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calendar year up to the date of declara-
tion. Particularly because the clear
Congressional purpose would otherwise
be largely defeated, it is concluded
that this is the correct interpretation
and that, consequently, the declaration
by the member State bank, without
the Board’s approval, of a dividend in
the amount of $20,000 would be in viola-
tion of the applicable statutes, since
the amount of that dividend would ex-
ceed ‘‘the total of (the bank’s) net prof-
its of that year combined with its re-
tained net profits of the preceding two
years.”’

(12 U.S.C. 60)

[33 FR 9866, July 10, 1968. Redesignated at 55
FR 52987, Dec. 26, 1990]

§208.128 Commodity- or equity-linked
transactions.

(a) State-chartered banks that are
members of the Federal Reserve Sys-
tem are required to obtain the approval
of the Board under Regulation H (Mem-
bership of State Banking Institutions
in the Federal Reserve System) before
permitting any change to be made in
the general character of their business
or in the scope of the corporate powers
they exercised at the time of admission
to membership. The Board has consid-
ered whether engaging in transactions
linked to commodity or equity security
prices or indices would represent a
change in the general character of the
business of a state member bank.

(b) Banking organizations have de-
veloped a number of commodity- or eq-
uity-linked transactions in which a
portion of the return is linked to the
price of a particular commodity or eq-
uity security or to an index of such
prices. These transactions have been
offered in a variety of forms, including
commodity-indexed deposits, loans,
debt issues, and derivative products,
such as forwards, options, and swaps.
In these transactions, the interest,
principal, or both, or payment streams
in the case of swaps, are linked to the
price of a commodity. In addition,
banks are also entering into exchange-
traded commodity or stock-index fu-
tures and options in order to hedge the
exposure inherent in these trans-
actions. These types of transactions
have been linked to a variety of com-
modities, including gold, oil, alu-
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minum, and copper, as well as individ-
ual securities and stock indices.

(c) With the exception of gold, silver,
and, in some cases, platinum, banks
are not empowered to purchase or hold
the commodities or equity securities
that underlie these transactions. Al-
though commodity-linked transactions
settle only in cash, they effectively ex-
pose banks to commodity or equity
market price risks. Thus, linking pay-
ments to commodities or equities may
present risks with which banks gen-
erally are not familiar, and the inabil-
ity of the bank to purchase the com-
modity or equity security to which a
transaction is linked may increase the
difficulty of hedging the exposure cre-
ated by such transactions.

(d) The Board has determined that
engaging in transactions linked to
commodities or securities that a state
member bank does not have the au-
thority to purchase and hold directly
should generally be considered a
change in the character of the bank’s
business unless the transactions are
entered into on a perfectly matched
basis.! State member banks that wish
to engage in commodity- or equity-
linked transactions that are considered
to be a change in the general character
of their business should obtain Board
approval before initiating these trans-
actions or, in the case of activities
commenced prior to the adoption of
this interpretation, to continue such
activities. Applications to continue
such activities should be submitted on
or before February 3, 1992.

(e) Transactions linked to securities
or monetary metals that a state mem-
ber bank is authorized to purchase and

1The term perfectly matched, as used in this
interpretation refers to transactions that are
entered into on a matched basis, that is, off-
setting transactions where the
counterparties for both transactions have
been found before the bank enters into either
transaction and the transactions are con-
summated on the same day. Offsetting trans-
actions include transactions that have a
price differential to provide the bank with
its usual and customary fee or commission
for its services. The exemption from prior
approval for perfectly matched transactions
would include mirror image equity swaps ex-
ecuted by a state member bank with any af-
filiate that is authorized under Regulation K
to engage in equity swaps.
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hold directly will not be considered to
be a change in the general nature of
the bank’s business, and approval will
not be required.2 Additionally, ap-
proval will not be required for a state
member bank to offer loan or deposit
contracts in which only the interest
portion of the return is linked to a
commodity or security even if the bank
is not authorized to hold the commod-
ity or security.

(f) Applications to engage in com-
modity-related activities should out-
line the types of transactions and scope
of activities that the bank plans to un-
dertake. The application also should
demonstrate that the bank has the ex-
pertise to engage in such transactions
and has developed adequate policies
and controls to govern the conduct of
these activities and to monitor the as-
sociated risks.

(g) Recent revisions to Regulation K
(International Banking Operations)
permit bank holding company subsidi-
aries, Edge and agreement corpora-
tions, and member banks to act as
principal or agent outside of the United
States in swap transactions, subject to
any limitations applicable to state
member banks under Regulation H.
Banking organizations that wish to en-
gage in swap transactions based on
commodities that the organizations do
not have the authority to purchase di-
rectly, therefore, must submit applica-
tions under Regulation K in order to
engage in such transactions. Because
Regulation K provides separate author-
ity to engage outside of the United
States in swap transactions based on
equity securities or indices, approval of
these transactions is not required.

[56 FR 63407, Dec. 4, 1991]

§208.129 Obligations concerning insti-
tutional customers.

(a) As a result of broadened authority
provided by the Government Securities
Act Amendments of 1993 (15 U.S.C. 780-
3 and 780-5), the Board is adopting sales
practice rules for the government secu-

2Gold and silver are the only commodities
that banks generally have authority to pur-
chase. In states where banks have authority
to deal in platinum, transactions linked to
platinum will not be considered a change in
the general nature of the business of a bank.

12 CFR Ch. I (1-1-98 Edition)

rities market, a market with a particu-
larly broad institutional component.
Accordingly, the Board believes it is
appropriate to provide further guidance
to banks on their suitability obliga-
tions when making recommendations
to institutional customers.

(b) The Board’s Suitability Rule,
§208.25(d), is fundamental to fair deal-
ing and is intended to promote ethical
sales practices and high standards of
professional conduct. Banks’ respon-
sibilities include having a reasonable
basis for recommending a particular
security or strategy, as well as having
reasonable grounds for believing the
recommendation is suitable for the
customer to whom it is made. Banks
are expected to meet the same high
standards of competence, professional-
ism, and good faith regardless of the fi-
nancial circumstances of the customer.

(¢) In recommending to a customer
the purchase, sale, or exchange of any
government security, the bank shall
have reasonable grounds for believing
that the recommendation is suitable
for the customer upon the basis of the
facts, if any, disclosed by the customer
as to the customer’s other security
holdings and financial situation and
needs.

(d) The interpretation in this section
concerns only the manner in which a
bank determines that a recommenda-
tion is suitable for a particular institu-
tional customer. The manner in which
a bank fulfills this suitability obliga-
tion will vary, depending on the nature
of the customer and the specific trans-
action. Accordingly, the interpretation
in this section deals only with guid-
ance regarding how a bank may fulfill
customer-specific suitability obliga-
tions under §208.25(d).1

(e) While it is difficult to define in
advance the scope of a bank’s suit-
ability obligation with respect to a spe-
cific institutional customer trans-
action recommended by a bank, the

1The interpretation in this section does
not address the obligation related to suit-
ability that requires that a bank have “* * *
a ‘reasonable basis’ to believe that the rec-
ommendation could be suitable for at least
some customers.” In the Matter of the Appli-
cation of F.J. Kaufman and Company of Vir-
ginia and Frederick J. Kaufman, Jr., 50 SEC 164
(1989).
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