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DEFINITIONS AND AUTHORITIES 
  
Sections 23A and 23B of the Federal Reserve Act (FR 
Act), as applied by the Federal banking agencies under 
various Federal banking statutes, govern transactions 
between banks and affiliated business organizations.  The 
Gramm-Leach-Bliley Act (GLBA) amended many laws 
governing the affiliation of banks and other financial 
service providers.  Among other laws, the GLBA amended 
the Banking Act of 1933, the Bank Holding Company Act 
of 1956, (BHC Act), the Interstate Banking and Branching 
Efficiency Act of 1994, the Investment Company Act of 
1940, the Investment Advisers Act of 1940, the Securities 
Exchange Act of 1934, the International Banking Act of 
1978, the FR Act, the Federal Deposit Insurance Act (FDI 
Act), and the Home Owners’ Loan Act.  
 
Section 18(j) of the FDI Act extends the provisions of 
Sections 23A and 23B of the FR Act to state nonmember 
banks.  Section 23A regulates transactions between a bank 
and its "affiliates,” as that term is specifically defined in 
Section 23A.  Section 23B of the FR Act was enacted as 
part of the Competitive Equality Banking Act of 1987 to 
expand the range of restrictions on transactions with 
affiliates.  Section 10(b)(4) of the FDI Act authorizes 
FDIC examiners in the course of examining insured banks 
“to make such examinations of the affairs of any affiliate of 
any depository institution as may be necessary to disclose 
fully --- (i) the relationship between such depository 
institution and any such affiliate; and (ii) the effect of such 
relationship on the depository institution.”  “Affiliate” is 
defined in Section 3(w)(6) of the FDI Act as having the 
same meaning as the definition of that term in Section 2(k) 
of the BHC Act. 
   
FDIC’s enforcement authority also extends to certain 
parents and affiliates which are not bank holding 
companies.  Section 3(u) of the FDI Act defines 
“institution affiliated parties” to include the controlling 
stockholder of an insured depository institution, or any 
shareholder or person who participates in the conduct of 
the affairs of an insured depository institution, or any 
independent contractor who participates in certain acts 
which cause significant adverse affect on an insured 
depository institution.  This would include the parent 
companies of Industrial Loan Companies and other “non-
bank” charters.  Under Section 8(b) of the FDI Act, the 
FDIC can issue Orders against institution affiliated parties. 
 
This section of the Manual discusses affiliates and 
subsidiaries, including the restrictions on transactions 
between affiliates and insured banks, exceptions to those 
restrictions, and the examination authority of the FDIC 
with respect to affiliates of nonmember insured banks.  It 

also discusses the major provisions of the GLBA as 
affecting such transactions and the statutory implications 
for the FDIC examination process. 
 
  
GRAMM-LEACH-BLILEY ACT (GLBA) 
  
The passage of the GLBA significantly expanded the 
powers of bank subsidiaries of bank holding companies to 
engage in “financial activities,” including offering 
insurance and securities products.  The GLBA added 
Section 46 of the FDI Act that prescribes the circumstances 
in which an insured state bank may engage in financial 
activities as principal that may be conducted by a national 
bank only through a financial subsidiary.  The GLBA also 
repealed the restrictions on banks affiliating with securities 
firms which were contained in Section 20 of the Glass-
Steagall Act and repealed the prohibition on interlocking 
directors between banks and securities firms contained in 
Section 32. 
  
Financial Holding Company 
  
The GLBA authorizes the organization of a “financial 
holding company” (FHC) under Section 4 of the BHC Act.  
A FHC can engage in any activity, and may acquire shares 
of any company engaged in any activity, that the Board of 
Governors of the Federal Reserve System (the FRB) 
determines to be either financial in nature or incidental to 
such financial activity, or complementary to a financial 
activity and does not pose a substantial risk to the safety or 
soundness of depository institutions or the financial system 
generally. 
  
