, the parent thrift must calcul ate regu-
latory limits to make loans and investments after
consolidating its assets and capital, and reconciling
intercompany transactions with those of the operat-
ing subsidiary with respect to: consumer loans;
commercial loans; service corporation investments;
personal property investments; education loans,
community development investments; nonconform-
ing loans; and unsecured construction loans.

Other areas affected by the requirement to consoli-
date include: loans to one borrower provisions,
reporting requirements (i.e., liquidity and interest-
rate risk), and the qualified thrift lender test (pro-
vided the parent selects to include the subsidiary’s
assets in meeting this test). With respect to the
provisions of the Community Reinvestment Act
(CRA), the effect of an operating subsidiary on the
parent thrift's CRA evaluation will depend on

whether the operating subsidiary is engaged in ac-
tivities that are relevant for CRA purposes.

Geographical Restrictions

Federa thrifts may only invest in service corpora-
tions chartered in the state where the parent thrift’s
home officeis located. As a policy, however, the
OTS differentiates among the various tiers of ser-
vice corporations. First tier service corporations
(directly owned by the parent thrift) must be char-
tered in the state where the parent thrift is
headquartered while lower tier service corporations
may be incorporated elsawhere.

In comparison, operating subsidiaries may bein-
corporated and operated in any geographical
location where its parent may operate. An operat-
ing subsidiary that is a depository institution may
accept depositsin any location, provided the sub-
sidiary has federal deposit insurance.

OTS Reporting Requirements

OTS reporting requirements for operating subsidi-
aries are distinct from those for service
corporations. Service corporations are not con-
solidated with the parent thrift for purposes of
preparing the parent thrift’s unconsolidated TFR
(Schedules SC through MR). These subsidiaries
are consolidated with the parent in Schedules CSC
through CCR (consolidated schedules). OTSre-
porting requirements concerning the thrift's
investment in service corporations and their lower
tier subsidiaries differs from GAAP. (Information
on OTS reporting requirements is set forth in the
TFR Instruction Manual.)

As stated above, operating subsidiaries are treated
as a department of the parent thrift. These subsidi-
aries are consolidated on a line-by-line basis, after
elimination of intercompany items, with the parent
thrift for preparing the parent’ s unconsolidated
TFR. Thus, the separate entities are reported as if
they are one unit and the parent thrift's compliance
with statutory and regulatory requirementsis de-
termined on a consolidated basis.

When a parent thrift owns another depository insti-
tution as an operating subsidiary, the associations
must file separate TFRs with the OTS. The parent
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thrift should not consolidate its subsidiary institu-
tion on aline-by-line basis for reporting purposes.
The OTS will, however, accept an annual audit on
a consolidated basis and not, as apolicy, require a
separate audit for the thrift operating subsidiary.
The parent thrift must, however, calculate regula-
tory requirements and restrictions based on aline-
by-line consolidation with its subsidiary.

Finance Subsidiaries

In accordance with § 545.82, federal thrifts may
establish one or more finance subsidiaries. The
sole purpose of afinance subsidiary is to issue se-
curities that a federal thrift may issue directly and
remit the net proceeds of the issuance to the parent
thrift. Finance subsidiaries are created through the
transfer of assets or liahilities (collectively referred
to as “transferred assets’ for purposes of this Sec-
tion) from the parent thrift to the subsidiary. Once
established, the transferred assets are generally
used as collateral for the subsidiary’s securitiesis-
suances.

The authority of state-chartered associations to es-
tablish a finance subsidiary is determined by state
law. The regulator should review the laws of indi-
vidua states in determining whether such authority
exists. Section 563.132, however, defines a finance
subsidiary to include a subsidiary of a state-
chartered association that isin compliance with §
545.82. So, if a state-chartered thrift may establish
afinance subsidiary, it is covered by the provisions
of § 563.132. Therefore, the following discussion
of federa regulatory requirements generaly ap-
pliesto state thrifts.

The creation of finance subsidiaries provides a
means by which an association may reduce itsin-
terest-rate risk and control credit risk. Therefore, a
review of the business plan and actual operations
are important steps in determining whether the fi-
nance subsidiary is attaining its stated objectives.

Since the regulations governing a federal thrift's
authority to establish afinance subsidiary were
first promulgated in 1985, subsequent statutory
and regulatory provisions have diminated some of
the advantages for using finance subsidiaries. Most
noteworthy is the effect of the OTS capital rule,
implemented during December 1989, which elimi-
nates the favorable capital treatment afforded to

these subsidiaries by requiring consolidation on a
line-by-line basis with the parent thrift.

Finance subsidiaries continue to provide a means
by which an association may build earnings, and
obtain liquidity and capital, in accordance with a
prudent plan for reducing interest-rate risk and
credit risk. These goals can be achieved by the sale
of an association’ s assets through a separate sub-
sidiary that is generally not subject to
consolidation with its parent thrift if it becomesin-
solvent. This fact, combined with the high quality
assets and minimal liabilities of such subsidiaries
results in the subsidiary’ s securities issuances gen-
eraly being rated higher by nationa rating
agencies than those of the parent thrift. This trans-
lates into reduced interest or dividend rates carried
by the issuances, thereby providing alow cost
source of cash flow for the thrift. Proceeds from
the subsidiary’ s securities issuances may be used
by the parent thrift to make additional loans.

The higher ratings for the subsidiary’ s securities
can be attributed to the separate corporate struc-
ture of finance subsidiaries and the
collateralization of most issuances providing
greater protection to holders of the securities.
Thus, the rating agencies focus on the assets col-
lateralizing the securities rather than on the
financia condition of the parent thrift. The regula-
tor should review the ratings a security received
when issued and note any changes that may have
occurred since. A decline in ratings could indicate
the marketplace’ s awareness of problems. (For a
discussion of rating definitions used by Moody’s
and Standard & Poor’ s refer to Handbook Section
540, Investment Securities.)

Another benefit provided through afinance sub-
sidiary isthat the parent thrift can remove
“underwater assets’ from its balance sheet by
transferring the assets to its finance subsidiary.
GAAP does not require thrifts to recognize losses
upon atransfer of assets, yielding below market in-
terest rates, to awholly owned subsidiary. Assets
transferred from the parent thrift may be used to
collateralize the securities issuances of the subsidi-
ary.

