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PREFACE TO THE SIXTH EDITION

It has been more than 20 years since the Dictionary of Banking Terms was
initially published. As we prepare to go to press with the 6th—and by far most
extensive—edition, a quick review of the events reshaping the world of bank-
ing and finance is very timely. Obviously, the financial world is a different
place than it was back in 1990.

In the preface to the 1st edition, we commented on the gradual breaking
down of the traditional barriers separating companies. Commercial banks won
the right to underwrite and deal in limited amounts of corporate debt and equity
securities. Thrift institutions (savings and loan associations, savings banks,
and credit unions) were able to offer many of the same services as commercial
banks thanks to deregulation legislation enacted in the 1980s. Interest rate ceil-
ings limiting what banks and thrifts could pay depositors—restrictions dating
back to the 1930s—were eased, allowing banks to compete more openly for
consumer deposits with nonbank financial companies. While all this was hap-
pening, legislative barriers limiting banks to doing business in a single state
or within a geographic region were gradually phased out. Nationwide banking
was just a few years away. “The banking system has been made over, and the
transition is not yet complete,” we observed.

Another revolution in financial services was well underway in the mid 1990s
as more consumers began doing their banking at automated teller machines in
banking offices and in retail locations or at home from their personal comput-
ers. “Self-service banking reached maturity in the last decade,” we noted in
the preface to the 3rd edition. In the 4th edition, published in 2000, we noted
how the landmark Gramm-Leach-Bliley Act of 1999 finally removed the 1933
Glass-Steagall Act barriers separating banking and commerce. A new type of
banking structure, the financial holding company, came into existence. While
structural barriers were crashing to the ground, another revolution in financial
services was quietly going on. More consumers— and businesses—began pay-
ing their bills and buying goods or services with debit cards and various types
of electronic payments. A little-known federal law, the Check 21 law, was
more than a contributing factor in the switch to less costly and more efficient
payments. Check 21, which became law in 2004, allowed banks to “truncate”
or stop the flow of paper checks after initial deposit at a consumer’s bank,
eliminating further handling of billions of checks written every year. In 2004,
noncash electronic payments in the United States surpassed check writing for
the first time.

By 2005, when the 5th edition went to press, the mortgage finance boom,
aided by record low interest rates and rising house prices, was gathering steam.
Much of this loan production was eventually repackaged as investment securi-
ties, mortgage-backed securities, and collateralized debt obligations (CDOs),
and resold to investors in the U.S. and around the world. The new powers
granted federally insured banks back in 1999 —the ability to compete on an
equal footing with investment banking giants—would be tested within a few
short years. As we noted back in 2005, “Deregulation in the financial services
industry has been a work in progress since the 1980s, with a few bumps in the
road along the way.”
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The big story since 2008 is the Great Recession, a financial downturn
triggered by the financial crisis of that year, a series of events that shook the
worldwide banking system to its core. The bumps in the road became apparent
in the fall of that year when investment banking giant Lehman Brothers col-
lapsed in a matter of weeks. More than a liquidity crisis, the financial crisis of
20108 was a crisis of confidence. Major players worried that their counterparties
on the other side of a trade would somehow become insolvent, resulting in a
wi der panic. In quick succession, several major firms— American International
Group, Fannie Mae, and Freddie Mac— were put on government support in the
form of capital infusions. Merrill Lynch was acquired by Bank of America.
Thee financial crisis also led to enactment of a new federal law, the Dodd-Frank
Wall Street Reform and Consumer Protection Act of 2010. This law was most
sweeping rewrite of the federal regulatory system since the Great Depression.

The unfolding events since 2008 have served up a rich stew of new terms
and phrases enriching the banking vocabulary. Many of these are included in
this updated edition: QUANTITATIVE EASING, SHADOW BANK STRESS
TEST, TOO BIG TO FAIL, and TOXIC ASSET. Newer terms used in everyday
banking, MOBILE BANKING, PAPERLESS STATEMENT, and TEMPO-
RARY ACCOUNT NUMBER, to name a few, are also defined. In general, the
6th edition takes a fresh look at the world of banking and finance in the 21st
century and supplants previous editions of the Dictionary of Banking Terms.

