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Federal Reserve Board Modifies Long-Standing 
Minority Investment Guidance with Goal of 
Encouraging Private Equity Investments  
BY V. GERARD COMIZIO, JOHN L. DOUGLAS AND LAWRENCE D. KAPLAN              

In response to the ongoing credit (or capital) 
banking crisis, the Board of Governors of the 
Federal Reserve System (“Federal Reserve 
Board”) issued a new policy statement on 
September 22, 2008 (“Policy Statement”), 
concerning minority equity investments in 
banks and bank holding companies 
(collectively, “Banking Organizations”).1                   
The Policy Statement, which modifies long-
standing, but antiquated limitations on entities 
making such minority investments in Banking 
Organizations (each an “Investor”), is intended 
to facilitate noncontrolling capital infusions into 
Banking Organizations under the Federal 
Reserve Board’s jurisdiction by private pools of 
capital such as private equity funds.2 As 
discussed in greater detail below, the Federal 
Reserve will now permit an Investor to have 
board seats, committee assignments, the 
ability to own up to one-third of a Banking 
Organization’s total equity (conditioned upon 
no more than fifteen percent (15%) is in any 
class of voting securities), as well as to 
advocate for various policy changes and 
management initiatives. The Federal Reserve 
also clarifies that certain types of covenants do 
not result in an Investor having a controlling 
influence over a Banking Organization.  

While the Policy Statement is helpful, all should 
recognize that it represents relatively modest 
(albeit not unimportant) steps for private 
equity firms.  While it likely does not represent 
something that will unleash a flood of private 
equity money into our capital-starved banking 
organizations, those private equity firms that 
are interested in and willing to make non-
controlling investments now have greater 
flexibility in structuring the investments and in 
protecting those investments.  It likely opens 
up greater co-investment opportunities in 
major recapitalization transactions, and could 
provide a framework for a consortium of 
private equity firms to take substantially more 
significant stakes.  There are still substantial 
unanswered questions regarding how a private 
equity firm might potentially structure a 
controlling investment without subjecting the 
manager or existing funds to bank holding 
company status. 

Traditional Definition of Control  

Under the Bank Holding Company Act of 1956, 
as amended, and Regulation Y promulgated 
thereunder (collectively, the “BHC Act”), a 
company has control over a Banking 
Organization if: 
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(i) the company directly or indirectly or 
acting through one or more other 
persons owns, controls, or has power 
to vote twenty-five (25%) percent or 
more of any class of voting securities 
of the Banking Organization;  

(ii) the company controls in any 
manner the election of a majority of 
the directors or trustees of the Banking 
Organization; or  

(iii) the Federal Reserve Board 
determines, after notice and 
opportunity for hearing, that the 
company directly or indirectly exercises 
a controlling influence over the 
management or policies of the Banking 
Organization.3                    

Prior notice to the Federal Reserve Board is 
required whenever an acquiring person would 
own, control, or hold the power to vote ten 
percent (10%) or more of a class of voting 
securities and if the Banking Organization has 
registered securities under section 12 of the 
Securities Exchange Act of 1934; or no other 
person will own, control, or hold the power to 
vote a greater percentage of that class of 
voting securities immediately after the 
transaction.4                    

As long as a noncontrolling investment is for 
ten (10%) percent or more but less than 
twenty-four point nine (24.9%) percent, the 
Federal Reserve Board requires the Investor 
enter into certain passivity commitments to 
ensure the investment is noncontrolling. The 
Policy Statement addresses certain actions that 
the Federal Reserve Board no longer deems to 
be inconsistent with such passivity 
commitments. 

 

 

Policy Statement Addresses Actions 
that Do Not Constitute a “Controlling 
Influence”              

The Policy Statement affirmatively addresses 
issues raised by many Investors under the 
third prong of the statutory control definition – 
as interpretation of this prong frequently raises 
roadblocks to Investors seeking to make 
noncontrolling investments in a Banking 
Organization. In response to the current 
financial crisis, and based upon its years of 
experience in assessing minority investments 
in Banking Organizations, the Federal Reserve 
Board has modified several long-held positions 
on board membership; limitations on 
ownership of non-voting shares; convertibility 
of non-voting shares; interactions between an 
Investor and management of the Banking 
Organization; and through contractual 
covenants. While the Federal Reserve Board 
will continue to review all facts and 
circumstances of a particular case, review of 
control transactions by Investors, especially in 
light of capital-raising activities, will now be 
guided by the new framework set forth in the 
Policy Statement. 