The restrictions imposed on asset transfers and
other regulatory and procedural requirements asso-
ciated with the formation, operation, ownership

730.10 Regulatory Handbook

January 1994

Office of Thrift Supervision



SECTION: Related Organizations

Section 730

structure, and transactions of finance subsidiaries
are discussed below. The regulator should be able
to assess the risk that a finance subsidiary affords
the thrift by using the information presented in this
Section.

Finance Subsidiary Ownership Sructure

The common stock of a finance subsidiary must be
100% owned by the thrift capitalizing the subsidi-
ary. The stock may not be transferred or assigned
to any other person or entity without prior OTS
approval. The regulations do not impose asimilar
restriction on the subsidiary’ s preferred stock that
may be issued to persons and entities other than the
thrift. Additionaly, voting rights may be author-
ized for preferred shareholders, in certain
circumstances for alimited period of time, as de-
tailed under § 545.82(d).

Procedural Requirements for Establishing a
Finance Subsidiary

Prior to establishing a finance subsidiary, the par-
ent thrift must demonstrate, through a prudent
business plan, that the subsidiary’ s operations will
serve to reduce interest-rate risk and control credit
risk. The thrift’s board of directors must authorize,
by resolution, the creation of the subsidiary and
agree to make the subsidiary’ s books and records
available to the OTS. In addition, the thrift must
comply with the prior notification requirements of
the OTS and the FDIC. Thrifts that are eligible for
expedited treatment under 8 516.3 must notify the
OTS at least 30 days prior to establishing a new
finance subsidiary, transferring additional assetsto
an existing subsidiary, or issuing additional securi-
tiesthrough its subsidiary.

The regulator should compare the subsidiary’s ac-
tual operations to those approved by the OTS. The
notification must, at a minimum, include the
amount of assets transferred and previous transfers
from the parent thrift (including guarantees), and a
calculation of the applicable asset-transfer limita-
tion (amount representing 30% of the parent

thrift’ s assets). The notification may aso include a
description of the securities to be issued, the esti-
mated gross proceeds of the issuance, the current
value of assets collateralizing the securities, or the
anticipated interest or dividend rates and yields.

Thriftsineligible for expedited treatment must, un-
der § 545.82(f), obtain OTS approval prior to
establishing a finance subsidiary, transferring addi-
tional assetsto an existing subsidiary, or issuing
additional securities through its subsidiary. The
OTS approval takes the form of an order and may,
for example, contain restrictions beyond those set
forth in the regulations. Therefore, an assessment
of whether the subsidiary complies with the ap-
proval order is an important aspect of the
regulator’s review.

Transactions Between the Parent Thrift and
Finance Subsidiary

Asset and Liability Transfers Including Guarantees

Once proper notification or application has been
made to the OTS, afedera thrift provides the capi-
tal to establish afinance subsidiary by transferring
assets or ligbilities to the subsidiary. The amount
of assets transferred to the subsidiary are not sub-
ject to the loans-to-one-borrower limitations. The
book vaue of transferred assets from the parent
thrift to its subsidiary, however, may not, without
prior OTS approval, exceed 30% of the thrift’ sto-
tal assets at the transfer date. Additionally, absent
prior OTS approval, the market value of trans-
ferred assets may not exceed an amount necessary
or customary for the securities to be issued, or
250% of the gross proceeds of the issuance,
whichever isless.

In evaluating compliance with the asset transfer
limitations, § 545.82(a) requires that the following
be included to determine the aggregate amount of
transferred assets:

assets and liabilities used to capitalize the sub-
sidiary, to collateralize a securities issuance, or
to maintain collateral levelsfor a security is-
sued by the subsidiary;

guarantees issued by the parent thrift (with re-
spect to securities issuances or any collatera
for such guarantees);

proceeds of a securities issuance that are held
by the subsidiary for necessary expenses; and
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assets or liabilities received from the parent
thrift in connection with the remittance of pro-
ceeds by the subsidiary.

The parent thrift’s guarantees must state that the
assets collateralizing the payment of the securities
will be exhausted before recourse to the guarantor.
Further, the thrift’ s guarantees may not exceed the
sum of the unpaid principal balance plus accrued
but unpaid interest, any redemption premium, and
any post default interest on the securities. Also, for
guarantees or transferred liabilities that are collat-
eraized, the face amount (of the guarantee or
liability) or the current book value of the collateral,
whichever is greater, must be included in the
amount of transferred assets.

The regulator should verify compliance with the
transfer limitations and that the stated amount of
transferred assets (book value) includes all assets
actually transferred to the subsidiary. The transfer
of an amount greater than 30% of assets would
limit the parent thrift’s ability to engage in other
types of activities, particularly those for the provi-
sion of housing credit.

Remittance of Proceeds

The finance subsidiary is required to remit the pro-
ceeds of itsissuance, net of reasonable costs, to the
parent thrift. Reasonable costs include proceeds
held in the subsidiary for collateral maintenance,
fee payment, or any other necessary payments re-
lated to the issuance or collateralizing assets.

The regulator should verify that the remittanceis
occurring in a systematic manner and over area
sonable term. Proceeds can be remitted through:

payment of dividends on common stock;
redemption of common stock;

repayment of any loan made as part of capitali-
zation; or

purchase of assets or liabilities issued by the
parent thrift.

It isimportant to note that the remittance of pro-
ceeds does not reduce the amount of assets
transferred to a finance subsidiary for purposes of
the asset transfer limitation.

Issuance of Securities by Finance Subsidiaries

A finance subsidiary may issue, either directly or
through athird party, any security that its parent
thrift may issue directly. (A mutual thrift can es-
tablish a subsidiary to issue any securities that
could be issued if the thrift were to convert to stock
ownership.)

Section 545.82(f)(2) requires a parent thrift to no-
tify the OTS within 10 days following the issuance
of a security by its finance subsidiary. The notice
should include a copy of a prospectus, offering cir-
cular, or other smilar document. It isimportant to
note that the subsidiary’ s securities may not be
structured to accelerate payment, maturity, or re-
demption upon insolvency of the parent thrift or
any receivership action taken by the FDIC.

