Interest-Rate Risk Management
Section 3010.1

Interest-rate risk (IRR) is the exposure of alSOQURCES OF IRR

institution’s financial condition to adverse move-

ments in interest rates. Accepting this risk is @s financial intermediaries, banks encounte
normal part of banking and can be an importantRR in several ways. The primary and most
source of profitability and shareholder valuediscussed source of IRR is differences in the
However, excessive levels of IRR can pose @ming of the repricing of bank assets, liabilities,
significant threat to an institution’s earnings ancind off-balance-sheet (OBS) instruments
capital base. Accordingly, effective risk manageRepricing mismatches are fundamental to thi
ment that maintains IRR at prudent levels isusiness of banking and generally occur fron
essential to the safety and soundness of bankirgther borrowing short-term to fund longer-term
institutions. assets or borrowing long-term to fund shorter:

Evaluating aninstitution’s exposure to changegerm assets. Such mismatches can expose
in interest rates is an important element of anynstitution to adverse changes in both the overa
full-scope examination and, for some institu{evel of interest rates (parallel shifts in the yield
tions, may be the sole topic for specialized oturve) and the relative level of rates across th
targeted examinations. Such an evaluatiogield curve (nonparallel shifts in the yield curve).
includes assessing both the adequacy of the Another important source of IRR, commonly
management process used to control IRR an@ferred to as basis risk, occurs when the adjus
the quantitative level of exposure. When assesgaent of the rates earned and paid on differer
ing the IRR management process, examinelgstruments is imperfectly correlated with other-
should ensure that appropriate policies, procewise similar repricing characteristics (for exam-
dures, management information systems, angle, a three-month Treasury bill versus a three
internal controls are in place to maintain IRR aimonth LIBOR). When interest rates change
prudent levels with consistency and continuitythese differences can change the cash flows al
Evaluating the quantitative level of IRR expo-earnings spread between assets, liabilities, ar
sure requires examiners to assess the existi@BS instruments of similar maturities or repric-
and potential future effects of changes in intereshg frequencies.
rates on an institution’s financial condition, An additional and increasingly important
including its capital adequacy, earnings, liquidsource of IRR is the options in many bank asse
ity, and, where appropriate, asset quality. Tdiability, and OBS portfolios. An option pro-
ensure that these assessments are both effectivdes the holder with the right, but not the
and efficient, examiner resources must be approbligation, to buy, sell, or in some manner alter
priately targeted at those elements of IRR thahe cash flow of an instrument or financial
pose the greatest threat to the financial conditiogontract. Options may be distinct instruments
of an institution. This targeting requires ansuch as exchange-traded and over-the-count
examination process built on a well-focused:ontracts, or they may be embedded within th
assessment of IRR exposure before the on-sit®ntractual terms of other instruments. Example
engagement, a clearly defined examinationf instruments with embedded options include
scope, and a comprehensive program for followsonds and notes with call or put provisions
ing up on examination findings and ongoing(such as callable U.S. agency notes), loans th.
monitoring.

Both the adequacy of an |nst|tut|pn'§ IRRand guidance provided in SR-96-13, “Interagency Guidance
management process and the quantitative leveh sound Practices for Managing Interest Rate Risk.” It alsc
of its IRR exposure should be assessed. Keycorporates, where appropriate, fundamental risk-manageme
elements of the examination process used winciples and superv_is_ory pc_)licies and approaches identifie

. . In SR-93-69, “Examining Risk Management and Internal
assess lRR |_nclu_de the role and importance OT gbntrols for Trading Activities of Banking Organizations”;
preexamination risk assessment, proper sCopirgr-95-17, “Evaluating the Risk Management of Securities
of the examination, and the testing and verificaand Derivative Contracts Used in Nontrading Activities”;
tion of both the management process and inteRR-95-22, “Enhanced Framework for Supervising the U.S.

Operations of Foreign Banking Organizations”; SR-95-51,
nal measures of the level of IRR expostire. “Rating the Adequacy of Risk Management Processes an

Internal Controls at State Member Banks and Bank Holding
_ Companies”; and SR-96-14, “Risk-Focused Safety and Sound
1. This section incorporates and builds on the principlesiess Examinations and Inspections.”

