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1 The risk-based capital guidelines for bank 
holding companies state that bank holding 
company debt must be subordinated to all 
senior indebtedness of the company. To meet 
this requirement, the debt should be subordi-
nated to all general creditors. 

2 The ‘‘average maturity’’ of an obligation 
or issue repayable in scheduled periodic pay-
ments shall be the weighted average of the 
maturities of all such scheduled payments. 

§ 250.166 Treatment of mandatory con-
vertible debt and subordinated 
notes of state member banks and 
bank holding companies as ‘‘cap-
ital’’. 

(a) General. Under the Board’s risk- 
based capital guidelines, state member 
banks and bank holding companies 
may include in Tier 2 capital subordi-
nated debt and mandatory convertible 
debt that meets certain criteria. The 
purpose of this interpretation is to 
clarify these criteria. This interpreta-
tion should be read with those guide-
lines, particularly with paragraphs II.c. 
through II.e. of appendix A of 12 CFR 
part 208 if the issuer is a state member 
bank and with paragraphs II.A.2.c. and 
II.A.2.d. of appendix A of 12 CFR part 
225 if the issuer is a bank holding com-
pany. 

(b) Criteria for subordinated debt in-
cluded in capital—(1) Characteristics. To 
be included in Tier 2 capital under the 
Board’s risk-based capital guidelines 
for state member banks and bank hold-
ing companies, subordinated debt must 
be subordinated in right of payment to 
the claims of the issuer’s general credi-
tors 1 and, for banks, to the claims of 
depositors as well; must be unsecured; 
must state clearly on its face that it is 
not a deposit and is not insured by a 
federal agency; must have a minimum 
average maturity of five years; 2 must 
not contain provisions that permit 
debtholders to accelerate payment of 
principal prior to maturity except in 
the event of bankruptcy of or the ap-
pointment of a receiver for the issuing 
organization; must not contain or be 
covered by any covenants, terms, or re-
strictions that are inconsistent with 
safe and sound banking practice; and 
must not be credit sensitive. 

(2) Acceleration clauses—(i) In order to 
be included in Tier 2 capital, the ap-
pendices provide that subordinated 
debt instruments must have an origi-

nal weighted average maturity of at 
least five years. For this purpose, ma-
turity is defined as the earliest possible 
date on which the holder can put the 
instrument back to the issuing bank-
ing organization. Since acceleration 
clauses permit the holder to put the 
debt back upon the occurrence of cer-
tain events, which could happen at any 
time after the instrument is issued, 
subordinated debt that includes provi-
sions permitting acceleration upon 
events other than bankruptcy or reor-
ganization under Chapters 7 (Liquida-
tion) and 11 (Reorganization) of the 
Bankruptcy Code, in the case of a bank 
holding company, or insolvency—i.e., 
the appointment of a receiver—in the 
case of a state member bank, does not 
qualify for inclusion in Tier 2 capital. 

(ii) Further, subordinated debt whose 
terms provide for acceleration upon the 
occurrence of events other than bank-
ruptcy or the appointment of a receiver 
does not qualify as Tier 2 capital. For 
example, the terms of some subordi-
nated debt issues would permit debt-
holders to accelerate repayment if the 
issuer failed to pay principal or inter-
est on the subordinated debt issue 
when due (or within a certain time-
frame after the due date), failed to 
make mandatory sinking fund deposits, 
defaulted on any other debt, failed to 
honor covenants, or if an institution 
affiliated with the issuer entered into 
bankruptcy or receivership. Some 
banking organizations have also issued, 
or proposed to issue, subordinated debt 
that would allow debtholders to accel-
erate repayment if, for example, the 
banking organization failed to main-
tain certain prescribed minimum cap-
ital ratios or rates of return, or if the 
amount of nonperforming assets or 
charge-offs of the banking organization 
exceeded a certain level. 