Various types of financia instruments may beis-
sued through finance subsidiaries, but a discussion
of each type of security is beyond the scope of this
Section. The specific advantages of issuing one
type of security over another will vary depending
on the objectives of both the thrift and the subsidi-
ary. The regulator should review the thrift's
business plan to determine whether the finance
subsidiary is adequately meeting stated objectives.
The most common forms of security issues through
finance subsidiaries are preferred stock and collat-
eralized mortgage obligations (CMOs).

CMOs

Through a CMO, the issuer transfers substantially
all risks and benefits of ownership in the underly-
ing mortgages to the investor. The actual risk
assumed by the issuer depends on the frequency of
principal and interest remittances to the investor,
guarantees as to the maximum maturity of each
class of securities, and any recourse obligations
obtained by the thrift or subsidiary to absorb losses
from the collateral on behalf of investors. (For a
complete discussion of CMOs refer to Handbook
Section 560, Deposits and Borrowed Funds, and
Section 660, Derivative Instruments and Hedging.)

Preferred Stock

Under the OTS Capital Rule, athrift may not in-
clude collateralized preferred stock as capital.

730.12 Regulatory Handbook

January 1994

Office of Thrift Supervision



SECTION: Related Organizations

Section 730

However, the issuance of collateralized preferred
stock (frequently with variable market dividend
rates) can still be attractive because of the tax
advantage it provides to investors and the presence
of aready market for the issuances. Corporate
investors can deduct a percentage of dividend
income because, unlike debt, dividends are paid
after taxes.

The regulator should review the subsidiary’s re-
ports pertaining to the terms of preferred stock
issuances. Thisreview is particularly important
because mechanisms (unauthorized by the OTS)
may exist whereby the shareholders can obtain vot-
ing rights. Through these unauthorized rights, an
attempt may be made to replace the subsidiary’s
board of directors or sell subsidiary assets.

Oversight of Finance Subsidiary Activities

The thrift’s board of directors must monitor the
subsidiary’ s operations and performance on a
regular basis. A finance subsidiary’s activities
must be solely limited to issuing securities that its
parent thrift may issue directly. Any other activity
could cause the entity to lose its status as a finance
subsidiary and the benefits that accrue from its op-
eration. Specifically, the subsidiary is prohibited
from issuing or dealing in the deposits or savings
accounts of its parent thrift, and may not state or
imply that its securities are federally insured.

Representations Made to the OTS

Generally, the activities of afinance subsidiary are
limited to the specific purposes for which it was
created. The regulator should verify that the sub-
sidiary has not incurred any other indebtedness,
issued any other security, or used excessive levels
(book value) of collateralization other than those
essentid to its limited function. Additionally, the
board of directors should not authorize the subsidi-
ary to issue securities that the thrift could more
efficiently issueitself. The regulator can confirm
that this has not occurred by verifying that a
cost/benefit analysis was performed prior to the
transfer of the assets to the subsidiary.

Obj ectionable Practices

While several legitimate benefits can accrue from
the operation of afinance subsidiary, the regulator
should be aware that these subsidiaries may be op-
erated in a manner that is objectionable. For
example:

The parent thrift capitalizes and lends funds to
the subsidiary. The finance subsidiary locates
an investment security to purchase with the in-
tent of using the security to collateralize a
CMO. Once the CMO is structured, the sub-
sidiary consummates the transaction by
simultaneoudly issuing the CMO and using the
funds from the issuance to purchase the securi-
ties needed to collateralize the CMO.
Additiona collateral is provided by aloan to
the subsidiary from the parent thrift.

In the example, the subsidiary is not purchasing
the parent thrift’s assets to collateralize the CMO
offering, but is acquiring the assets from another
entity. This transaction involves excessive leverag-
ing of the parent thrift’ s assets. If the thrift
includes the over-collateralization amount as the
amount of assets transferred to the subsidiary and
the subsidiary engages in a number of these issu-
ances, the subsidiary could become larger than the
parent thrift. This situation is considered an unsafe
and unsound practice. The regulator can confirm
that such practices are not occurring by verifying
that the parent thrift has not exceeded the asset
transfer limitation, as discussed above, without
prior OTS approval.

Other potentially objectionable uses of afinance
subsidiary include the: (1) transfer of marketable
assets of afailing thrift into afinance subsidiary to
collateralize the issuance of preferred stock or debt
without OTS approval; (2) use of the finance sub-
sidiary as avehicle to provide tax losses for the
thrift in order to generate atax shelter for the hold-
ing company; (3) channeling or diverting of funds
to other affiliates; and (4) use of the finance sub-
sidiary as adevice to permit otherwise prohibited
transactions between a holding company, its sub-
sidiary thrift, or other affiliates.
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EXAMINATION OF RELATED
ORGANIZATIONS

The ability to distinguish between the types of re-
lated organizations and their different operating
and regulatory requirements is important in evau-
ating the relationship between a parent thrift and
its subsidiaries. That relationship is reviewed
through the examination of related organizations.
Specificaly, related organizations are reviewed by
the OTS to determine the degree of risk that they
pose to the parent thrift.

Regulators should review related organizations as
part of the parent thrift’s examination and in a
manner that is consistent with the philosophical
approach and examination procedures outlined in
this Section. A review of this Section will provide
an understanding of:

The approach to examining related organiza-
tions. The approach is risk-focused, though it
differsin important respects from thrift exami-
nations.

The methodology for defining the scope of an
examination. The scopeisinitialy determined
through a pre-examination analysis and should
be sufficient to provide a thorough understand-
ing of the level of risk that the related
organization presents to the parent thrift.

The procedures performed during the examina-
tion. These are used to evauate specific
activities and practices of the subsidiary and
their overall effect on the parent thrift. The
level of procedures performed depends on the
risk presented by the activities of the related or-
ganization.

The primary areas of review in examining re-
lated organizations are management quality,
asset quality, earnings and compliance. Exami-
nation procedures are used to evaluate these
areas within the defined scope and, based on
findings revealed, may lead to additiona levels
of review.