Trading and Capital-Markets Activities Manual February 1998
Page 1



3010.1 Interest-Rate Risk Management

give borrowers the right to prepay balanceso reflect market rates. By extension, an institu-
without penalty (such as residential mortgagéion’s economic value of equity (EVE) can be
loans), and various types of nonmaturity depositiewed as the present value of the expected cash
instruments that give depositors the right tdlows on assets minus the present value of the
withdraw funds at any time without penalty expected cash flows on liabilities plus the net
(such as core deposits). If not adequately marmresent value of the expected cash flows on OBS
aged, the asymmetrical payoff characteristics dhstruments. Economic values, which may differ
options can pose significant risk to the bankingrom reported book values due to GAAP
institutions that sell them. Generally, the optionsaccounting conventions, can provide a number
both explicit and embedded, held by bank cusef useful insights into the current and potential
tomers are exercised to the advantage of tHeture financial condition of an institution. Eco-
holder, not the bank. Moreover, an increasingomic values reflect one view of the ongoing
array of options can involve highly complexworth of the institution and can often provide a
contract terms that may substantially magnifibasis for assessing past management decisions
the effect of changing reference values on then light of current circumstances. Moreover,
value of the option and, thus, magnify theeconomicvalues can offer comprehensive insights
asymmetry of option payoffs. into the potential future direction of earnings

performance since changes in the economic

value of an institution’s equity reflect changes in

the present value of the bank’s future earnings
EFFECTS OF IRR arising from its current holdings.

Generally, commercial banking institutions

Repricing mismatches, basis risk, options, anflave adequately managed their IRR exposures,
other aspects of a bank’s holdings and activitiegnd few banks have failed solely as a result of
can expose an institution’s earnings and value tadverse interest-rate movements. Nevertheless,
adverse changes in market interest rates. Thﬁ]anges in interest rates can have negative
effect of interest rates on accrual or reporte@ffects on bank profitability and must be care-
earnings is the most common focal point. Infylly managed, especially given the rapid pace
assessing the effects of changing rates on earsf financial innovation and the heightened level
ings, most banks focus primarily on their netof competition among all types of financial
interest income—the difference between totahstitutions.
interest income and total interest expense. How-
ever, as banks have expanded into new activities
to generate new types of fee-based and Oth%OUND IRR MANAGEMENT
noninterest income, a focus on overall netincom RACTICES
is becoming more appropriate. The noninterest

income arising from many activities, such as s is the case in managing other tvoes of risk
loan servicing and various asset-securitizatioﬁ‘ ging yp '

programs, can be highly sensitive to changes i]$,]ound IRR management involves effective board

market interest rates. As noninterest incomoind senior management oversight and a compre-

becomes an increasingly important source ensive rllsk-managem'ent process that includes

bank earnings, both bank management an e following elements:

supervisors need to take a broader view of the effective policies and procedures designed to

potential effects of changes in market interest control the nature and amount of IRR, includ-

rates on bank earnings. ing clearly defined IRR limits and lines of
Market interest rates also affect the value of a responsibility and authority

bank’s assets, liabilities, and OBS instrpments appropriate risk-measurement, monitoring, and

a}nd, thus,.dlrectI.y affect the value of an institu- reporting systems

tion's equity capital. The effect of rates on the, gystematic internal controls that include the

economic value of an institution’s holdings and jnternal or external review and audit of key

equi_ty capital is a particularly important consid- glements of the risk-management process
eration for shareholders, management, and

supervisors alike. The economic value of an The formality and sophistication used in man-
instrument is an assessment of the present valaging IRR depends on the size and sophistica-
of its expected net future cash flows, discountetion of the institution, the nature and complexity
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Interest-Rate Risk Management 3010.1