The GLBA identifies some specific activities which are 
determined to meet this test and prescribes a consultative 
process involving the shared input of both the FRB and the 
Secretary of the Treasury for future definition of activities 
determined to meet the test. 
  
Section 4(k)(4) of the BHC Act identifies a list of specif
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company are deemed to be controlled by the company.  
Refer to FRB Regulation Y, Section 225.2 for further 
clarification.  
  
There is also a rebuttable presumption of control if the 
FRB, as authorized, finds that a company directly or 
indirectly exercises a controlling influence over the 
management or policies of the bank or bank holding 
company. In order to establish guidelines implementing 
these sections of the BHC Act, the FRB has adopted the 
following presumptions of control that may be rebutted by 
the affected company: 
  
1. A company that owns, controls, or has power to vote 

more than 5 percent of the voting securities of a bank 
or bank holding company if; one or more of the 
company's directors, trustees or partners, or officers or 
employees with policy-making functions, serves in any 
of these capacities with the bank or holding company, 
and no other person owns, controls or has power to 
vote as much as 5 percent of any class of voting 
securities of the bank or bank holding company. 

2. A company that owns, controls or has power to vote 
more than 5 percent of any class of voting securities of 
a bank or bank holding company if; additional voting 
securities are owned, controlled or held with power to 
vote by individuals or members of their immediate 
families (spouse, children, grandchildren, parents or 
their ancestors, stepchildren or stepparents, all whether 
natural or adopted) who are directors, officers, trustees 
or partners of the company (or own directly or  
indirectly 25 percent or more of any class of voting 
 securities of the company) and such holdings  together 
with the company's holdings  aggregate 25 percent or 
more of any class of voting  securities of the bank or 
bank holding  company.  The presumption does not 
apply under (1) and (2) where securities are held in a 
fiduciary capacity and the company does not have sole 
discretionary authority to exercise the voting rights. 

3. A company that enters into any agreement or 
understanding with a bank or bank holding company 
(other than an investment advisory agreement), such as 
a management contract, pursuant to which the 
company or any of its subsidiaries exercises significant 
influence with respect to the general management or 
overall operations of the bank or bank holding 
company presumably controls such bank or bank 
holding company. 

4. A company that enters into an agreement or 
understanding under which the rights of a holder of 
voting securities of a bank or other company are 
restricted in any manner, presumably controls the 
shares involved unless the agreement; is a mutual 
agreement among shareholders granting each other a 
right of first refusal with respect to their shares, is 

incident to a bona fide loan transaction, or relates to 
restrictions on transferability  and continues only for 
such time as may  reasonably be necessary to obtain 
from  a Federal bank supervisory authority with  
respect to acquisition by the company of  such 
securities. 

5. A company that directly or indirectly owns securities 
that are convertible immediately at the option of the 
holder or owner into voting securities, presumably 
owns or controls the voting securities. 

   
 In addition to the foregoing, the FRB may, under its 
regulations, administratively determine that a company 
controls a bank or other company.  Congress has 
apparently established 5 percent as the benchmark for 
determining whether or not “control" exists and the FRB 
has to a great extent incorporated that benchmark into its 
regulations dealing with the rebuttable presumption of 
control.  Accordingly, under the BHC Act, there is a 
presumption that a company does not have control over a 
bank or other company if the company directly or 
indirectly owns, controls, or has the power to vote less than 
5 percent of the voting securities of such bank or other 
company.  Furthermore, a company does not have control 
of a bank or other company unless at the time in question 
that company directly or indirectly owned, controlled, or 
had power to vote 5 percent% or more of the voting 
securities of a bank or other company, or had already been 
found to have control by the FRB after notice and 
opportunity for hearing. 
   
 
PARENT COMPANIES WHICH ARE NOT  
BANK HOLDING COMPANIES   
 

The primary forms of insured bank whose parent company 
does not fall under the definition of Bank Holding 
Company (BHC) or Financial Institution Holding 
Company for the purposes of the Bank Holding Company 
Act (BHCA), are the Industrial Loan Company (ILC) and 
the Savings Bank.  Both of these insured entities are 
otherwise defined as banks under Section 3 of the FDI Act. 