The considerations for identifying and evaluat-
ing conflicts of interest. Related regulatory
restrictions (i.e., usurpation of corporate oppor-
tunity, tie-in arrangements, loans to insiders)

are aso discussed. A response to violations
should beinitiated to minimize the effect of im-
proper practices on the parent thrift.

The requirement of separate corporate identities
for a parent thrift and its subsidiaries. While
only acourt of law may determine when a par-
ent thrift may be liable for the debts of a
subsidiary, there must be areview of potential
or ongoing litigation to estimate the parent
thrift’ s loss exposure attributable to the related
organization's activities.

The documentation process for examination
findings. A single CAMELS compositerating is
assigned to all related organizations based on
the combined risk presented to the parent thrift.

Severa sections of this Handbook are referred to
or incorporated by reference. The guidance con-
tained in these sections can be applied to the
examination of both the parent thrift and its related
organizations. Guidance pertaining to major activi-
ties (i.e., securities brokerage, real estate
development, insurance) conducted through related
organizations is provided in Handbook Sections
710, 720, and 740. Information on the review of
mortgage banking operations is detailed in Hand-
book Chapter 570, Mortgage Banking.

Approach

A thrift's conduct of activities through arelated
organization can involve complex management is-
sues, legal obligations to honor the organization's
debts if separate corporate identities are not main-
tained, or a negative effect on the parent thrift's
consolidated income stream. Conversdly, related
organizations may serve to isolate risky activities
in a separate corporate entity, allow geographic
expansion or joint investment opportunities with
other thrifts, and provide increased consolidated
earnings.

Examination Philosophy

The primary purpose of examining related organi-
zations isto evaluate the level of risk that these
entities pose to the parent thrift and thereby the in-
surance fund. The examination procedures at the
end of this Section highlight the following four
primary areas of review:
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management quality;
asset quality;
earnings analysis; and
compliance.

In performing an examination, a risk-focused ap-
proach, similar to a“due diligence” approach
should be employed. Due diligence is defined as
the amount of activity ordinarily exercised and rea-
sonably expected from a prudent and reasonable
person. Due diligence is determined by the facts of
each case and is not measured by an absolute stan-
dard. As applied to the examination of related
organizations, due diligence suggests that the po-
tential risk of loss to the parent thrift will
determine the scope of the examination.

The foregoing examination philosophy does not
mandate great detail, but serves to ensure that the
scope of these examinations is both reasonable and
prudent. Thus, the regulator should tailor the ex-
amination to the specific activities of the
organization and identified areas that present mate-
rial risk.

Levels of Procedures

Consistent with the risk-focused approach to re-
viewing related organizations, the examination
procedures have been tiered into two levels. The
level of procedures performed during an examina-
tion will depend on the types of activities
conducted through subsidiaries and the materiality
of therisk involved. Handbook Sections 710, 720,
and 740 contain three tiers of examination proce-
duresthat may be used to evaluate activities
commonly conducted through related organiza-
tions.

Level | procedures are usually performed at each
examination and enable the regulator to obtain an
overview of the organization’s condition and the
parent thrift’ s risk exposure. These proceduresin-
clude ageneral analysis of management, financial
statements, organizational structure, and compli-
ance with regulatory requirements. Information
revealed through aLevel | examination may re-
quire further review and modifications to the
examination scope to incorporate Level |1 proce-
dures.

Level |1 procedures provide an in-depth analysis of
arelated organization. The procedures are only
performed when an initial analysis reveals that the
parent thrift may be exposed to substantial risk and
should be tailored to address specific areas of con-
cern. The appropriate level of review isinitialy
determined through the examination scoping proc-
ess. The level of review may be modified
throughout the examination as additional informa-
tion is evaluated and findings reveal the need for
further analysis.

Examination Scope
Pre-Examination Analysis

Thefirst step in establishing the examination scope
isto conduct a pre-examination analysis to define
the appropriate level of review. Information rele-
vant to the analysis can be obtained from the
following sources:

Preceding examination reports and recent su-
pervisory correspondence may highlight issues
pertinent to the review.

The Continuing Examination File (CEF) should
contain copies of the charters, existing con-
tracts and information on the related
organizations' relationships with the parent
thrift and other entities.

Recent Thrift Financial Reports (TFR) of the
parent thrift include alist of the parent thrift's
subsidiaries and their activities, the amount of
investment in subsidiaries and changes in that
amount, and material variances or unusual con-
ditions relevant to the organization’s
operations.

The Preliminary Examination Response Kit
(PERK) should be reviewed to identify recent
events that may affect the subsidiary’s opera-
tions. The entity’ s audited financia statements
should be provided with the PERK.

The related organization’ s business plan and
pro forma statements set forth underlying as-
sumptions to be considered, as well as
operating strategies. A review of the parent
thrift’s business plan may indicate the purpose
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and objectives for investing in the related or-
ganization(s).

Discussions with management of the related or-
ganization and parent thrift may disclose
important plans or other information. Manage-
ment is responsible for providing any additiona
information pertinent to the analysis.

The pre-examination analysis should lead to an ini-
tial examination scope that is broad enough for the
regulator to obtain an accurate understanding of
the parent thrift’s organizational structure, related
activities, and the materiality of the risk involved.

In performing an initial assessment of the potential
risk that a related organization poses to its parent
thrift, the following factors should be considered:

the relative size (assets, capital, earnings, cash
flow) of the parent thrift and subsidiary;

the perceived risk of activities,

the significance of debt and equity investments
(Arethey includable in regulatory capital ?);

the significance of contingent liabilities;
the number of related organizations; and

the cost of the examination in relation to the in-
formation to be gained.

Organizational Structure

Understanding the thrift’ s organizational structure
is aso akey dement when defining the examina-
tion scope. Primary sources of information include
the Consolidated Subsidiary Listing (CSS) of the
TFR, the PERK, and discussions with management
of the related organization and parent thrift.

An assessment of organizational structure will help
to determine the effect of any changes on future
operations or viahility of the related organization,
identify risks to the parent thrift, and assist in es-
tablishing the examination scope. For example, if
substantive changes in organizational structure
have not occurred since the previous examination,
the review may be limited to an update of owner-
ship interests. For an inactive organization, the
examination can generaly be limited to verifying

ownership interests and determining management’s
plans for selling or retaining the entity.