of its holdings and activities, and the overallBoard of Directors
level of its IRR. Adequate IRR management
practices can vary considerably. For example, dltimately, the board of directors is responsible
small institution with noncomplex activities andfor the level of IRR taken by an institution. The
holdings, a relatively short-term balance-shedioard should approve business strategies atr
structure presenting a low IRR profile, andsignificant policies that govern or influence the
senior managers and directors who are activeypstitution’s interest-rate risk. It should articu-
involved in the details of day-to-day operationdate overall IRR objectives and provide clear
may be able to rely on relatively simple andguidance on the level of acceptable IRR. The
informal IRR management systems. board should also approve policies and proce
More complex institutions and those withdures that identify lines of authority and respon:
higher interest-rate-risk exposures or holdingsibility for managing IRR exposures.
of complex instruments may require more elabo- Directors should understand the nature of th
rate and formal IRR management systems t&sks to their institution and ensure that manage
address their broader and typically more comment is identifying, measuring, monitoring, and
plex range of financial activities, as well ascontrolling them. Accordingly, the board should
provide senior managers and directors with thgwonitor the performance and IRR profile of the
information they need to monitor and directinstitution. Information that is timely and suffi-
day-to-day activities. More complex processesiently detailed should be provided to directors
for interest-rate-risk management may requirégd help them understand and assess the IR
more formal internal controls, such as internafacing the institution’s key portfolios and the
and external audits, to ensure the integrity of thinstitution as a whole. The frequency of these
information senior officials use to oversee comteviews depends on the sophistication of th
pliance with policies and limits. institution, the complexity of its holdings, and
Individuals involved in the risk-managementthe materiality of changes in its holdings betweer
process should be sufficiently independent ofeviews. Institutions holding significant posi-
business lines to ensure adequate separation s in complex instruments or with significant
duties and avoid potential conflicts of interestchanges in their composition of holdings would
The degree of autonomy these individuals havee expected to have more frequent reviews. |
may be a function of the size and complexity ofaddition, the board should periodically review
the institution. In smaller and less complexsignificant IRR management policies and proce
institutions with limited resources, it may not bedures, as well as overall business strategies th
possible to completely remove individuals withaffect the institution’s IRR exposure.
business-line responsibilities from the risk- The board of directors should encourage dis
management process. In these cases, the foctissions between its members a_nd senior ma
should be on ensuring that risk-managemer@gement, as well as between senior manageme
functions are conducted effectively and objecand others in the institution, regarding the insti
tively. Larger, more complex institutions maytution’s IRR exposures and management pro

have separate and independent risk-managem@@ss. Board members need not have detaile
units. technical knowledge of complex financial instru-

ments, legal issues, or sophisticated risk
management techniques. However, they ar
. responsible for ensuring that the institution has
Board and Senior Management personnel available who have the necessa
Oversight technical skills and that senior managemen
fully understands and is sufficiently controlling
Effective oversight by a bank’s board of direc-the risks incurred by the institution.
tors and senior management is critical to a sound A bank’s board of directors may meet its
IRR management process. The board and senim@sponsibilities in a variety of ways. Some boatrc
management should be aware of their responsinembers may be identified to become directly
bilities related to IRR management, understanghvolved in risk-management activities by par-
the nature and level of interest-rate risk taken bticipating on board committees or gaining a
the bank, and ensure that the formality andufficient understanding and awareness of th
sophistication of the risk-management process isstitution’s risk profile through periodic brief-
appropriate for the overall level of risk. ings and management reports. Information pro
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3010.1 Interest-Rate Risk Management

vided to board members should be presented the nature and scope of the institution’s activi-

a format that members can readily understantles. There should be enough knowledgeable

and that will assist them in making informedpeople on staff to allow some individuals to

policy decisions about acceptable levels of riskhack up key personnel, as necessary.

the nature of risks in current and proposed new

activities, and the adequacy of the institution’s

risk-management process. In short, regardless ffolicies, Procedures, and Limits

the structure of the organization and the com-

position of its board of directors or delegatednstitutions should have clear policies and pro-

board committees, board members must ensugdures for limiting and controlling IRR. These

that the institution has the necessary teChniC@oﬁcies and procedures should (]_) delineate

skills and management expertise to conduct itsnes of responsibility and accountability over

activities prudently and consistently within the|RR management decisions, (2) clearly define

policies and intent of the board. authorized instruments and permissible hedging
and position-taking strategies, (3) identify the

] frequency and method for measuring and moni-

Senior Management toring IRR, and (4) specify quantitative limits
that define the acceptable level of risk for the

Senior management is responsible for ensuringstitution. In addition, management should

that the institution has adequate policies anglefine the specific procedures and approvals

procedures for managing IRR on both a longnecessary for exceptions to policies, limits, and

range and day-to-day basis and that clear lineguthorizations. All IRR policies should be

of authority and responsibility are maintainedreviewed periodically and revised as needed.
for managing and controlling this risk. Manage-

ment should develop and implement policies . .

and procedures that translate the board’s goals/ear Lines of Authority

objectives, and risk limits into operating stan- . .