Many individuals and organizations contributed to the banking dictionary
since its inception. For this edition, the author wishes to thank Ambherst Group,
American Bankruptcy Institute, Bettinger & Leech, Conference of State Bank
Supervisors, Davis Polk, Equifax, The European Commission, Fair Isaac
Corporation, Federal Deposit Insurance Corporation, Federal Reserve Bank
of New York, Federal Reserve Board of Governors, Internal Revenue Service,
MasterCard Worldwide, Mayer Brown, Milken Institute, Morrison Foerster,
Mortgage Bankers Association, Office of the Comptroller of the Currency,
Skadden Arps, Standard & Poor’s, Sullivan & Cromwell, TRW, TransUnion,
and Visa Inc.

Thomas P. Fitch
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HOW TO USE THIS BOOK EFFECTIVELY

Alphabetization: All entries are alphabetized by letter rather than word, so
that multiple-word terms are treated as single words. For example, ASSET
MANAGEMENT ACCOUNT follows ASSET LIABILITY COMMIT-
TEE (ALCO), DUN & BRADSTREET follows DUE TOYACCOUNT,
GOODWILL follows GOOD MONEY, and SELLING GROUP follows
SELLER-SERVICER.

Many terms commonly used in banking have distinctly different meanings
depending on the context in which they are used. Readers must determine the
context relevant to their purpose. When a term has several entries, subentries
are presented in alphabetical sequence. In some entries the various meanings
are presented as simple numerical headings.

Abbreviations and Acronyms: A separate list of abbreviations and acronyms
follows the dictionary. It contains a shortened version of terms defined in the
book, plus related business terms.

Cross-References: To add to your understanding of a term, related, or con-
trasting terms are sometimes cross-referenced. The cross-referenced terms will
appear in SMALL CAPITALS either in the body of the entry (or subentry) or at
the end of the definition. These terms will be printed in SMALL CAPITALS only
the first time they appear in the entry. When a term is fully defined by another
term, a reference rather than an entry is provided; for example, COMMUNITY
BANK see INDEPENDENT BANK.

Italics: Italic type is used to indicate that another term has a meaning identical
or very closely related to that of the entry. Italic type is also used to highlight
words or phrases that have a special meaning to the trade. Italics are also used
for the titles of publications.

Parentheses: Parentheses are used in entry titles for two reasons. The first
is to indicate that a word or phrase has a meaning so closely related to the
term defined that only one entry is necessary; for example CAPITAL GAIN
(OR LOSS). The second is to indicate that an abbreviation is used with about
the same frequency as the term itself. For example: CERTIFICATE OF
DEPOSIT (CD), or FEDERAL DEPOSIT INSURANCE CORPORATION
(FDIC).

Examples, Illustrations, and Tables: The examples in the diction-
ary are designed to help readers gain understanding and to help them
relate abstract concepts to the real world of banking. Line drawings are
presented in some entries, in addition to text to clarify concepts best understood
visually.
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A

AAA [AAAZ, =% (RS20 ATi#Ei%) ] highest rated corpo-
rate or municipal bond, with full payment of principal and interest expected
at maturity. Bonds rated AAA, AA, A, and BBB by Standard & Poor’s, and
Baa or better by Moody’s Investors Service, are considered investment grade
bonds, eligible for purchase by banks and savings institutions as INVESTMENT
SECURITIES. See also BOND RATING.

ABANDONMENT [ &{}, j#3 ] voluntary surrender of rights, ftitle, or
claim to property, and forfeiture of any legal rights of ownership. A savings
account or brokerage account will be considered abandoned property if it
is unused for a certain number of years and the owner cannot be found; the
account legally becomes property of the state under the laws of ESCHEAT.

ABA TRANSIT NUMBER [ XE®R{TRH2EH5H, REBTRKH2T
#1853 ] numeric coding facilitating check clearing. The ABA num-
bering system, managed by the American Bankers Association, assigns a
unique identifier to each U.S. financial institution. The ABA number is the
numerator (upper portion) of a fraction in the upper right corner on checks;
the denominator is the bank’s CHECK ROUTING SYMBOL, which identifies the
Federal Reserve Bank servicing that financial institution. See also MAGNETIC
INK CHARACTER RECOGNITION.

ABILITY TO PAY [ % (f2) i), MBUES, HEEEi%HEN ] capacity
to meet future obligations from earnings or income.