ILCs are defined for the purposes of the BHCA exemption, 
Section 2c(2)(H), as “… an institution … which does not 
accept demand deposits … ; which has total assets of less 
than $100 million … or  ; which is not acquired by any 
company after the … enactment of the Competitive 
Equality Amendments of 1987; or is an institution which 
does not … engage in any activity in which it was not 
lawfully engaged as of March 5, 1987 …”  Savings Banks 
are defined in Section 3g of the FDI Act, and are 
essentially State Savings Banks.   
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The board of directors is responsible for hiring and 
retaining executive officers with the skills, integrity, 
knowledge and expertise appropriate to the nature and 
scope of their responsibilities.    Executive officers must 
have the ability to manage day-to-day operations to achieve 
the institution’s performance goals.  They should also 
possess the industry expertise to assess the institution’s 
current performance and condition and to help the board 
plan for the institution’s future. 
 
The board of directors is responsible for establishing and 
maintaining appropriate committees, and that written 
charters delineating each committee’s functions, 
responsibilities and membership qualifications have been 
adopted by the full board. 
 
The board of directors is responsible for ensuring that the 
insured depository institution maintains a separate 
corporate existence from its affiliates.  This separateness 
also pertains to the sound tenet that all financial and other 
pertinent records for the financial institution affiliate be 
accessible on location. 
  
Financial Considerations 
 
The holding company structure can provide its subsidiary 
bank strong financial support because of greater ability to 
attract and shift funds from excess capital areas to capital 
deficient areas.  The financial support can take the form of 
equity capital injections and/or the funding of loans and 
investments.  However, when the financial condition of the 
holding company or its nonbanking subsidiaries is tenuous, 
pressures can be exerted on the subsidiary banks.  In order 
to service its debt or provide support to another nonbank 
subsidiary, the holding company may place inordinate 
financial pressure on its subsidiary banks by any of the 
following methods: payment of excessive dividends; 
pressure subsidiary banks to invest in high risk assets to 
increase asset yields; purchase and/or trade its high quality 
assets for the other affiliate's lower quality assets; purchase 
of unnecessary services from affiliates; or payment of 
excessive management or other fees. 
  
Although no formal policy statement has been issued by 
the FDIC, it has long been the FDIC's position that 
management and other fees paid by subsidiary banks 
should have a direct relationship to the value of actual 
goods or services rendered based on reasonable costs 
consistent with current market values for such services.  
Bank files should contain adequate information to permit a 
determination as to what goods and services are being 
provided and on what basis they are being priced.  Charges 
should not be based on resources, deposits, or earnings of 
the bank.  In those instances when payments are large and 
are not or could not be justified on the basis of services 

received by the bank, a comment should be included in the 
Report of Examination. 
  
An additional method of upstreaming funds from a bank to 
its parent is through the remittance of income taxes to the 
parent that then files a consolidated income tax return.  
Due to timing differences arising from the use of different 
accounting methods for Reports of Condition and Income 
(Call Reports) and for income tax purposes, a portion of 
taxes reflected in Reports of Income and Condition will be 
deferred; however, in certain instances, banks are required 
to remit to the holding company the entire amount of 
income tax expense, both current and deferred.  The 
FDIC's Statement of Policy Income Tax Remittance by 
Banks to Holding Company Affiliates, indicates past 
transfers of this kind shall be restated on the bank's books 
and future tax transfers shall only include the current 
portion of income tax expense. 
  
Even when the holding company is financially sound, 
supervisory concerns may arise as the parent issues 
long-term debt to fund equity capital in the subsidiaries.  
Although this capital raising activity, known as "double 
leveraging," does increase equity capital in the subsidiary, 
too much debt at the holding company level can generate 
pressure on the subsidiary to upstream additional 
dividends.  Since the holding company often services the 
debt with dividends from the lead bank, holding company 
debt service requirements which come to exceed historical 
dividend payment ratios may place undue earnings 
pressure on the bank.  Should dividends be insufficient, the 
holding company may attempt to create other means of 
generating cash, such as charging the subsidiary for 
management and operating expenses.   
 