dards that are well understood by bank persor}[hrOUgh formal written policies or clear operat-

nel and that are consistent with the board’d"d procedures, management should define the

intent. Management is also responsible for mairstructure of managerial responsibilities and over-

taining (1) adequate systems and standards f8{ght, including lines of authority and responsi-

measuring risk, (2) standards for valuing posiPility in the following areas:

tions and measuring performance, (3) a compre- ) ) . )

hensive IRR reporting and monitoring process; developing and implementing strategies and

and (4) effective internal controls and review tactics used in managing IRR

processes. « establishing and maintaining an IRR measure-
IRR reports to senior management should ment and monitoring system

provide aggregate information as well as suffie identifying potential IRR and related issues

cient supporting detail so that management can arising from the potential use of new products

assess the sensitivity of the institution to changes developing IRR management policies, proce-

in market conditions and other important risk dures, and limits, and authorizing exceptions

factors. Senior management should periodically to policies and limits

review the organization’s IRR management poli-

cies and procedures to ensure that they remaindividuals and committees responsible for mak-

appropriate and sound. Senior managemeirig decisions about interest-rate risk manage-

should also encourage and participate in discusaent should be clearly identified. Many medium-

sions with members of the board and—whersized and large banks, and banks with

appropriate to the size and complexity of theconcentrations in complex instruments, delegate

institution—with risk-management staff regard-responsibility for IRR management to a com-

ing risk-measurement, reporting, and managemittee of senior managers, sometimes called an

ment procedures. asset/liability committee (ALCO). In these
Management should ensure that analysis aridstitutions, policies should clearly identify the

risk-management activities related to IRR arenembers of an ALCO, the committee’s duties

conducted by competent staff whose technicand responsibilities, the extent of its decision-

knowledge and experience are consistent witmaking authority, and the form and frequency of
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its periodic reports to senior management antimits
the board of directors. An ALCO should have
sufficiently broad participation across majorThe goal of IRR management is to maintain ar
banking functions (for example, in the lending,institution’s interest-rate risk exposure within
investment, deposit, funding areas) to ensurself-imposed parameters over a range of pos
that its decisions can be executed effectivelgible changes in interest rates. A system of IRF
throughout the institution. In many large insti-limits and risk-taking guidelines provides the
tutions, the ALCO delegates day-to-day respormeans for achieving that goal. This systen
sibilities for IRR management to an independenshould set boundaries for the institution’s level
risk-management department or function. of IRR and, where appropriate, allocate thes
Regardless of the level of organization andimits to individual portfolios or activities. Limit
formality used to manage IRR, individualssystems should also ensure that limit violation:
involved in the risk-management process (includreceive prompt management attention.
ing separate risk-management units, if present) Aggregate IRR limits should clearly articulate
should be sufficiently independent of the busithe amount of IRR acceptable to the firm, be
ness lines to ensure adequate separation approved by the board of directors, and be
duties and avoid potential conflicts of interestreevaluated periodically. Limits should be
Also, personnel charged with measuring an@ppropriate to the size, complexity, and financia
monitoring IRR should have a well-foundedcondition of the organization. Depending on the
understanding of all aspects of the institution’srature of an institution’s holdings and its gen-
IRR profile. Compensation policies for theseeral sophistication, limits can also be identifiec
individuals should be adequate enough to attraéor individual business units, portfolios, instru-
and retain personnel who are well qualified tanent types, or specific instruments. The level o
assess the risks of the institution’s activities. detail of risk limits should reflect the character-
istics of the institution’s holdings, including the
various sources of IRR to which the institution
is exposed. Limits applied to portfolio catego-
Institutions should clearly identify the types'i€S and individual instruments should be con

of financial instruments that are permissiblediStent with and complementary to consolidate
for managing IRR, either specifically or by!mns. . )
their characteristics. As appropriate to its size !RR limits should be consistent with the
and complexity, the institution should delineatdnstitution’s overall approach to measuring anc
procedures for acquiring specific instrumentsManaging IRR and address the potential impa
managing individual portfolios, and controlling ©f changes in market interest rates on_botl
the institution’s aggregate IRR exposure. MajoféPorted earnings and the institution’s EVE.
hedging or risk-management initiatives should "M an €arnings perspective, institutions shoul
be approved by the board or its appropriat@Xplore _Ilmlts on net income as well as net
delegated committee before being implementedﬂteres,t income to fully assess the contributior
Before introducing new products, hedging o°f noninterest income to the IRR exposure of the
position-taking initiatives, management shouldnstitution. Limits addressing the effect of chang-
ensure that adequate operational procedures ajfid interest rates on economic value may rang
risk-control systems are in place. Proposals t§Om those focusing on the potential volatility of
undertake these new instruments or activitie§!® value of the institution’s major holdings to a