In the event that there have been changesin organ-
izational structure or related activities since the
prior examination, are-evaluation of the reated
organization’s operations and the effect on the par-
ent thrift may be necessary. In evaluating the fit
between structure and strategy, the regulator
should:

identify the organizational structure of the par-
ent thrift and its related organizations;

determine if the organizational structure is ade-
guate for the pursuit of current activities;

determine transactions and arrangements
among entities within the organizational struc-
ture;

determine the effect of changes on the related
organization’'s operations; and

identify deficiencies in organizational structure
and alert management and the board to potential
or existing problemsin order to minimize the ef-
fect on the thrift.

A primary aspect in the foregoing analysis is how
well the structure’ s organization compliments its
activities. Factors that influence whether an organ-
izational grouping is practica include the size,
number, and location of organizations. The follow-
ing characteristics, while not al inclusive, are
indicative of an effectively organized group of re-
lated organizations: operating synergies exit;
activities are easly monitored; and diversification
is used to isolate risk.

This review of the coordination between the parent
and its related organization is a key component in
ng the effectiveness of the organizational
structure. The exposure to losses increases if the
groups are not well organized, are too large or di-
verse, or are poorly controlled or monitored.

Evaluation of Primary Examination Areas
The pre-examination analysis and areview of the

organizationa structure provide the basis for de-
termining the initial estimate of risk presented to
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the parent thrift. This estimate determines the ex-
amination scope. Guidance pertaining to the pre-
examination analysis and establishing an examina-
tion scope is provided in further detail under
Section 060, Examination Strategy, Management,
and Scoping.

The following primary areas of review are to be
performed in accordance with the planned scope of
the examination and the recommended level of pro-
cedures.

Management Quality

An understanding of executive management, in-
cluding the board of directors, is essentia to
determine the effectiveness of the related organiza-
tion's operations. Management’ s ahility to
implement goals, manage activities, and maintain
an appropriate level of expertise will substantialy
affect the organization’s success in meeting busi-
ness plan projections and minimizing risk to the
parent thrift. A review of the quality of manage-
ment is necessary to:

determine management’ s effect on the subsidi-
ary’s operations,

gauge the resulting effect on the parent thrift;
and

detect ways in which the parent thrift affects the
organization.

The qudity of the related organization’ s manage-
ment influences all phases of the subsidiary’s
operations and its ability to provide services. The
related organization’'s financial soundness often
depends heavily on management’ s capabilities and
expertise. Additionally, management affects the en-
tity’ s ability to implement corrective measures and
respond to oversight recommendations by outside
parties (i.e., the parent thrift, owners, independent
auditors, regulators). A more detailed discussion
on evauating management is provided in Hand-
book Section 330, Management Assessment.

Asset Quality Analysis
Executive management is responsible for taking

appropriate measures to minimize risk inherent in
the related organization’s asset portfolio. These

measures include ensuring that expertise is ade-
guate relative to the organization's activities,
implementing prudent policies and procedures, and
adhering to internal asset review systems. Substan-
tial risk exposure within the asset portfolio reflects
poorly on management’s ability to operate the sub-
sidiary in a prudent manner.

There isadirect correlation between arelated or-
ganization’s effectiveness in acquiring and
managing its assets and the thrift’s long run return
on investment in the entity. Therefore, reviewing
the composition and soundness of the assetsis nec-
essary to analyze and assess risk to the parent
thrift, as capital rules permit inclusion of related
organizations' assets (or the thrift’sinvestment in
the organizations) in the determination of regula-
tory capital. Guidance on evaluating asset quality
is provided in detail in Handbook Chapter 200,
Asset Quality. The following discusses the purpose
and aspects of reviewing a subsidiary’ s asset port-
folio.

The primary aobjective in analyzing the related or-
ganization's asset quality is to determine and
minimize |oss exposure to the parent thrift. Addi-
tionally, the regulators should evaluate whether (1)
the actual realizable value of an asset isfairly rep-
resented on arelated organization’ s books; and (2)
the protection against losses is commensurate with
the degree of risk in an organization’s portfolio.
Specificaly, the following should be considered:

Assat Underwriting

The regulator is concerned with whether manage-
ment has sufficiently underwritten a particular
activity or asset. The general characteristics of un-
derwriting practices and standards are the same as
those for the parent thrift, as discussed in Hand-
book Section 260, Classification of Assets. A key
factor in the assessment of asset underwriting is an
evaluation of the organization’'s policies and pro-
cedures.

Internal Asset Review and Classification Systems

These systems allow for early identification of ex-
isting and potential risks within the portfolio so
that prompt measures may be implemented to
minimize losses (see Handbook Section 260, Clas-
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sification of Assets). The asset quality review gen-
erdly involves sampling the organization’'s asset
portfolio and estimating the risk of loss exposure
as compared to management’ s estimates. (Refer to
Handbook Section 209, Sampling.)

Methods of Determining Vaue

Assets must be accurately reported on the related
organization’ s financia statements in accordance
with GAAP. A sampling of asset values should as-
g4t in determining whether adjustments to asset
values are correctly reported in the subsidiary’ s fi-
nancia statements. Management should be notified
of differences reveded in the review and provided
with supporting documentation.

Vauation Allowances

The analysis of asset quality at the related organi-
zation level may be material to estimating loss and
risk exposure to the parent thrift and potentialy to
the insurance fund. Related organizations should
follow GAAP requirements for maintaining rea-
sonable valuation allowances through periodic
charges to income. The adequacy of valuation al-
lowances should be evaluated in accordance with
guidance set forth in Handbook Section 261, Ade-
quacy of Valuation Allowances.

Review and classification of athrift’s investment
in asubsidiary may be unnecessary when appro-
priate allowances have been recorded by the
subsidiary and reflected on the thrift’s books by
reducing its equity investment.

Note: Subsidiary assets should be reviewed and
may be adversely classified if consolidated by the
thrift on aline-by-line basis (i.e., operating and fi-
nance subsidiaries). If the equity method of
accounting is used to carry the thrift's investment
in the related organization (i.e., service corpora-
tions, including their lower tier subsidiaries, and
joint ventures or limited partnerships) as an asset,
then the thrift’s investment in the subsidiary should
be reviewed and may be adversely classified. (See
Handbook Section 260, Classification of Assets.)