The double leverage ratio is the equity of the subsidiary, or 
in the case of multiple subsidiaries the combined equity of 
all the subsidiaries; divided by the equity of the holding 
company.  A holding company with a ratio of 100% or 
less, is not using double leverage.  The amount of double 
leverage a holding company can comfortably carry can 
depend on various factors; but analysis should center on 
the amount of earnings or cash flow which the subsidiaries, 
or the lead bank if the lead bank generates most of the 
combined company’s earnings, can upstream to the parent.  
Even holding companies with comparatively modest 
double leverage ratios can negatively affect the bank if the 
non-bank subsidiaries produce negative cash flow.  Other 
leverage ratios which attempt to isolate or incorporate 
different segments of the holding company’s capital 
structure (preferred stock or minority interests for example) 
can be useful for assessing more complex organizations. 
  
Fixed charge coverage is a ratio that measures the ability of 
the parent company to cover its interest expense.  The ratio 
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is computed by determining how many times the parent's 
total interest expense is "covered" by the net of parent 
operating income (excluding "equity in undistributed 
earnings") less parent operating expenses other than 
interest and taxes.  Interest expense is defined to include 
one- third of parent rental expense (if any), as though 
premises and equipment had been mortgaged rather than 
leased.  A bank holding company parent's position is 
generally considered comfortable if it shows a coverage 
ratio of 2 times or better.  A ratio of less than 1 points to a 
condition of cash flow deficit, without taking debt 
amortization or shareholder dividends into consideration.  
This ratio can be misleading if there is an abnormal 
dividend payout from subsidiaries, the major source of 
income to a parent.  If the payout of all subsidiaries is only 
20 percent (but could be 60 percent), the coverage ratio 
could be very low, perhaps well under 2 times.  
Conversely, if the payout of earnings is an unsustainable 
high 90 percent, the coverage ratio could temporarily 
appear adequate.  Therefore, it is essential to be aware of 
actual dividend payout from subsidiaries to the parent 
before final interpretation of this ratio. 
  
Cash flow match is a more severe test of parent cash 
availability to meet not only interest expenses, but also 
operating expenses, taxes, shareholder dividends, and debt 
maturities.  Cash "sources" are defined as all parent 
operating income plus tax credit (or minus taxes paid).  
Cash "uses" are defined as operating expenses (including 
interest), dividends to shareholders, and debt principal due 
in one year.  A coverage ratio of 1.10 "times" (i.e., cash 
sources are 110 percent of uses) is generally considered 
comfortable.  Many highly profitable, underleveraged 
BHCs reflect ratios of 1.20 times or better.  Ratios under 
1.00 need additional study, as the presumption is that cash 
flow is insufficient to maintain BHC credit, which bears 
upon the viability of the institution.  Like the fixed-charge 
coverage test, this ratio also needs adjustment to be 
interpreted in light of subsidiaries' dividend levels.  The 
amount of debt due in one year usually does not reflect a 
normalized amortization schedule, since balloon and bullet 
maturities create a year-to-year instability in the "amount 
due.”  If sufficient data were available, it would be more 
appropriate to arbitrarily introduce a "normalized" 
amortization schedule based on the average life of parent 
debt outstanding.  Finally, not all parent debt needs to be 
serviced from parent operating income.  Much of this debt 
is covered or matched by advances to profitable 
subsidiaries, so that servicing of principal is in essence 
automatic.  Therefore, a true cash flow test would apply 
only to "uncovered" parent debt and only the amortization 
of this portion needs to be normalized in the manner 
described. 
  