Authorized Activities

should— comprehensive estimate of the exposure of th
institution’s EVE.
» describe the relevant product or activity An institution’s limits for addressing the effect

« identify the resources needed to establisbf rates on its profitability and EVE should be
sound and effective IRR management of th@ppropriate for the size and complexity of its
product or activity underlying positions. Relatively simple limits
analyze the risk of loss from the proposedhat identify maximum maturity or repricing

activities in relation to the institution’s overall gaps, acceptable maturity profiles, or the exter
financial condition and capital levels of volatile holdings may be adequate for insti-
outline the procedures to measure, monitotutions engaged in traditional banking activities—
and control the risks of the proposed producand those with few holdings of long-term instru-
or activity ments, options, instruments with embeddet
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options, or other instruments whose value mainstitution’s business lines and its IRR
be substantially affected by changes in marketharacteristics.
rates. For more complex institutions, quantita-
tive limits on acceptable changes in estimated
earnings and EVE under specified scenariolRR Measurement
may be more appropriate. Banks that have
significant intermediate- and long-term mis-Well-managed banks have IRR measurement
matches or complex option positions should, atystems that measure the effect of rate changes
a minimum, have economic value—oriented lim-on both earnings and economic value. The latter
its that quantify and constrain the potentialis particularly important for institutions with
changes in economic value or bank capital thatignificant holdings of intermediate and long-
could arise from those positions. term instruments or instruments with embedded
Limits on the IRR exposure of earningsoptions because the market values of all these
should be broadly consistent with those used tmstruments can be particularly sensitive to
control the exposure of a bank's economichanges in market interest rates. Institutions
value. IRR limits on earnings variability prima- with significant noninterest income that is sen-
rily address the near-term recognition of thesitive to changes in interest rates should focus
effects of changing interest rates on the instituspecial attention on net income as well as net
tion’s financial condition. IRR limits on eco- interest income. Since the value of instruments
nomic value reflect efforts to control the effectwith intermediate and long maturities and
of changes in market rates on the present valugmbedded options is especially sensitive to
of the entire future earnings stream arising froninterest-rate changes, banks with significant hold-
the institution’s current holdings. ings of these instruments should be able to
IRR limits and risk tolerances may be keyedassess the potential longer-term impact of
to specific scenarios of market-interest-rat€éhanges in interest rates on the value of these
movements, such as an increase or decreasefsisitions—the overall potential performance of
a particular magnitude. The rate movementthe bank.
used in developing these limits should represent IRR measurement systems should (1) assess
meaningful stress situations, taking into accouritll material IRR associated with an institution’s
historical rate volatility and the time requiredassets, liabilities, and OBS positions; (2) use
for management to address exposures. Morgenerally accepted financial concepts and risk-
over, stress scenarios should take account #feasurement techniques; and (3) have well-
the range of the institution’s IRR characteristicsdocumented assumptions and parameters. Mate-
including mismatch, basis, and option risksrial sources of IRR include the mismatch, basis,
Simple scenarios using parallel shifts in interes&nd option risk exposures of the institution. In
rates may be insufficient to identify these risksmany cases, the interest-rate characteristics of a
Large, complex institutions are increasinglyP@nk’s largest holdings will dominate its aggre-
using advanced statistical techniques to measugte risk profile. While all of a bank’s holdings
IRR across a probability distribution of potentialshould receive appropriate treatment, measure-
interest-rate movements and express limits ifent systems should rigorously evaluate the
terms of statistical confidence intervals. Ifmajor holdings and instruments whose values
properly used, these techniques can be partic@le especially sensitive to rate changes. Instru-

larly useful in measuring and managing optiongnents with significant embedded or explicit
positions. option characteristics should receive special