Board and Committee Memberships  

An Investor generally will be able to have a 
single representative on the board of directors 
of a Banking Organization without being 
deemed to exercise a controlling influence over 
the management or policies of the Banking 
Organization. This is a significant change from 
the previous Federal Reserve Board policy that 
precluded an Investor from having board 
representation unless that Investor owned less 
than fifteen percent (15%) of the voting stock 
of the Banking Organization, and another 
person (or group of persons acting together) 
owned a larger block of voting stock of the 
Banking Organization. The Federal Reserve 
Board has come to the conclusion that in the 
absence of other indicia of control (discussed 
below), it is difficult for an Investor with a 
single board seat to exhort a controlling 
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influence over the management or policies of 
the Banking Organization; this conclusion is a 
position long held by other banking regulators. 

Two Board Seats  

In addition, the Policy Statement permits an 
Investor to have two representatives on the 
board of directors of a Banking Organization, 
absent other indicia of control (discussed 
below), when an Investor’s aggregate 
representation is proportionate to its equity 
ownership in the Banking Organization, but 
does not exceed twenty-five (25%) percent of 
the voting members of the board, and another 
shareholder of the Banking Organization is a 
bank holding company that controls the 
Banking Organization under the BHC Act.             
The Federal Reserve Board views a bank 
holding company shareholder, with its own 
independent source of strength obligation, as 
having a powerful countervailing influence over 
the board. 

Nonvoting Observers 

The Policy Statement also now permits 
nonvoting observers of an Investor to sit in on 
board meetings, as long as the observer does 
not have any right to vote at meetings of the 
board. The Policy Statement does, however, 
restate a long-standing policy that a 
representative of an Investor may not serve as 
the chairman of the board of the Banking 
Organization or as the chairman of a 
committee of the board. However, contrary to 
past guidance, representatives of an Investor 
may now serve as members of committees of 
the board of the Banking Organization when 
those representatives do not occupy more than 
twenty-five (25%) percent of the seats on any 
committee and do not have the authority or 
practical ability unilaterally to make (or veto) 
policy or other decisions that bind the board or 
management of the Banking Organization.  

Potential for Ownership of up to One-
Third of a Banking Organization’s 
Total Equity 

An Investor may now own fifteen (15%) 
percent of a class of voting securities of a 
Banking Organization and additional non-
voting shares, that in aggregate, represents 
less than one-third of the total equity of a 
Banking Organization (and less than one-third 
of any class of voting securities, assuming 
conversion of all convertible nonvoting shares 
held by the Investor) without being deemed to 
be in control of the Banking Organization.             
This change significantly increases the amount 
of equity an Investor may hold in a Banking 
Organization and is without precedent in the 
guidance provided by other banking regulators. 

Nonvoting Convertible Securities May 
Not Be Deemed the Underlying Voting 
Securities  

The Policy Statement also appears to be 
creating certain limited exceptions to the 
Federal Reserve Board’s long-standing position 
that nonvoting shares that may be converted 
into voting shares at the election of the 
shareholder, or that are mandatorily 
convertible after the passage of time, should 
be considered voting shares at all times for 
purposes of the BHC Act. In order to facilitate 
capital raising by Banking Organizations, the 
Federal Reserve Board now formally recognizes 
that nonvoting shares that are convertible into 
voting shares carry less influence when the 
nonvoting shares may not be converted into 
voting shares in the hands of the Investor and 
may only be transferred by the Investor:  

(i) to an affiliate of the Investor or to 
the Banking Organization;  

(ii) in a widespread public distribution;  

(iii) in transfers in which no transferee 
(or group of associated transferees) 
would receive two percent (2%) or 
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more of any class of voting securities 
of the Banking Organization; or  

(iv) to a transferee that would control 
more than fifty percent (50%) of the 
voting securities of the Banking 
Organization without any transfer from 
the Investor.  

Accordingly, on a care-by-care basis the 
Federal Reserve Board will treat nonvoting, 
convertible issuances with so-called “dribble-
out” provisions as non-voting shares in the 
hands of the original holder, providing Banking 
Organizations with greater flexibility in capital 
raising. 