If neither the thrift’s investment in, nor the assets
of, the related organization are includable in regu-
latory capital, then the effect of adverse

classification isimmateria to the regulatory effort.
The findings revealed through the asset quality re-
view may, however, have an effect on the
organization' s reported financia condition and op-
erating results. These findings should be
incorporated into the analysis of the subsidiary’s
financial condition to determine the effect on the
thrift’s financial reporting.

Earnings Analysis

This area of the examination involves analyzing
the financia condition of related organizations.
Earnings analysisis an integral part of the evalua-
tion of arelated organization and plays a critical
role in identifying strengths, weaknesses, and areas
of risk throughout the subsidiary. Earnings analy-
sisis, therefore, akey element in ng the
subsidiary’s effect on the parent thrift.

The regulator should refer to Handbook Chapter
400, Earnings, for guidance on analyzing opera-
tions. This guidance and relevant examination
procedures enable the regulator to:

establish the scope of the financial analysis as-
pect of the examination;

identify practices that are potentially unsafe and
unsound and formulate appropriate regulatory
responses;

assess the organization’ s operations and strate-
gies,

identify problem areas disclosed by the finan-
cia records; and

obtain satisfactory explanations for al material
variances of data from prior periods and budg-
eted amounts.

Accuracy of Reporting

Earnings analysis also involves ng the accu-
racy and adequacy of the related organization’s
financial reports and records. Accurate reporting
by the related organization is necessary to effec-
tively monitor and evaluate the entity’ s operations,
financia condition, and effect on the parent thrift.
Guidance relevant to the review of financia state-
ments and accuracy of reporting practicesis
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detailed in several Handbook sections (Section
410, Financial Records and Reports, Section 430,
Operations Analysis). The OTS' reporting stan-
dards are detailed in the TFR Instruction Manual.

The discussion of the different types of related or-
gani zations addresses the regulatory and GAAP
standards for reporting a thrift’s investment in re-
lated organizations. Additionally, the regulator
should verify that the thrift’ s investment in its sub-
sidiariesis accurately reported in the calculation of
OTS capital requirements. For purposes of the
OTS Capital Rule (Part 567) and Schedule CCR
(Consolidated Capita Requirement), a subsidiary
is either “includable’ or “nonincludable.” The fol-
lowing is provided to highlight the distinctions
between includable and nonincludable subsidiaries.
For purposes of verifying the accuracy of Schedule
CCR, the regulator should refer to Handbook Sec-
tion 120, Capita Adequacy, the TFR Instruction
Manual, and 12 CFR Part 567, the OTS Capital
Rule.

Includable Subsidiaries
Includable subsidiaries are those that are;

¥ engaged solely in activities permissible for
anationa bank;

¥ engaged in activities not permissible for a
national bank, but solely as agent;

¥ engaged solely in mortgage banking activi-
ties;

¥ an insured depository institution or a hold-
ing company whose sole investment is an
insured depository ingtitution (acquired di-
rectly or indirectly by the thrift before May
1, 1989); or

¥ asubsidiary of afederal thrift existing as
such on August 9, 1989, and was either
previoudy chartered by a state savings
bank prior to October 15, 1982, or ac-
quired its principa assets from a state
savings bank prior to this date.

Includable subsidiaries that are consolidated under
GAAP are consolidated with the parent thrift for
purposes of the capital standards. The subsidiary’s
assets are risk weighted in the same manner asthe

parent thrift’s assets. When a thrift has an owner-
ship interest in an includable subsidiary that is not
consolidated under GAAP, the consolidation is
prorated for purposes of calculating tangible assets
(defined under § 567.1), but not for regulatory

capital.

Nonincludable Subsidiaries

In genera, these subsidiaries are engaged in ac-
tivities that are impermissible for national
banks. Section 567.9 (Capital Requirement) re-
quiresthat a thrift’sinvestmentsin (and loans
to) nonincludable subsidiaries, made after April
12, 1989, be excluded from assets and capital,
unless grandfathered.

Grandfathering provisions for subsidiaries en-
gaging in impermissible activities, prior to April
12, 1989, are detailed in Part 567, OTS Capital
Rule, and the TFR Instruction Manual. These
provisions provide a transition period during
which thrifts must exclude from assets and
regulatory capital an increasing percentage of
their investments in (and loans to) noninclud-
able subsidiaries. By July 1994, al investments
in nonincludable subsidiaries must be excluded
from assets and regulatory capital unless OTS
prior approva is obtained to include the appro-
priate percentage of investment in certain real
estate subsidiaries for a period after July 1994,
but not to extend beyond June 1996. Thus, any
investments in nonincludable real estate sub-
sidiaries must be excluded from the thrift’s
assets and capital after July 1, 1996.

In addition to determining the overall financia
condition of the related organization, the opera-
tions analysis can be an important source of
information for the compliance review. The
analysis should be particularly useful in deter-
mining whether the related organization’s actual
activities and operations are consistent with
representations made to the OTS through the
notification or application process, financia
statements and other documents filed with the
oTS.

Compliance With Regulatory Requirements

The purpose of the compliance review is to deter-
mine whether arelated organizationisin

Office of Thrift Supervision

January 1994

Regulatory Handbook 730.19



SECTION: Related Organizations

Section 730

compliance with relevant statutes, regulations and
OTS agreements. Compliance encompasses the en-
tire body of regulations with which related
organizations must comply. Primarily, the regula-
tor must determine whether the related
organization:

was established or acquired in accordance with
applicable regulations and related policies,

engages in only those activities or businesses
that are authorized by law, regulation, or other
authority (i.e., OTS or FDIC approva); and

conducts activities or businesses in accordance
with pertinent requirements as set forth in the
regulations (including consumer regulations),
policy statements, and OTS agreements.

The regulator should refer to the individual discus-
sions on specific types of related organizations and
their permissible activities. Thiswill provide an
understanding of the relevant regulatory require-
ments and additional issues to consider when
conducting the compliance review.