These cash flow measures are the best indicators of the 
financial support a parent company can provide to a 
subsidiary bank.  Asset size, capitalization, revenue or 
profitability; even relative to the size of the insured 
institution, are imperfect measures for gauging potential 
support. 
 
Other ratios that can be used when analyzing holding 
companies are included on the Relationship with Affiliates 
and Holding Companies page of the Report of 
Examination.  These ratios are generally available from the 
Uniform Bank Holding Company Performance Report.   
 
Economies of Scale 
 
The holding company structure can provide significant 
benefits from economies of scale in areas such as audit, 
and data processing services, etc. Effective review of the 
examination report by the holding company and 
implementation of recommendations contained therein 
should assist the FDIC in the supervision of subsidiary 
banks.   
 
Dual Employees 
 
These economies of scale could extend to the employees in 
the case of “dual employees” or those that perform 
essentially the same duties for a banking entity and the 
affiliated organization.  The use of dual-employees can be 
a cost-effective manner for leveraging in-house expertise 
or for employees that specialize in certain core 
competencies.  Nonetheless, the use of dual-employee 
arrangements may present increased risk to an insured 
banking entity if the institution, or its management, fails to 
adequately monitor the hiring, training, activities, 
reporting, or expertise of dual-employees. 
 
Any dual officer or employee arrangements should be 
consistent with sound principles of corporate governance.  
All bank activities, including those performed by dual 
employees, should be subject to the authority of an 
independent board of directors.  Bank officers (whether 
they are dual employees or direct employees) must have 
sufficient expertise, authority, and information to act in the 
best interests of the insured institution at all times, under 
the direction of the board.  A comprehensive framework of 
policies, procedures, legal agreements, controls, and audit 
must be established to govern the activities of dual officers 
and employees.  A formal written employee sharing 
agreement should be established to define the employment 
relationship between the banking entity and affiliate.  The 
following factors should be addressed: 
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The principal purpose of Section 23A is to safeguard the 
resources of banks against misuse for the benefit of 
organizations under common control with the bank.  It was 
designed to prevent a bank from risking too large an 
amount in affiliated enterprises and to assure that 
extensions of credit to affiliates are properly 
collateralized.  Section 23A, therefore, regulates loans or 
extensions of credit to and investments in affiliates of an 
insured bank in two ways; first, by restricting the amount 
of such loans or extensions of credit and investments, and 
second, by requiring that the loans or extensions of credit 
meet certain standards as to collateral.  Four major types of 
affiliates are defined in Section 23A and these are 
discussed in the following paragraphs. 
  
Parent Holding Company and Its Subsidiaries 
 
The first type pertains to a parent holding company and its 
subsidiaries.  Any company that controls the bank (holding 
company) as well as any other company that is controlled 
by the company controlling the bank (sister subsidiary) is 
considered to be an affiliate of the bank under Section 
23A.  "Control" is defined as owning, controlling, or 
having the power to vote (directly or indirectly) 25 percent 
or more of any class of voting securities; or controlling in 
any manner the election of a majority of the directors or 
trustees.  The term "company" means a corporation, 
partnership, business trust, association, or similar 
organization.  These definitions are very similar, although 
not identical, to the definitions of "control" and "company" 
used in the BHC Act.  It is therefore possible to have a 
holding company-subsidiary relationship under the BHC 
Act that is not an affiliate relationship for the purposes of 
Section 23A.  Control relationships existing in certain 
types of trusts are an example. 
  
Section 23A grants an important exemption with respect to 
domestic banks that are affiliated under this definition.  
When a bank is 80 percent controlled by a holding 
company, its transactions with other banks which are also 
80 percent controlled by the same holding company are 
largely unrestricted.  The only restrictions which do apply 
are the general prohibitions against a bank purchasing 
low-quality assets from its affiliates (refer to "Restrictions 
on Covered Transactions with Affiliates" below for a 
definition of "low quality asset"), and a requirement that all 
transactions be consistent with safe and sound banking 
practices.  All restrictions and limitations set forth in 
Section 23A are, however, applicable to transactions by a 
bank with its parent holding company, its non-bank 
subsidiaries, and its bank subsidiaries that do not meet the 
80 percent exemption.  They also apply to an affiliated 
foreign bank even where the 80 percent test is met.  The 
rationale for the 80 percent ownership test is that it is the 

minimum ownership generally required for the preparation 
of consolidated Federal income tax returns. 
  