Enhanced Shareholder Management 
Communication 

The new Policy Statement also approves of 
certain communications between an Investor 
and a Banking Organization’s management, in 
contrast to the past guidance of both the 
Federal Reserve Board and other agencies.             
As a result of the Policy Statement, an 
Investor, like any other shareholder, may 
communicate with Banking Organization 
management about, and advocate for changes 
in, any of the Banking Organization’s policies 
and operations. These communications also 
may include changes in the Banking 
Organization’s management, and 
recommendations for new or alternative 
management. Although these types of 
discussions previously were viewed as 
attempts by an Investor to exercise a 
controlling influence over the management or 
policies of the Banking Organization, the 
Federal Reserve Board now recognizes that 
discussions alone do not constitute the type of 
controlling influence targeted by the BHC Act.             
The role of the Investor in these decisions 
must be limited, however, to voting its shares 
in its discretion at a meeting of the 
shareholders of the Banking Organization 
(directly or by proxy, including a proxy 
solicitation launched by another shareholder), 

and by exercising its voting privileges as a 
member of the board of directors of the 
Banking Organization. Moreover, 
communications by an Investor may not be 
accompanied by explicit or implicit threats to 
dispose of shares in the Banking Organization 
or to sponsor a proxy solicitation as a condition 
of action or non-action by the Banking 
Organization or its management. 

Other Indicia of Control              

Federal Reserve Board staff will now examine a 
broader array of facts and circumstances in 
calculating whether a particular transaction, 
action or relationship runs afoul of its 
restrictions on the control of a Banking 
Organization. Such factors will include various 
business relationships between an Investor and 
a Banking Organization as well as any 
covenants a Banking Organization may be 
subject to.  

Limited Intercompany Transactions 
Permitted 

Contrary to past practice of the Federal 
Reserve Board and other banking agencies 
prohibiting an Investor from having material 
business transactions or relationships with a 
Banking Organization, the Federal Reserve 
Board will now review such transactions, and 
the staff will have the flexibility to permit 
certain business relationships that are 
quantitatively limited and qualitatively 
nonmaterial, particularly in situations where an 
Investor’s ownership percentage of voting 
securities in the Banking Organization is closer 
to ten percent (10%) than twenty-five (25%) 
percent. Factors are to be considered on a 
case-by-case basis and within the context of 
the other elements of the investment 
structure, with particular attention paid to the 
magnitude of the proposed business 
relationships and to whether the proposed 
business relationships would be on market 
terms, are non-exclusive, and are terminable 
without penalty by the Banking Organization.  



 

  5 

Noncontrolling Covenants Permitted 

The Policy Statement clarifies that covenants 
between an Investor and a Banking 
Organization may include a prohibition on a 
Banking Organization issuing senior securities 
or borrowing on a senior basis, modifying the 
terms of the Investor’s security, or liquidating 
the Banking Organization. Moreover, 
permissible covenants now include limited 
financial information rights and limited 
consultation rights. Nonetheless, covenants 
that substantially limit the discretion of a 
Banking Organization’s management over 
major policies and decisions suggest the 
exercise of a controlling influence. In 
particular, the Federal Reserve Board has been 
concerned about covenants or contractual 
terms that place restrictions on, or otherwise 
inhibit, a Banking Organization’s ability to 
make decisions about the following actions:  

• hiring; 

• firing and compensating executive officers;  

• engaging in new business lines or making 
substantial changes to its operations;  

• raising additional debt or equity capital;  

• merging or consolidating;  

• selling, leasing, transferring, or disposing of 
material subsidiaries or major assets; or  

• acquiring significant assets or control of 
another firm. 

The Federal Reserve Board’s action to loosen 
its rigid interpretations is a significant first step 
in facilitating private equity capital into the 
banking industry. While these modifications 
apply to investments in many Banking 
Organizations, in order to maximize the 
possibility of attracting much capital to the 
banking sector, these policy changes must also 
be endorsed and implemented by each of the 
other banking agencies. 

 

   

If you have any questions concerning these developing issues, please do not hesitate to contact any of the 
following Paul Hastings lawyers: 
 

Atlanta 
John L. Douglas 
404-815-2214 
johndouglas@paulhastings.com 

Washington, D.C. 
V. Gerard Comizio 
202-551-1272 
vgerardcomizio@paulhastings.com 
 
Lawrence D. Kaplan 
202-551-1829 
lawrencekaplan@paulhastings.com
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1The Policy Statement will be codified at 12 C.F.R. § 225.144 and is available at 
http://www.federalreserve.gov/newsevents/press/bcreg/bcreg20080922b1.pdf.              

2 The Policy Statement does not modify restrictions on noncontrolling investments made in banking organizations subject 
to the jurisdiction of the Office of Thrift Supervision (savings associations and savings and loan holding companies); the 
Office of the Comptroller of the Currency (national banks); or the Federal Deposit Insurance Corporation (state non-
member banks, including industrial loan companies). Each of these agencies have recently been reviewing their restrictions 
on noncontrolling investments, and the actions by the Federal Reserve Board likely will impact how they view similar 
investments made in entities under their regulatory oversight. 

3 12 U.S.C. § 1841(a)(2). 

4 12 C.F.R. § 225.41(c)(2). 
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