(iii) These and other similar accel-
eration clauses raise significant super-
visory concerns because repayment of 
the debt could be accelerated at a time 
when an organization may be experi-
encing financial difficulties. Accelera-
tion of the debt could restrict the abil-
ity of the organization to resolve its 
problems in the normal course of busi-
ness and could cause the organization 
involuntarily to enter into bankruptcy 
or receivership. Furthermore, since 
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3 This notice does not attempt to list or ad-
dress all clauses included in subordinated 
debt; rather, it is intended to give general 
supervisory guidance regarding the types of 
clauses that could raise supervisory con-
cerns. Issuers of subordinated debt may need 
to consult further with Federal Reserve staff 
about other subordinated debt provisions not 
specifically discussed above to determine 
whether such provisions are appropriate in a 
debt capital instrument. 

4 Although payments on debt whose inter-
est rate increases over time on the surface 
may not appear to be directly linked to the 
financial condition of the issuing organiza-
tion, such debt (sometimes referred to as ex-
panding or exploding rate debt) has a strong 
potential to be credit sensitive in substance. 
Organizations whose financial condition has 
strengthened are more likely to be able to 
refinance the debt at a rate lower than that 

Continued 

such acceleration clauses could allow 
the holders of subordinated debt to be 
paid ahead of general creditors or de-
positors, their inclusion in a debt issue 
throws into question whether the debt 
is, in fact, subordinated. 

(iv) Subordinated debt issues whose 
terms state that the debtholders may 
accelerate the repayment of principal 
only in the event of bankruptcy or re-
ceivership of the issuer do not permit 
the holders of the debt to be paid be-
fore general creditors or depositors and 
do not raise supervisory concerns be-
cause the acceleration does not occur 
until the institution has failed. Accord-
ingly, debt issues that permit accelera-
tion of principal only in the event of 
bankruptcy (liquidation or reorganiza-
tion) in the case of bank holding com-
panies and receivership in the case of 
banks may generally be classified as 
capital. 

(3) Provisions inconsistent with safe 
and sound banking practices—(i) The 
risk-based capital guidelines state that 
instruments included in capital may 
not contain or be covered by any cov-
enants, terms, or restrictions that are 
inconsistent with safe and sound bank-
ing practice. As a general matter, cap-
ital instruments should not contain 
terms that could adversely affect li-
quidity or unduly restrict manage-
ment’s flexibility to run the organiza-
tion, particularly in times of financial 
difficulty, or that could limit the regu-
lator’s ability to resolve problem bank 
situations. For example, some subordi-
nated debt includes covenants that 
would not allow the banking organiza-
tion to make additional secured or sen-
ior borrowings. Other covenants would 
prohibit a banking organization from 
disposing of a major subsidiary or un-
dergoing a change in control. Such cov-
enants could restrict the banking orga-
nization’s ability to raise funds to 
meet its liquidity needs. In addition, 
such terms or conditions limit the abil-
ity of bank supervisors to resolve prob-
lem bank situations through a change 
in control. 

(ii) Certain other provisions found in 
subordinated debt may provide protec-
tion to investors in subordinated debt 
without adversely affecting the overall 
benefits of the instrument to the orga-
nization. For example, some instru-

ments include covenants that may re-
quire the banking organization to: 

(A) Maintain an office or agency 
where securities may be presented, 

(B) Hold payments on the securities 
in trust, 

(C) Preserve the rights and franchises 
of the company, 

(D) Pay taxes and assessments before 
they become delinquent, 

(E) Provide an annual statement of 
compliance on whether the company 
has observed all conditions of the debt 
agreement, or 

(F) Maintain its properties in good 
condition. Such covenants, as long as 
they do not unduly restrict the activ-
ity of the banking organization, gen-
erally would be acceptable in quali-
fying subordinated debt, provided that 
failure to meet them does not give the 
holders of the debt the right to accel-
erate the debt. 3 

(4) Credit sensitive features. Credit sen-
sitive subordinated debt (including 
mandatory convertible securities) 
where payments are tied to the finan-
cial condition of the borrower gen-
erally do not qualify for inclusion in 
capital. Interest rate payments may be 
linked to the financial condition of an 
institution through various ways, such 
as through an auction rate mechanism, 
a preset schedule that either mandates 
interest rate increases as the credit 
rating of the institution declines or 
automatically increases them over the 
passage of time, 4 or that raises the in-
terest rate if payment is not made in a 
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mandated by the preset increase, whereas in-
stitutions whose condition has deteriorated 
are less likely to be able to do so. Moreover, 
just when these latter institutions would be 
in the most need of conserving capital, they 
would be under strong pressure to redeem 
the debt as an alternative to paying higher 
rates and, thus, would accelerate depletion 
of their resources. 

