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For Nonfinancial Equity Investments

SUMMARY

The Federad Deposit Insurance Corporation, the Office of the Comptroller of the
Currency and the Federal Reserve Board have amended their capital guidelinesto establish
specid minimum capital requirements for equity investments' in nonfinancia companies. These
new capita requirements, which will apply to equity investments of banks and bank holding
companies, impose aseries of margina capital charges on covered equity investments that
increase with the level of abanking organization’s overal exposure to equity investments relative
to the organization’s Tier 1 capitd. The ruleis effective April 1, 2002.

PROVISIONS

Under the rule, equity investments are subject to a Tier 1 capital charge (for both risk-
based and leverage capitd purposes) that increases as the banking organization’s investment in
equity investments increases on the assumption that exposure to risk increases as the leve of
equity investments increases.

! “Equity investment” includes the purchase, acquisition, or retention of any equity instrument (common

stock, preferred stock, partnership interests, interested in limited liability companies, trust certificates and
warrants and call options), any equity feature of a debt instruction and any debt instrument that is
convertibleinto equity. Therule generally does not apply to investmentsin nonconvertible senior or
subordinated debt.
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The capitd charges that will be deducted in determining the amount of a banking organization's
Tier 1 capitd are:

8 percent on the portion of anonfinancid equity investment portfolio that represents up
to 15 percent of the organization’s Tier 1 capita

12 percent on the portion of nonfinancid equity investment portfolio thet is at least 15
percent (but less than 25 percent) of Tier 1 capita

25 percent on the portion of nonfinancia equity investment portfolio that exceeds 25%
of Tier 1 capitd.

The agencies view these capitd requirements as minimum capitd levels and reserve the
right to impose a higher capitd charge if warranted by the risks associated with a banking
organization’ s investments.

The charges imposad by the rule apply to investments in nonfinancia companies held
under the merchant bank authority granted to bank holding companies by the Gramm-Leach-
Bliley Act, and by banking organizations under the portfolio investment provisons of Regulation
K and under the provisons of section 4(c) of the Bank Holding Company (“BHC”) Act. The
charges dso goply to investments made by bank holding companies or banks through small
business investment companies (SBICs) or under section 24 of the Federd Depost Insurance
Act.

Exempt from these Tier 1 capitd charges are individua investments made by banking
organizations prior to March 13, 2000 and investments made through SBICs unless the amount
of these investments exceeds 15 percent of Tier 1 capitd. Also exempt fromtheruleare: 1)
investments made in acommunity devel opment corporation to promote the public welfare; 2)
securities that are acquired in satisfaction of adebt previoudy contracted; 3) unexercised
warrants acquired by a bank as additional congderation for making aloan; 4) equity
investments made under section 4(k) of the BHC Act by an insurance underwriting ffiliate of a
financid holding company; and 5) investments made by afinancid holding company under the
“complementary” investment authority of section 4(k)(1)(B) of the BHC Act.

The aggregate investment review thresholds that currently apply to the merchant banking
investments of financid holding companies will expire automaticaly on April 1, 2002.

A copy of thefind rule can be found at http://www.schwartzandba len.com/WhatsNew.htm.

If you have any questions concerning this find rule, please cal Gilbert Schwartz, Robert
Balen or Tom Fox at (202) 776-0700.