1. Banking. A borrower’s capacity to make principal and interest payments
from disposable income. Lenders look closely at a credit applicant’s
current salary and expected future earnings, and at an organization’s
CASH FLOW from conversion of assets into cash. See also BALANCE SHEET
RATIOS; FIVE C’S OF CREDIT; QUALIFYING RATIO.

2. Securities, municipal bonds. The issuer’s capacity to generate sufficient
income from taxes or other sources to meet contractual obligations.

3. Finance. The ability to meet DEBT SERVICE payments on bonds and other
long-term obligations.

ABOVE PAR [ & T 2@ #iffi ] see PAR VALUE.
ABSOLUTE PRIORITY RULE [ xHE MM | see BANKRUPTCY.
ABSOLUTE TITLE [ ##%f/™# ] clean title, free of liens or attachments,

replacing all previous titles. Accepted as the sole document of title, it is
defensible against claims by third parties.

ABSTRACT OF TITLE [ 8 #iWI45 ] summary of title to real property,
listing current owners, liens, judicial proceedings, satisfaction of claims,
and other information affecting title. A title abstract is a necessary step in
obtaining TITLE INSURANCE.

ABSTRACTION OF BANK FUNDS [ #H#fis%e, SFMmMITee ] see
DEFALCATION Or EMBEZZLEMENT.

ACCELERATED DEPRECIATION [ ig#7IH ] accounting method of
reducing the book value of an asset at a higher rate than comparable meth-




ACCELERATION CLAUSE 2

ods in the early years of ownership. Since 1981, the most common form of
accelerated depreciation is the accelerated cost recovery system (ACRS),
which later was modified by the TAX REFORM ACT of 1986. Previous methods
of accelerated depreciation included the declining balance method and the
sum-of-the-years digits method.

ACCELERATION CLAUSE [ hi#4%, #if2{$%% ] clause in a mort-
gage bond or promissory note stating that the unpaid balance is payable if
specified conditions of default, defined in a loan COVENANT or bond INDEN-
TURE, should occur. Acceleration, exercisable at the option of the lender,
calls for immediate payment of the remaining balance, plus interest due. See
also CREDIT EVENT,

ACCEPTANCE [ 7& 5 ] promise to pay created when the drawee of a TIME
DRAFT stamps or writes the word “accepted” above his signature and a desig-
nated payment date. Once accepted, the draft is the equivalent of a promissory
note; the drawee becomes the ACCEPTOR, and is obligated to pay the amount
shown at maturity. Acceptances are NEGOTIABLE INSTRUMENTS, which means
they can be sold to another holder before maturity.

1. Banking. A time draft honored by a bank, known as a BANKER’S ACCEP-
TANCE. It is used primarily in financing international trade, for example,
an overseas manufacturer selling goods to an importer. See also DOCUMEN-
TARY CREDIT; THIRD COUNTRY ACCEPTANCE.

2. Finance. Trade acceptance that is issued by a finance company affiliated
with a manufacturer or by an importer acting as agent for a manufacturer.
It is often backed by a bank LETTER OF CREDIT.

ACCEPTOR [R5 A ] person or party, normally the DRAWEE, who accepts
a bill of exchange or TIME DRAFT and becomes responsible for payment at
maturity to the party named in the draft.

ACCESS [ {71 ] right to use banking services. Specifically, it means the
right to make deposits to or withdrawals from a bank account, verify an
account balance, use a safe deposit box, or make electronic transfers using a
bank card or other ACCESS DEVICE,

ACCESS DEVICE [ {#Mti%# ] bank card or personal security code giving
consumers the means to make deposits, withdraw funds, transfer funds, or
pay bills electronically. Financial institutions may issue an access device
only at the consumer’s request. See also SMART CARD.

ACCOMMODATION ENDORSER [ fliiifi 255 %45 A ] person who endorses
a PROMISSORY NOTE as a favor to the borrower, without compensation or
benefit. The endorser is a GUARANTOR or surety, and remains secondarily
liable in event of default. See also COMAKER.

ACCOMMODATION PAPER [ #ifi %4 ] PROMISSORY NOTE Or NEGOTIA-
BLE INSTRUMENT signed by a third party, who acts as accommodation maker,
endorser, or party. See also ACCOMMODATION ENDORSER.