5 While such terms may be acceptable in 
perpetual preferred stock qualifying as Tier 
2 capital, it would be inconsistent with safe 
and sound banking practice to include debt 
with such terms in Tier 2 capital. The orga-
nization does not have the option, as it does 
with auction rate preferred stock issues, of 
eliminating the higher payments on the sub-
ordinated debt without going into default. 

6 Mandatory convertible debt is subordi-
nated debt that contains provisions commit-
ting the issuing organization to repay the 
principal from the proceeds of future equity 
issues. 

timely fashion. 5 As the financial condi-
tion of an organization declines, it is 
faced with higher and higher payments 
on its credit sensitive subordinated 
debt at a time when it most needs to 
conserve its resources. Thus, credit 
sensitive debt does not provide the sup-
port expected of a capital instrument 
to an institution whose financial condi-
tion is deteriorating; rather, the credit 
sensitive feature can accelerate deple-
tion of the institution’s resources and 
increase the likelihood of default on 
the debt. 

(c) Criteria for mandatory convertible 
debt included in capital. Mandatory con-
vertible debt included in capital must 
meet all the criteria cited above for 
subordinated debt with the exception 
of the minimum maturity require-
ment. 6 Since mandatory convertible 
debt eventually converts to an equity 
instrument, it has no minimum matu-
rity requirement. Such debt, however, 
is subject to a maximum maturity re-
quirement of 12 years. 

(d) Previously issued subordinated debt. 
Subordinated debt including manda-
tory convertible debt that has been 
issued prior to the date of this inter-
pretation and that contains provisions 
permitting acceleration for reasons 
other than bankruptcy or receivership 
of the issuing institution; includes 
other questionable terms or conditions; 
or that is credit sensitive will not 
automatically be excluded from cap-
ital. Rather, such debt will be consid-

ered on a case-by-case basis to deter-
mine whether it qualifies as Tier 2 cap-
ital. As a general matter, subordinated 
debt issued prior to the release of this 
interpretation and containing such 
provisions or features may qualify as 
Tier 2 capital so long as these terms: 

(1) have been commonly used by 
banking organizations, 

(2) do not provide an unreasonably 
high degree of protection to the holder 
in cases not involving bankruptcy or 
receivership, and 

(3) do not effectively allow the holder 
to stand ahead of the general creditors 
of the issuing institution in cases of 
bankruptcy or receivership. 

Subordinated debt containing provi-
sions that permit the holders of the 
debt to accelerate payment of principal 
when the banking organization begins 
to experience difficulties, for example, 
when it fails to meet certain financial 
ratios, such as capital ratios or rates of 
return, does not meet these three cri-
teria. Consequently, subordinated debt 
issued prior to the release of this inter-
pretation containing such provisions 
may not be included within Tier 2 cap-
ital. 

(e) Limitations on the amount of subor-
dinated debt in capital—(1) Basic limita-
tion. The amount of subordinated debt 
an institution may include in Tier 2 
capital is limited to 50 percent of the 
amount of the institution’s Tier 1 cap-
ital. The amount of a subordinated 
debt issue that may be included in Tier 
2 capital is discounted as it approaches 
maturity; one-fifth of the original 
amount of the instrument, less any re-
demptions, is excluded each year from 
Tier 2 capital during the last five years 
prior to maturity. If the instrument 
has a serial redemption feature such 
that, for example, half matures in 
seven years and half matures in ten 
years, the issuing organization should 
begin discounting the seven-year por-
tion after two years and the ten-year 
portion after five years. 