Bank Subsidiaries 
 
The second category consists of bank subsidiaries of a 
bank.  A domestic bank, which is controlled by another 
bank, is an affiliate of the controlling institution for the 
purposes of Section 23A.  Where such bank is, however, 
80 percent controlled, it is granted the same exemption 
described above relative to sister bank affiliates in a 
holding company organization.  Thus, the treatment of 
domestic bank affiliates is consistent whether the bank is 
affiliated through a holding company or by virtue of direct 
ownership or control. 
  
A different situation exists with respect to non-bank and 
foreign bank subsidiaries.  Directly owned subsidiaries of 
this type, whether majority or minority owned, are 
excluded from the definition of an affiliate for the purposes 
of Section 23A.  This is in contrast to the treatment of such 
firms when they are holding company subsidiaries.  As 
noted above, non-bank and foreign bank subsidiaries of a 
holding company are affiliates and are subject to the 
restrictions of Section 23A.  The rationale for this contrast 
in treatment is that non-bank subsidiaries, when majority 
owned by a bank, are really an integral part of the bank and 
transactions between the two should not normally be 
restricted. With respect to minority owned nonbank 
subsidiaries, it is noted that most banks are restricted in 
their ability to own stock and several of the more common 
types of nonbank subsidiaries (such as bank premises and 
safe deposit companies) are specifically exempted 
anyway.  While this rationale serves to mitigate concern for 
transactions with non-bank subsidiaries in many instances, 
situations may arise where a bank can be exposed to undue 
risk.  For instance, in some states banks may be able to 
conduct types of businesses through a non-bank subsidiary 
that would be prohibited to the bank itself.  While the 
bank's investment in such a company may be limited, there 
may be no restriction on the amount of loans that could be 
made to the affiliate to fund its operations.  Where 
evidence exists that a particular non-bank subsidiary 
should be brought under the restrictions of Section 23A, 
this can be accomplished by specific order or regulation.  
Any such recommendation should be forwarded to the 
Regional Office accompanied by supporting information.    
  
Interlocking Companies 
 
The third category of affiliates may be referred to as 
companies interlocked with a banking organization.  Any 
company that is interlocked with a bank or its holding 
company by virtue of common ownership or common 
directors is an affiliate of the bank for the purposes of 
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Section 23A.  Such interlocks will arise any time that 25 
percent or more of a company is owned, directly or 
indirectly, by or for the benefit of shareholders who have a 
direct or indirect ownership of 25 percent or more in either 
the bank or its parent holding company; or a majority of a 
company's board of directors also comprise a majority of 
the board of the bank or its parent holding company.  This 
definition may frequently be applicable to chains of 
one-bank holding companies that are interlocked by 
ownership or board membership at the holding company 
level.  Under this definition both the chain of holding 
companies and their subsidiary banks will be affiliates of a 
bank under examination if either of the above relevant 
criteria is met. 
  
Sponsored and Advised Affiliates 
 
The final category is comprised of sponsored and advised 
affiliates.  For the purposes of Section 23A, a company that 
is sponsored and advised on a contractual basis by a bank, 
or by any of the bank's subsidiaries or affiliates, is an 
affiliate of the bank.  Real estate investment trusts are an 
example of this type of affiliation. 
  