ACCORD AND SATISFACTION [ Filfif &5 £ bpigt ] legal term for pay-
ment in full toward discharge of an obligation; the satisfactory completion of
an agreement and acceptance of payment. When a new contract is accepted



3 ACCOUNT BALANCE
in place of an expiring one, it is a NOVATION.

ACCOUNT [Wks*, WKH ] contractual relationship between two parties
involving an exchange of funds, as between buyer and seller, or an agree-
ment by one party to hold funds in trust for the other. Examples include a
charge account, checking account, or trust account.

1. Accounting. A bookkeeping entry in a ledger. Examples are accounts
receivable, accrued interest, allowance for bad debt.

2. Banking. (1) A record of funds on deposit under a particular name or
ACCOUNT NUMBER, such as a checking account, also called a DEMAND
DEPOSIT account, which allows the account holder to withdraw funds by
writing checks; a NEGOTIABLE ORDER OF WITHDRAWAL (NOW) account,
a check-like account that pays interest; a PASSBOOK account, a savings
account with no specified maturity; and a TIME DEPOSIT account, which
pays interest on funds deposited for specified periods (7 days up to 7
years or more), and may be subject to an EARLY WITHDRAWAL PENALTY
if funds are taken out before the maturity date. See also ALL SAVERS
CERTIFICATE; AUTOMATIC TRANSFER SERVICE (ATS); DRAFT; MONEY MAR-
KET DEPOSIT ACCOUNT; SMALL SAVER CERTIFICATE; STATEMENT SAVINGS
ACCOUNT; SUPER NOW ACCOUNT; TRUST ACCOUNT; (2) A transaction record
of a CREDIT CARD or home equity credit line, or a commercial ACCOUNTS
RECEIVABLE FINANCING.

3. Securities. A contractual arrangement under which securities, mutual
fund shares, futures and options, and so on are bought and sold; a broker-
age account.

ACCOUNT ACTIVITY [Ukr+ahds, wkrdi%ah ] deposits, withdrawals,
earnings credits for deposit balances, and service charges on a checking or
savings account during a particular time period. These are summarized in an
ACCOUNT STATEMENT.

ACCOUNT ANALYSIS [WkH 247, WK% 207, K247 ] summary of
banking services provided for a business. Account analysis statements are
issued periodically, usually monthly. Relevant information reported in the
account analysis statement includes: the company’s AVERAGE DAILY BAL-
ANCE, AVERAGE DAILY FLOAT on uncollected checks, EARNINGS CREDIT RATE
on collected balances, account activity charges, and account balances needed
to pay for bank services (COMPENSATING BALANCES). An analytical tool
mostly used in pricing corporate CASH MANAGEMENT services, account analy-
sis is also used by banks to evaluate profitability of CORRESPONDENT banking
services, such as check clearing, performed for other financial institutions.

ACCOUNTANT’S OPINION [ #WkER B, Zil X W8] statement
describing results of an examination of a firm’s books and records, following
generally accepted auditing and accounting standards. The opinion may be
qualified or unqualified, depending on the scope of the examination and the
accountant’s confidence in the information reviewed. A qualified opinion,
although not necessarily negative, indicates information that the accountant
was not able to directly confirm, normally because of limitations in the scope
of the audit. See also GENERALLY ACCEPTED ACCOUNTING PRINCIPLES.

ACCOUNT BALANCE [ W 2% | see BALANCE.
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ACCOUNT HISTORY [ Wk s, WeHpist ]

L. summary of a deposit account’s activity, including interest earned, during
a particular period.

2. summary of transaction activity by a credit card or other OPEN-END
CREDIT account, including late payments, overlimit activity, average daily
balance, and so on. See also ACCOUNT STATEMENT; CREDIT FILE; CREDIT
REPORT,

ACCOUNT HOLD [ Wy EHE, WersH47, Werrikft )

1. CHECK HOLD, or the number of days that a bank can legally hold uncol-
lected balances before giving customers use of those funds. See also
AVAILABILITY SCHEDULE.

2. notation limiting an account owner’s access to his or her funds, as when
a savings account is used as collateral for a loan.

ACCOUNT INQUIRY [ Wk 1#5ifi, Z4EHK)™" ] request for a copy of an indi-
vidual’s ACCOUNT HISTORY, usually in connection with a credit approval or
renewal of an existing line of credit. See also CREDIT REPORT.

ACCOUNT IN TRUST [ f5#EWk)* ] account managed by one party for use
by another, who is named the BENEFICIARY. A parent or guardian opening a
child’s savings account under the UNIFORM GIFTS TO MINORS ACT appraves
any withdrawals until the child reaches legal age.