(2) Treatment of debt with dedicated 
proceeds. If a banking organization has 
issued common or preferred stock and 
dedicated the proceeds to the redemp-
tion of a mandatory convertible debt 
security, that portion of the security 
covered by the amount of the proceeds 
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7 Some agreements governing mandatory 
convertible debt issued prior to the risk- 
based capital guidelines provide that the 
bank may redeem the notes if they no longer 
count as primary capital as defined in appen-
dix B to Regulation Y. Such a provision does 

not obviate the requirement to receive Fed-
eral Reserve approval prior to redemption. 

so dedicated is considered to be ordi-
nary subordinated debt for capital pur-
poses, provided the proceeds are not 
placed in a sinking fund, trust fund, or 
similar segregated account or are not 
used in the interim for some other pur-
pose. Thus, dedicated portions of man-
datory convertible debt securities are 
subject, like other subordinated debt, 
to the 50 percent sublimit within Tier 2 
capital, as well as to discounting in the 
last five years of life. Undedicated por-
tions of mandatory convertible debt 
may be included in Tier 2 capital with-
out any sublimit and are not subject to 
discounting. 

(3) Treatment of debt with segregated 
funds. In some cases, the provisions in 
mandatory convertible debt issues may 
require the issuing banking organiza-
tion to set up a sinking fund, trust 
fund, or similar segregated account to 
hold the proceeds from the sale of eq-
uity securities dedicated to pay off the 
principal of the mandatory convertible 
debt at maturity. The portion of man-
datory convertibles covered by the 
amount of proceeds deposited in such a 
segregated fund is considered secured 
and, thus, may not be included in cap-
ital at all, let alone be treated as sub-
ordinated debt that is subject to the 50 
percent sublimit within Tier 2 capital. 
The maintenance of such separate seg-
regated funds for the redemption of 
mandatory convertible debt exceeds 
the requirements of appendix B to Reg-
ulation Y. Accordingly, if a banking or-
ganization, with the agreement of its 
debtholders, seeks Federal Reserve ap-
proval to eliminate such a fund, ap-
proval normally would be given unless 
supervisory concerns warrant other-
wise. 

(f) Redemption of subordinated debt 
prior to maturity—(1) By state member 
banks. State member banks must ob-
tain approval from the appropriate Re-
serve Bank prior to redeeming before 
maturity subordinated debt or manda-
tory convertible debt included in cap-
ital. 7 A Reserve Bank will not approve 

such early redemption unless it is sat-
isfied that the capital position of the 
bank will be adequate after the pro-
posed redemption. 

(2) By bank holding companies. While 
bank holding companies are not for-
mally required to obtain approval prior 
to redeeming subordinated debt, the 
risk-based capital guidelines state that 
bank holding companies should consult 
with the Federal Reserve before re-
deeming any capital instruments prior 
to stated maturity. This also applies to 
any redemption of mandatory convert-
ible debt with proceeds of an equity 
issuance that were dedicated to the re-
demption of that debt. Accordingly, a 
bank holding company should consult 
with its Reserve Bank prior to redeem-
ing subordinated debt or dedicated por-
tions of mandatory convertible debt in-
cluded in capital. A Reserve Bank gen-
erally will not acquiesce to such a re-
demption unless it is satisfied that the 
capital position of the bank holding 
company would be adequate after the 
proposed redemption. 

(3) Special concerns involving manda-
tory convertible debt. Consistent with 
appendix B to Regulation Y, bank hold-
ing companies wishing to redeem be-
fore maturity undedicated portions of 
mandatory convertible debt included in 
capital are required to receive prior 
Federal Reserve approval, unless the 
redemption is effected with the pro-
ceeds from the sale or common or per-
petual preferred stock. An organization 
planning to effect such a redemption 
with the proceeds from the sale of com-
mon or perpetual preferred stock is ad-
vised to consult informally with its Re-
serve Bank in order to avoid the possi-
bility of taking an action that could 
result in weakening its capital posi-
tion. A Reserve Bank will not approve 
the redemption of mandatory convert-
ible securities, or acquiesce in such a 
redemption effected with the sale of 
common or perpetual preferred stock, 
unless it is satisfied that the capital 
position of the bank holding company 
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8 The guidance contained in this paragraph 
applies to mandatory convertible debt issued 
prior to the risk-based capital guidelines 
that state that the banking organization 
may redeem the notes if they no longer 
count as primary capital as defined in appen-
dix B to Regulation Y. Such provisions do 
not obviate the need to consult with, or ob-
tain approval from, the Federal Reserve 
prior to redemption of the debt. 