Additional Regulatory Concerns

There are additional concerns that could be re-
vealed in any one of the four areas of the related
organization review. These include the existence of
conflicts of interest and the failure to maintain
separate corporate identities. These concerns are
addressed in § 571.7 (Conflicts of Interest) and 88
563.37 and 571.21 (Maintenance of Separate Cor-
porate Identities). In addition, the OTS may
address related supervisory concerns through its
broader authority to prohibit unsafe and unsound
practices.

Conflict of Interest Considerations

Conflicts of interest occur when the interests of an
association clash with the personal interests of in-
dividuals or the business interests of entities
associated with the thrift. Section 571.7 describes
conflicts of interest as conflicts between the finan-
cia interests and soundness of thrifts and the
personal financial interests of directors, officers,
and other controlling persons, their families and
their business interests.

Conflicts of interest frequently occur through re-
lated organizations for several reasons, including:

related organizations typically receive less scru-
tiny from outside auditors and boards of
directors than the parent thrift;

recordkeeping can be incomplete and auditors
and directors may hold related organizations to
alower recordkeeping standard (i.e., in terms of
documentation, disclosure of transactions,
board of directors minutes) than the parent
thrift; and

complex organizational relationships (i.e.,
multi-tier subsidiaries) between the thrift and its
subsidiaries make transactions difficult to iden-
tify.

Conflict of Interest Policy

Although it is not aregulatory requirement, thrifts
and their related organizations should develop a
policy on conflicts of interest and a code of con-
duct for their officers and other employees. The
existence of such a policy is particularly important
if astrong potential for conflict exists (i.e., the
thrift is owned or controlled by areal estate devel-
oper). Regulators can identify conflict of interest
policies through written policies, board minutes,
and interviews with management of the thrift or re-
lated organization. The mere existence of a conflict
of interest policy does not, however, prevent con-
flicts of interest.

Indications of Abuse

Determining the existence of conflicts of interest is
an important aspect of the related organization ex-
amination. Certain red flags that suggest potential
conflicts of interest include: recordkeeping defi-
ciencies; evidence of concealment of insders
interests in certain transactions; frequent changes
in auditors and legal counsel; frequent appearance
of insders names on suspense item listings; and
expense accounts with expenditures that do not
correspond to services rendered.
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Regulatory Prohibitions

In addition to identifying specific abuses, the regu-
lator should be familiar with the following
regulations:

Usurpation of Corporate Opportunity (8

571.9): One common and often subtle type of
conflict of interest is usurpation of corporate
opportunity. It is a breach of duty for an officer
or director of athrift to take advantage of a
business opportunity for his or another person’s
persona benefit when the opportunity iswithin
the corporate powers of the thrift or its subsidi-
ary.

The opportunity must also be of present and
practical benefit to the thrift. Examples of
usurpation of corporate opportunity by direc-
tors and officersinclude: (1) purchasing real
estate from arelated organization at a below
market price, or (2) engaging in business activi-
ties authorized for the parent thrift.

Additionally, § 571.9 stipulates that the thrift or
its related organization is entitled to any benefit
that arises from usurpation of corporate oppor-
tunity. The person or entity involved isaso
exposed to liability in this regard.

Tie-in Prohibition (8§ 563.35(a)): An association
or its subsidiary may not grant loans on the
prior condition that borrowers contract with
any specific company for:

% insurance Services,

% building materials or construction services;
Y, legal services,

¥ real estate agent or broker services; or

¥ redl estate property management services.

[Note: See 12 USC § 1464(5)(q), Tying Ar-
rangements.)

Restrictions on Loan Procurement Fees, Kick-
backs and Unearned Fees (§ 563.40): Directors,
officers, or controlling persons of the parent
thrift, their immediate family members, and

their business interests, as defined in the regula-
tion, are prohibited from receiving fees or other
compensation in connection with the procure-
ment of loans.

Loans by Thriftsto their Executive Officers,
Directors and Principal Shareholders (8
563.43): The insiders of athrift or its related
organi zations are subject to the restrictions con-
tained in the Federal Reserve Board's
Regulation O, 12 CFR § 215. Thisregulation
governs extensions of credit by athrift, or its
subsidiary, to executive officers, directors,
principal shareholders and their related inter-
ests.

Loans and other Transactions with Affiliates (8
563.41 and 8 563.42): These regulations place
guantitative and qualitative restrictions on loans
or certain other transactions entered into by the
thrift or its subsidiaries with non-subsidiary af-
filiates. (Refer to Section 400 of the Holding
Companies Handbook for a detailed discussion
on transactions with affiliates.)

OTSrecognizes that it isimpractical to identify
every practice or condition that constitutes a con-
flict of interest. The absence of specific prohibition
does not, however, imply tacit approval or permis-
sion of conflicts. (Refer to Handbook Sections
330, Management Assessment, and 360,
Fraud/Insider Abuse, for additional information on
conflict of interest considerations.)

Maintaining Separate Corporate Identities

In examining arelated organization, the regulator
must ensure that the parent thrift and its related
organization maintain separate corporate identities.
A separate corporate identity distinguishes the ac-
tivities of the subsidiary from those of the parent
thrift in a visible and obvious manner. Corporate
separation protects the parent thrift from the debts
and other liabilities of its related organizations.
Based on this protection, litigation involving the
subsidiary may not result in legd liability to the
parent thrift. The parent thrift can lose this protec-
tion if acourt of law finds that corporate
separation has not been maintained.

At all times, a parent thrift should ensure that the
separate corporate existence of its related organi-
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zations is maintained. To facilitate the regulator’s
review of this area, a request should be made for a
written representation (or legal opinion from the
parent thrift) that it and the subsidiary conform to
the OTS policy on maintenance of separate corpo-
rate identities in 88 563.37 and 571.21.

Legal Status of Review

The regulator’ s review of corporate separability
could be used as evidence in a court of law. Since
the legal definition of separate corporate existence
varies from state to state, the regulator should be
aware of local precedent. Considerable legal exper-
tise, familiarity with recent court cases, and
knowledge of the state’ s law are required to reach
alegal opinion on corporate separability. There-
fore, the regulator should not reach a conclusion
that the entities are not separate, but should focus
on whether specific guidelines have been met and
identify conditions that could give rise to a court
finding that separate corporate identities are not
maintained. If such an adverse finding is made, su-
pervisory action should be taken to minimize or
negate the effect on the parent thrift and the insur-
ance fund.