ACCOUNT NUMBER [Wk%, WE/*%4i% | numeric code identifying the
holder of an account. Account numbers have a standardized number of char-
acters, and may contain coded information for internal security purposes. See
also ABA TRANSIT NUMBER; CHECK DIGIT.,

ACCOUNT RECONCILEMENT [ W/ 8%t ] cash management service
for business customers. Typically, the customer receives a listing of checks
paid, checks still outstanding, and account balances by date. This service
reduces clerical costs, and functions as an outside audit control over funds
collection and disbursement.

ACCOUNTS RECEIVABLE FINANCING [ Btk ]| form of
secured lending giving businesses short-term financing by selling their trade
receivables or pledging receivables as collateral for a loan. Direct sale of
accounts receivable is a nonrecourse type of financing called FACTORING.
An accounts receivable loan from a bank is a DISCOUNT: the borrower draws
against a line of credit that is less than the full dollar value of his trade
credits. Accounts receivable financing is a rather flexible way of obtaining
credit, since borrowers’ financing costs are directly related to their business
cycle. Receivables financing is often priced at spreads above the bank PRIME
RATE and is relatively expensive compared to other forms of credit. See also
BORROWING BASE; INVENTORY FINANCING; PURCHASE ORDER FINANCING.

ACCOUNTS RECEIVABLE TURNOVER [ Filfhk i $:% | ratio of
total credit sales to average accounts receivable during an accounting period,
a measure of an organization’s ability to convert inventory into cash, and
thus, financial efficiency. Close attention should be paid to credit terms, bill-
ing procedures, and company and industry trends. See also BALANCE SHEET
RATIOS; RATIO ANALYSIS.



5 ACCRUED INTEREST

ACCOUNT STATEMENT [ Wi, 2Zilift# ] any summary of transaction
activity occurring during an accounting period, usually monthly, but some-
times quarterly, or annually.

1. Banking. A listing of deposits, withdrawals, checks paid, interest earned,
and service charges against an account. It is issued monthly, as required
by Federal Reserve regulations, to give customers an opportunity to
review their financial records and correct any error. Customer account
statements may be delivered by mail, or if the customer chooses, by
electronic mail (e-mail) message. See also ACCOUNT ANALYSIS; COMBINED
STATEMENT; CONSOLIDATED FINANCIAL STATEMENT; PERIODIC STATEMENT;
PAPERLESS STATEMENT.

2. Securities. A record of transactions showing status of an account main-
tained at a broker-dealer firm, net market value of securities owned,
cash and securities positions, and so on. Brokerage statements are issued
monthly or quarterly.

ACCOUNTS RECEIVABLE CONVERSION [ Bijhik 355 ] see cHECK
CONVERSION.

ACCOUNTS UNCOLLECTIBLE [ Mg, S0k, AfE#cil i ] loans in
DEFAULT that have been charged off, or are likely to be charged off, as losses.
Lenders report the condition of loans with principal and interest in arrears
in quarterly CALL REPORTS to bank regulatory agencies. See also ADVERSELY
CLASSIFIED ASSETS; CHARGE-OFF; LOAN LOSS RESERVES.

ACCRETION OF DISCOUNT [ #i#ftfsi 5 ¥ A} ] accounting process
for adjusting the book value of a bond purchased at a discount (the ORIGINAL
ISSUE DISCOUNT) to the PAR VALUE at maturity. Accretion is, in effect, a non-
cash payment of interest, reflecting interest earned while a bond is owned.

ACCRUAL BASIS [ ®#R4W, Biit®, BiilJERl ] accounting system
in which revenues and expenses are recognized in the period in which they
arise, regardless of when the cash for the revenue or the expenditure actually
occurs. Accrual accounting is the only basis of accounting approved under
GENERALLY ACCEPTED ACCOUNTING PRINCIPLES, and is used by public compa-
nies and most privately owned companies. See also CASH BASIS.

ACCRUAL BOND [ {CHJEEARIMI RIS, #039 -KATEEE% | long-term,
deferred interest COLLATERIZED MORTGAGE OBLIGATION (€MO) bond, also
called a Z-Bond, that pays no interest until all prior bonds have been retired.
An accrual bond is similar to a ZERO-COUPON BOND, except that it has an
explicit coupon rate and pays both principal and coupon interest. See also
STRIP; STRIPPED MORTGAGE-BACKED SECURITIES.