will be satisfactory after the redemp-
tion. 8 

[57 FR 40598, Sept. 4, 1992] 

§ 250.180 Reports of changes in control 
of management. 

(a) Under a statute enacted Sep-
tember 12, 1964 (Pub. L. 88–593; 78 Stat. 
940) all insured banks are required to 
report promptly (1) changes in the out-
standing voting stock of the bank 
which will result in control or in a 
change in control of the bank and (2) 
any instances where the bank makes a 
loan or loans, secured, or to be secured, 
by 25 percent or more of the out-
standing voting stock of an insured 
bank. 

(b) Reports concerning changes in 
control of a State member bank are to 
be made by the president or other chief 
executive officer of the bank, and shall 
be submitted to the Federal Reserve 
Bank of its district. 

(c) Reports concerning loans by an 
insured bank on the stock of a State 
member bank are to be made by the 
president or other chief executive offi-
cer of the lending bank, and shall be 
submitted to the Federal Reserve Bank 
of the State member bank on the stock 
of which the loan was made. 

(d) Paragraphs 3 and 4 of this legisla-
tion specify the information required 
in the reports which, in cases involving 
State member banks, should be ad-
dressed to the Vice President in Charge 
of Examinations of the appropriate 
Federal Reserve Bank. 

(12 U.S.C. 1817) 

§ 250.181 Reports of change in control 
of bank management incident to a 
merger. 

(a) A State member bank has in-
quired whether Pub. L. 88–593 (78 Stat. 
940) requires reports of change in con-
trol of bank management in situations 

where the change occurs as an incident 
in a merger. 

(b) Under the Bank Merger Act of 
1960 (12 U.S.C. 1828(c)), no bank with 
Federal deposit insurance may merge 
or consolidate with, or acquire the as-
sets of, or assume the liability to pay 
deposits in, any other insured bank 
without prior approval of the appro-
priate Federal bank supervisory agen-
cy. Where the bank resulting from any 
such transaction is a State member 
bank, the Board of Governors is the 
agency that must pass on the trans-
action. In the course of consideration 
of such an application, the Board 
would, of necessity, acquire knowledge 
of any change in control of manage-
ment that might result. Information 
concerning any such change in control 
of management is supplied with each 
merger application and, in the cir-
cumstances, it is the view of the Board 
that the receipt of such information in 
connection with a merger application 
constitutes compliance with Pub. L. 
88–593. However, once a merger has 
been approved and completely effec-
tuated, the resulting bank would there-
after be subject to the reporting re-
quirements of Pub. L. 88–593. 

(12 U.S.C. 1817) 

§ 250.182 Terms defining competitive 
effects of proposed mergers. 

Under the Bank Merger Act (12 
U.S.C. 1828(c)), a Federal Banking agen-
cy receiving a merger application must 
request the views of the other two 
banking agencies and the Department 
of Justice on the competitive factors 
involved. Standard descriptive terms 
are used by the Board, the Federal De-
posit Insurance Corporation, and the 
Comptroller of the Currency. The 
terms and their definitions are as fol-
lows: 

(a) The term monopoly means that 
the proposed transaction must be dis-
approved in accordance with 12 U.S.C. 
1828(c)(5)(A). 

(b) The term substantially adverse 
means that the proposed transaction 
would have anticompetitive effects 
which preclude approval unless the 
anticompetitive effects are clearly out-
weighed in the public interest by the 
probable effect of the transaction in 
meeting the convenience and needs of 
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