Any investment company that a bank or any of its 
subsidiaries or affiliates serves as an investment advisor is 
an affiliate of the bank.  An investment advisor is basically 
one who, pursuant to a contract, regularly furnishes advice 
with respect to the desirability of investing in, purchasing 
or selling securities, or is empowered to determine what 
securities shall be purchased or sold by the investment 
company.  The rationale for the inclusion of these two 
types of affiliations is that banks may, in order to protect 
their reputation or to forestall lawsuits alleging that bad 
advice was given, engage in less than arms length 
transactions.  By applying the provisions of Section 23A to 
such situations, a bank's potential exposure to loss can be 
controlled. 
  
Additional Considerations 
 
In addition to the four categories of affiliates defined 
above, Section 23A also gives to the Board of Governors 
of the Federal Reserve System considerable latitude in 
defining which companies are or are not affiliated.  This 
can be accomplished in three ways: 
  
1. The Board of Governors may determine that "control" 

exists in individual situations not coming within the 
control definition of the FR Act after giving notice of 
and opportunity for a hearing.  For example, the FRB 
may determine that a company owning less than 25 
percent of a bank's stock nonetheless exercises control 
over the bank and is therefore an affiliate. 

2. The Board of Governors may also determine that an 
affiliate relationship exists in specific instances by 
order or regulation.  For instance, the FRB may 
determine that the relationship between an exempted 
subsidiary and its parent bank is such that the potential 
for abusive transactions exists.  The FRB may issue an 
order or regulation bringing transactions with such 
company under the provisions of Section 23A. 

3. The FRB also has the power to issue an order or 
regulation exempting specific types of transactions or 
affiliate relationships from the restrictions of Section 
23A, provided that it finds that such exemption is in 
the public interest and consistent with the purposes of 
the FR Act. 

  
Two final notes relating to the definition of affiliates under 
Section 23A concern "control" held in a trust capacity and 
companies acquired for debts previously contracted. 
  
The FR Act specifies that no company shall be deemed to 
own or control another company by virtue of its ownership 
of shares in a fiduciary capacity with two exceptions.  The 
first relates to affiliations arising out of the "Interlocking 
Companies" definition.  Under this definition a company is 
an affiliate under a trust relationship whereby a trustee 
controls 25 percent or more of the voting shares of a 
company for the benefit of shareholders who control 25 
percent or more of the voting shares of a bank or its 
holding company.  The other exception provides that 
ownership or control of one company by another through a 
business trust creates an affiliate relationship. 
  
With respect to the acquisition of control through debts 
previously contracted, the FR Act specifies that such 
companies are not affiliates for whatever period of time 
applicable State or Federal law or regulation permits the 
bank to hold such shares.  In the absence of any such law 
the holding period is two years from the date of acquisition 
upon a showing of good cause.  After the expiration of the 
allowable holding periods, such companies are deemed 
affiliates. 
  
Restrictions on "Covered Transactions" with 
Affiliates 
  
Section 23A (a)(1) permits a bank to engage in covered 
transactions with affiliates so long as the covered 
transactions do not exceed, in the aggregate; (1) 10 percent 
of the bank's capital stock and surplus with respect to a 
single affiliate; (The GLBA exempted transactions between 
banks and their financial subsidiaries from this 
requirement) and (2) 20 percent of capital and surplus with 
respect to all affiliates. (For this maximum percentage, the 
GLBA provides that a bank’s investment in a financial 
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Asset Quality 
   
The examiner should attempt to ascertain the quality of 
assets, review delinquency reports where appropriate, and 
evaluate bank management oversight with respect to the 
subsidiary and any policies in place to determine the extent 
of any loss.  
  
Funding and Liquidity 
   
A determination should be made of the types of funding 
necessary for the subsidiary's activities, the reliability of 
present funding, and the extent to which the subsidiary's 
activities are being funded by the bank.  An excessive 
reliance on any one source of funding may indicate future 
liquidity problems or undue reliance on the parent to 
provide funding. 
  
Adequacy of Capital 
   
To the extent possible, a determination of the adequacy of 
the subsidiary's capital should be made after reviewing 
asset quality, sources of funding, earnings, and 
management.  Capital levels should be compared to 
regulatory requirements or other standards considered 
appropriate for the type of business the subsidiary is 
engaged in.  This capital cushion is an important insulation 
to protect the bank from liabilities of the subsidiary. 
   