ACCRUAL RATE [ piif#% ] stated annual rate at which interest is cal-
culated. On an ADJUSTABLE RATE MORTGAGE, the accrual rate is determined
from an independent market INDEX, plus a MARGIN, which is fixed at loan
origination. The accrual rate is also called the note rate, coupon rate, or
contract rate.

ACCRUED INTEREST [ piil#/ £ ] interest earned, though not credited or
otherwise paid. Interest earned by a deposit account may be added to the
account balance or paid by check. Bonds pay interest every six months, but
interest is earned (accrued) every month. An investor buying a bond midway
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between interest payment dates must pay the seller any interest accrued from
the last payment date up to, but not including, the settlement date. See also
UNEARNED DISCOUNT; UNEARNED INTEREST.

ACID TEST RATIO [ MePhillid ok, Hesdiigsh bk ] see BALANCE SHEET
RATIOS.

ACKNOWLEDGMENT [ @ik, #iZili%i {5 ] admission of the truth of a
statement or validity of a document. See also ATTEST.
1. Banking. A notification by a paying bank that an item presented for pay-
ment has been paid, or that it cannot be honored. See also WIRE FATE ITEM.
2. Securities. A verification, that a customer’s signature is genuine, required
when transferring accounts to another broker or fiduciary. See also
MEDALLION SIGNATURE GUARANTEE.

ACQUIRER [ %5, Wi ]

1. in bank cards, a bank that purchases merchant sales drafts, also called the
MERCHANT BANK. Merchants receive credit for the dollar value of credit
card receipts, less a processing fee (the MERCHANT DISCOUNT RATE).

2. in AUTOMATED TELLER MACHINE networks, the financial institution that
dispenses the cash, collecting a transaction fee from the card issuing
bank.

3. bank gaining control over another financial institution, either through an
exchange of stock, payment in cash, or a combination.

ACQUISITION [ e, #f ] purchase of an asset, such as real estate,
chattels, or securities, with title and rights of ownership passing to the new
owner.

Banking:

1. addition of new accounts through marketing, resulting in deposit growth
or new money. Deposit growth is accomplished by direct mail promotion,
advertising, in-branch promotions, and so on.

2. takeover of one company by another through a PURCHASE AcQuISITION, a
mostly cash transaction, or a POOLING OF INTERESTS in which two entities
agree to swap common stock. See also BAILOUT.

ACQUITTANCE [ i 55 iRl , 220 B2 4EW] ] document or receipt evi-
dencing full payment of an obligation, releasing the lender’s SECURITY INTER-
EST. When a borrower completes the last payment on a mortgage, the lender
issues a SATISFACTION OF MORTGAGE document, indicating the debt is fully
repaid. See also TERMINATION STATEMENT.

ACTIVE ACCOUNT [ i&WiMk s, 53k |
1. checking or savings account with deposits or withdrawals listed in
account statements for a specified period. Bank service charges are often
determined on the basis of account activity.
2. credit card account showing new charges or an outstanding balance in the
most recent billing period.
Contrast with INACTIVE ACCOUNT.

ACTIVITY CHARGE [ %31, Wk T2:% | fee charged to cover ser-
vicing costs. Some activity fees are triggered when the account balance falls
below a certain level. Others are transaction fees based on account usage,
such as checks written or a service charge for automated teller machine
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withdrawals. See also ACCOUNT ANALYSIS; BREAK-EVEN YIELD; MINIMUM BAL-
ANCE; TARGET BALANCE.

ACT OF BANKRUPTCY [ #/™17% ] behavior deemed an admission
of bankruptcy—generally the failure to pay obligations when due. The
Bankruptcy Reform Act of 1978 simplified the filing of involuntary peti-
tions by eliminating specific tests of bankruptcy, such as transferring assets
to defraud creditors. Since then, inability to pay bills on time is sufficient
grounds for filing a creditor’s petition. See also CREDITORS’ COMMITTEE.

ACTUALS [ #1/fiiish, BL&&MIEIE | any physical commodity or financial
instrument (Treasury bills, bonds, currencies) sold at the spOT rate at the
expiration of a contract. In a FINANCIAL FUTURE, it is the commodity underly-
ing the futures contract as distinguished from the futures contract itself. In
the futures market, delivery of the physical commodity or financial instru-
ment rarely occurs, as most traders close out their forward positions before
a contract expires.