Regulatory Standards

Section 571.21 contains five guidelines that pro-
vide a minimum standard for the maintenance of
separate corporate identities including:

The thrift and its related organizations should
operate without intermingling their respective
busi ness transactions and keep separate ac-
counts and records;

Note: Each related organization should maintain
its own separate records that reflect only the
transactions of that entity. Neither the subsidi-
ary nor the parent thrift should have access to
each other’ sfiles. For example, an insurance
subsidiary should not have access to the ap-
praisalsin the loan files of the parent thrift.

Additionally, written management agreements
between the subsidiary and the parent should
specify the types of services that the parent is
providing for its subsidiary and the specific
costs of the services (such costs should be
reasonable).

It is aso noted that the bonding of an associa-
tion and its wholly owned subsidiary in asingle
bond would nat, in itself, compromise the sepa-
rate corporate existences of the two entities.
Further, related organizations may originate
loans in the name of the parent provided the ap-
proval processis conducted by the parent thrift.

The parent thrift and the subsidiary should ob-
serve separate corporate procedures;

Note: Each corporation should have a separate
board of directors and should maintain separate
minutes of board meetings that clearly identify
and distinguish between the activities of each
entity.

Each related organization should be adequately
capitalized with sufficient funds to operate as a
viable business;

Each subsidiary should be held out to the public
as a separate corporation (mandatory under §
563.37); and

Note: For example, asubsidiary’ s office space
should be clearly separate from that of its par-
ent. All lease or rental contracts should reflect
this separation. The name of the subsidiary
should be sufficiently displayed on signs, doors,
and letterheads to clearly identify the separate
corporation. Advertising in mailings, newspa-
pers, and other media should communicate that
the related organization is providing the service
and not the thrift. In-branch promotional mate-
rials should be displayed or distributed where
the subsidiary’ s activities are conducted, and
not where banking activities occur (i.e., teller
windows, loan desks). There should not, for ex-
ample, be any confusion as to whether the
related organization’s products and services are
FDIC-insured. (Refer to TB 23-2 for a discus-
sion of investment product sales activity
conducted on the thrift’ s premises.)

The parent thrift should not excessively domi-
nate its subsidiary.

Assessing the Effect of Noncompliance

Consderations relating to the failure to maintain
separate corporate identities include:
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Piercing the Corporate Vel

Generally, a shareholder of a corporation is not li-
able for the debts of the corporation unless the
shareholder guarantees an obligation of the corpo-
ration. A shareholder’ sliability islimited to the
amount paid for the stock. In certain cases, how-
ever, acourt may determine that a shareholder is
liable for the debts of the corporation. This deter-
mination is due to “piercing the corporate veil,”
such that the shareholder and the corporation are
recognized by a court as one entity.

Although courts do not normally determine that the
corporate veil has been pierced where separate
corporate entities exist, there have been rare in-
stances of such rulings. Therefore, the related
organization should be structured and operated so
as to prevent creditors of an insolvent subsidiary
from abtaining a court decision holding a parent
thrift liable for the debts of the subsidiary. The
corporate veil is most likely to be deemed pierced
by a court when the parent thrift initially capital-
izes arelated organization in a grosdy inadequate
amount for the type of business to be conducted
and the operations of a subsidiary are conducted as
an operation of the parent thrift rather than asa
separate and distinct entity.

Potential Litigation

Actua or pending litigation concerning corporate
separation could have a significant effect on the fi-
nancia position of the parent thrift. When
corporate separation is not maintained, the parent
thrift could become liable for damages awarded or
alleged in litigation againgt the related organiza-
tion. Where a court finds that the corporate vell
has been pierced, damages that are beyond the re-
lated organization’s and parent thrift's ability to
pay may result in losses to the insurance fund.

The existence of past or pending litigation against
the thrift concerning corporate separation should
be determined by reviewing attorney letters, board
minutes, and audit reports. Additional information
on litigation should be obtained through a discus-
sion with management. The actual and potential
costs to the insured thrift should be identified using
these primary sources: records of the parent thrift

and its subsidiary; appraisals; and attorney letters
to regulators, the thrift, or the related organization.

The process by which the total potential costs are
estimated should be carefully explained and docu-
mented. Any actual losses should be properly
accounted for in the parent thrift's financial re-
cords. If the actual or potential losses are
significant, consideration should be given to sub-
mitting an interim report in accordance with
policies and procedures of the regional office.

Documenting Examination Findings

Asdetailed in this Section, the related organiza-
tion’s practices, activities, and financia condition,
will generally determine the scope of review. An
understanding of the distinctions between related
organizations and the risk-focused review of these
entities provide a framework for formulating con-
clusions regarding the degree of risk presented to
the parent thrift.

The regulators conclusions should be documented
in the parent thrift's ROE aong with supporting
data. The ROE contains a supplemental page titled
Related Organizations. Mgjor issues identified dur-
ing the organization's examination should be noted
on the Examination Conclusion and Comments
page of the parent thrift’s ROE with areference to
specific comments and conclusions included in the
supplementary page.

The risk-focused approach to documenting the re-
lated organization review differs from the
comprehensive approach employed for thrift ex-
aminations (See Handbook Section 070, Overall
Conclusions). The conclusions pertaining to the re-
lated organization’s operations should primarily be
limited to addressing the degree of risk presented to
the parent thrift. The regulators’ conclusions
should be based on information set forth in self-
contained work papers that clearly state the pur-
pose of a particular area of review. (For guidance
on completing work papers, see Handbook Section
011, Program Use)

After the comments and report papers are pre-
pared, related organizations are assigned a
subfactor rating based on the combined risk that
they pose to the parent thrift. The rating is based
on the numerical scale of the CAMELS system (re-
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fer to Handbook Section 071, CAMEL S Ratings)
and isincluded under the earnings section of the
ROE. The subfactor rating should reflect the con-
clusions drawn by the regulators with regard to the
risks posed by the related organizations' opera-
tions. (For adetailed discussion of the thrift
examination process, see the Handbook Chapter on
Administration. This chapter addresses the use of
this Handbook, discussions with management,
conduct of Agency personnel and so forth.)
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