In reviewing the parent bank's capital adequacy, the bank's 
investment in its subsidiary should be deducted from both 
assets and capital.  This analysis will indicate the effect on 
the parent should the subsidiary become insolvent. 
   
Earnings 
   
The earnings stream of the subsidiary should be reviewed 
to determine if there is reliance on one time gains or if 
there is a failure to recognize losses on a timely basis.  Fees 
received from the bank, salary structure and overhead 
expenses should be reviewed to ensure that charges are in 
line with those that would be made to third parties. 
   
Management 
   
Daily management of the subsidiary should be structured 
so as not to create the presumption that the activities of the 
subsidiaries are in any way conducted by the bank.  
Advertising and any required disclosures should be 
reviewed to ensure that the public is not given the 
perception that subsidiary activities are guaranteed by the 
bank or insured by the FDIC.   
   

 Another important management consideration is 
“firewalls.”  The term "firewalls" is used to describe a 
concept of separation of responsibility for entities 
providing different services but which are commonly 
owned.  Firewalls generally include separate corporate 
formalities, management, employees, accounting, and 
policies.  Also, the operations of the subsidiary should be 
physically distinct from the operations of the insured 
institution.   Section 362.4(c)(2) of the FDIC Rules and 
Regulations is an example of a firewall construction 
designed to insulate the bank from liability of the 
subsidiary; compliance with Section 362.4(c)(2) should be 
reviewed where applicable. 
  
 
EXAMINATION AND INVESTIGATION 
OF UNAFFILIATED THIRD PARTY 
SERVICERS 
  
Situations occasionally arise where the safety and 
soundness of an insured depository institution is materially 
affected by transactions, contracts or business 
arrangements with parties that are not affiliated with the 
institution.  When such situations arise, it is necessary for 
the FDIC to examine the other side of the transaction.  The 
potential impact of these business relationships on the 
insured depository institution necessitates a complete 
understanding of the nature of the transaction and 
relationship and its effect on the insured institution.   
  
By statute, the FDIC has authority to obtain records of 
unaffiliated service providers and other counterparties 
relating to an insured financial institution.  Such authority 
is not unqualified but depends on particular facts and 
circumstances giving rise to inquiries by the FDIC.  
Several statutory provisions support this conclusion: 
Sections 10(b) and 10(c) of the FDI Act; Section 7(c) of 
the BSC Act; and Sections 3(w)(5) and (6) of the FDI Act.  
The information that the FDIC can obtain from an 
unaffiliated service provider or other counterparty is not 
limited to specific transactions with or relating to the 
insured depository institution but can extend to the 
financial books and records of the servicer or entity so long 
as such documents are needed in furtherance of an 
examination that relates to the affairs of an insured bank. 
  
It is important that examiners are aware of material 
transactions, service contracts, or other business 
arrangements that could have a material affect on an 
insured bank.  If it is concluded that information is needed 
from an unaffiliated service provider or other counterparty 
to the bank, then the examiner should consult with the 
Regional Office.  The Regional Office will assist the 
examiner in determining whether information is needed 
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from an unaffiliated service provider, and if so, in 
obtaining the appropriate information.  
 
Examination authority covering bank service corporations 
is set out in Section 7 of the BSC Act. 
 

 
                                                           
1  Qualified Thrift Lender test requires that at least 65% of 
the institution’s assets be qualified thrift investments, 
primarily residential mortgages and related investments. 
2 Generally, an ILC is excepted from the BHC Act if (A) it 
was chartered under a State law that on March 5, 1987 
required the ILC to have Federal deposit insurance, and 
(B) it meets at least one of the following conditions:  (1) 
the institution does not accept demand deposits, (2) the 
institution’s total assets are less than $100,000,000, or (3) 
control of the institution has not been acquired after August 
10, 1987.   
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