ADDITIONAL COLLATERAL [ Ffhudiif§h ] see SIDE COLLATERAL.

ADD-ON INTEREST [iGhif &, Hfh# L ] finance charges computed by
adding the interest payable to the full amount of loan principal. The add-on
interest is added to the original principal amount, and becomes a part of the
face amount of the promissory note.

Computing interest due under the add-on interest method is fairly simple.
The loan PRINCIPAL is divided into a number of fixed payments, and each
payment is multiplied by the finance charge, to calculate the interest cost
to the borrower: Add-On Interest = Principal x Rate x Number of Months
in the loan/12. See also AMORTIZATION; DISCOUNT, RULE OF THE 78’S; SIMPLE
INTEREST.

ADEQUATE NOTICE [ &8, % 4% ] printed notice clearly stating
terms and conditions of a consumer loan or extension of credit. Lenders are
required by the TRUTH IN LENDING ACT to disclose key credit terms, such as
the ANNUAL PERCENTAGE RATE, annual fee, GRACE PERIOD, and other pertinent
information when a new account is opened, and notify customers of any
subsequent changes in credit terms.

ADJUDICATION [ ik, &3 ] settlement of opposing arguments by
notice and trial in a court of law; also a court’s ruling, such as adjudication
of bankruptcy. Contrast with ARBITRATION.

ADJUSTABLE-RATE MORTGAGE (ARM) [ ] i ¥ 5 K ACH % 3K ] resi-
dential mortgage in which the interest rate floats up or down according to
changes in an index rate. Adjustable-rate mortgages usually have lower
initial interest rates than fixed-rate mortgages, so there is an opportunity
for substantial interest savings over the life of the loan if rates remain
steady or decline. Adjustable-rate mortgages first appeared in the 1960s
but did not gain wide popularity until the 1980s, when lenders began
promoting ARM loans as a low-cost alternative to thirty-year, fixed-
rate mortgage loans. ARMs are structured with built-in limits, called
interest-rate caps, to cushion the impact of interest-rate fluctuations on loan
payments in any year or over the life of the loan. An adjustable-rate mort-
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gage with an initial rate of 4/4%, an annual cap of 1%, and a lifetime cap of
4% will have an interest rate no higher than 9%%. ARM rates are usually
adjusted every six months or once a year, depending on the type of loan.
Loan payment caps do not limit the amount of interest the lender is earn-
ing, which means an ATM loan may cause NEGATIVE AMORTIZATION if the
accrued loan interest exceeds the interest actually paid.

When computing the loan interest rate, the lender adds a margin to an
index rate selected as the benchmark, or base rate. The most common
indexes are the CONSTANT MATURITY TREASURY (CMT) INDEX of Treasury
issues with the same final maturity; the Treasury Bill index, based on the
current auction yield of 3-month, 6-month or 1-year Treasury bills; the
12-month Moving Treasury Average, computed from the Treasury CMT
index for the previous 12 months; the 11th District Cost of Funds Index,
the weighted average cost of savings accounts, Federal Home Loan Bank
advances, and other sources of funds paid by savings institutions in the 11th
Federal Home Loan Bank district; the LONDON INTERBANK OFFERED RATE
(LIBOR), the rate major London banks charge each other for borrowings;
the certificate of deposit (CD) index, the average rate earned by nationally
traded certificates of deposit; and the bank PRIME RATE, the rate banks charge
their prime business borrowers. The most popular are the Treasury indexes,
the 11th District Cost of Funds Index, and the LIBOR index. A popular
variation of the adjustable-rate mortgage is the HYBRID ARM, in which the
loan has a fixed interest rate for 3 to 10 years and thereafter adjusts according
to market conditions. See also ALTERNATIVE MORTGAGE INSTRUMENT.

ADJUSTABLE RATE PREFERRED STOCK [ ] %/ B8 %6 ] cumu-
lative preferred stock with dividends paid and adjusted quarterly. Adjustable
rate issues have no maturity date, but may be called at the option of the
issuer. Shareholder dividends are nonaccruing, and are paid on scheduled
DIVIDEND dates.

ADJUSTED CAPITAL RATIO [ CLid#¥iAtbs, M5 A LR | ratio
of adjusted CAPITAL to total assets, used in computing CAPITAL ADEQUACY.
A bank’s adjusted capital includes LOAN LOSS RESERVES for bad debt and
securities gains or losses that are charged to earnings, less loans classified as
DOUBTFUL LOANS or LOSS. The risk-adjusted capital guidelines, adopted by
banking regulators in 1988, are aimed at developing uniform bank capital
guidelines. See also CAPITAL ADEQUACY; RISK-BASED CAPITAL.

ADJUSTED GROSS INCOME [ %/ 833 ] individual’s income from
all sources, as reported on the IRS 1040 tax return, after certain allowable
deductions such as IRA contributions, moving expenses, and alimony.

ADJUSTMENT [ ¥, WiE ] accounting entry for ledger entries not previ-
ously posted and transferred to subsidiary accounts, or to correct bookkeep-
ing errors. See also ADJUSTED CAPITAL RATIO; ADVERSELY CLASSIFIED ASSETS;
RISK-BASED CAPITAL.

ADJUSTMENT CREDIT [ ifj#{5%¥ ] short-term ADVANCE by a Federal
Reserve Bank, secured by a bank’s own promissory note —the most common
form of borrowing from a Federal Reserve Bank to meet RESERVE REQUIRE-
MENTS and support short-term lending.
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ADJUSTMENT INTERVAL [ i#ulkg ] time interval between changes
in interest rates or monthly payment on an ADJUSTABLE RATE MORTGAGE.
Mortgage rates are adjusted at preset intervals ranging from six months to
five years, depending on the mortgage index.

ADMINISTRATOR [ #/™=4BLA, f¥8EA ]

1. bank or party appointed by a probate court to distribute an estate of a
person who dies INTESTATE, that is, without leaving a wiLL, fails to name
an EXECUTOR or when the executor refuses to serve. The administrator
has legal authority to pay claims against the estate and distribute assets
to heirs.

2. person who manages any business.

AD VALOREM [ M\ ] valuation based on the monetary worth of an asset,
from the Latin phrase ad valorem meaning “to the value.” It is a widely
accepted basis for such tax assessments (ad valorem taxes) as sales taxes,
property taxes, and import tariffs.

ADVANCE [ fitfts, ¥ ]

1. PRINCIPAL amount available when a borrower draws from a line of credit,
takes a CASH ADVANCE against a bank credit card, or disburses a loan at
specific periodic stages. Advances may be secured or unsecured. See
also OVERDRAFT.

2. to draw against a preapproved line of credit.

3. disbursement of funds to finance payment of collections or refinance a
maturing loan, as in a BRIDGE LOAN.

4. DISCOUNT WINDOW loan from a FEDERAL RESERVE BANK to a commercial bank
maintaining a RESERVE ACCOUNT at one of the 12 district Fed banks. These
loans are backed by U.S. Treasury securities or acceptable collateral.

Most Federal Reserve credit is by advances, as this form of credit is
easier to execute than rediscounting (selling) loans, and also because
banks are reluctant to let their customers know they occasionally have to
borrow. Contrast with REDISCOUNT. See also ADJUSTMENT CREDIT; EMER-
GENCY CREDIT; EXTENDED CREDIT; SEASONAL CREDIT.

ADVANCE COMMITMENT [ fi%Rifi, fi#%&4E ) written promise or
agreement to take some future action. The most common example is a
contractual commitment a financial institution makes to lend funds to a
borrower at a future date on terms agreed upon in advance, for example, a
REVOLVING CREDIT agreement. The lender ordinarily charges a COMMITMENT
FEE and may require the borrower to keep part of the loan as a COMPEN-
SATING BALANCE in a checking account at the lending institution. A FIRM
COMMITMENT is absolutely binding on the lender, whereas a CONDITIONAL
COMMITMENT is binding only if certain terms are met in the future, such as
meeting certain tests of creditworthiness. In mortgage banking, an advance
commitment is called a STANDBY COMMITMENT.

ADVANCE REFUNDING [ #0145 ]| see DEFEASANCE.

ADVERSE ACTION [ {E4 5% ] in consumer credit, denial of an appli-
cant’s credit application. If turned down because of DEROGATORY INFORMA-
TION in a CREDIT REPORT, the applicant is entitled to examine, without cost,
his or her credit report and request corrections of any inaccurate negative
information reported by a lender. See also EFFECTS TEST; REGULATION B.