attention.
IRR measurement systems should use gener-
. ally accepted financial measurement techniques
Risk-Measurement and and conventions to estimate the bank’s expo-
Risk-Monitoring Systems sure. Examiners should evaluate these systems
in the context of the level of sophistication and
An effective process of measuring, monitoringcomplexity of the institution’s holdings and
and reporting exposures is essential for adectivities. A number of accepted techniques are
quately managing IRR. The sophistication andvailable for measuring the IRR exposure of
complexity of this process should be appropriatboth earnings and economic value. Their com-
to the size, complexity, nature, and mix of arplexity ranges from simple calculations and
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static simulations using current holdings toFurther refinements to simple risk-weighting
highly sophisticated dynamic modeling tech-techniques incorporate the risk of options, the
nigues that reflect potential future business angotential for basis risk, and nonparallel shifts
business decisions. Basic IRR measurement tedn- the yield curve by using customized risk
niques begin with a maturity/repricing scheduleweights applied to the specific instruments of
which distributes assets, liabilities, and OBSnstrument types arrayed in the maturity/repricing
holdings into time bands according to their finalschedule.
maturity (if fixed-rate) or time remaining to their ~ Larger institutions and those with complex
next repricing (if floating). The choice of time risk profiles that entail meaningful basis or
bands may vary from bank to bank. When assetgption risks may find it difficult to monitor IRR
and liabilities do not have contractual repricingadequately using simple maturity/repricing analy
intervals or maturities, they are assigned tses. Generally, they will need to employ more
repricing time bands according to the judgmensophisticated simulation techniques. For asses
and analysis of the institution’s IRR manageing the exposure of earnings, simulations tha
ment staff (or those individuals responsible forestimate cash flows and resulting earning
controlling IRR). streams over a specific period are conducte
Simple maturity/repricing schedules can béased on existing holdings and assumed interes
used to generate rough indicators of the IRRate scenarios. When these cash flows are sim
sensitivity of both earnings and economic valuetated over the entire expected lives of the
to changing interest rates. To evaluate earningsstitution’s holdings and discounted back to
exposures, liabilities arrayed in each time bantheir present values, an estimate of the change
can be subtracted from the assets arrayed in tli®/E can be calculated.
same time band to yield a dollar amount of Static cash-flow simulations of current hold-
maturity/repricing mismatch or gap in each timeings can be made more dynamic by incorporat
band. The sign and magnitude of the gaps img more detailed assumptions about the futur
various time bands can be used to assess potamwmurse of interest rates and the expected chang
tial earnings volatility arising from changes inin a bank’s business activity over a specifiec
market interest rates. time horizon. Combining assumptions on future
A maturity/repricing schedule can also beactivities and reinvestment strategies with infor-
used to evaluate the effects of changing ratemation about current holdings, these simulation
on an institution’s economic value. At the mostcan project expected cash flows and estima
basic level, mismatches or gaps in long-datedynamic earnings and EVE outcomes. Thes
time bands can provide insights into the potenmore sophisticated techniques, such as optiol
tial vulnerability of the economic value of rela- adjusted pricing analysis and Monte Carlo simu
tively noncomplex institutions. Long-term gaplation, allow for dynamic interaction of payment
calculations along with simple maturity distri- streams and interest rates to better capture tl
butions of holdings may be sufficient for rela-effect of embedded or explicit options.
tively noncomplex institutions. On a slightly The IRR measurement techniques and ass
more advanced yet still simplistic level, esti-ciated models should be sufficiently robust tc
mates of the change in an institution’s economiadequately measure the risk profile of the insti
value can be calculated by applying economictution’s holdings. Depending on the size anc
value sensitivity weights to the asset and liabilsophistication of the institution and its activities,
ity positions slotted in the time bands of aas well as the nature of its holdings, the IRR
maturity/repricing schedule. The weights cam€mmeasurement system should be able to adequatt
be constructed to represent estimates of theflect (1) uncertain principal amortization and
change in value of the instruments maturing oprepayments; (2) caps and floors on loans an
repricing in that time band given a specifiedsecurities, where material; (3) the characteristic
interest-rate scenario. When these weights a both basic and complex OBS instruments
applied to the institution’s assets, liabilities, ancheld by the institution; and (4) changing spreac
OBS positions and subsequently netted, theelationships necessary to capture basis risl
result can provide a rough approximation of thevioreover, IRR models should provide clear
change in the institution’s EVE under thereports that identify major assumptions anc
assumed scenario. These measurement tedilow management to evaluate the reasonabl
niques can prove especially useful for instituness of and internal consistency among ke
tions with small holdings of complex instruments.assumptions.
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Data Integrity and Assumptions accounts. Nonmaturity deposits represent a large
portion of the industry’s funding base, and a
The usefulness of IRR measures depends on thariety of techniques are used to analyze their
integrity of the data on current holdings, validityIRR characteristics. The use of these techniques
of the underlying assumptions, and IRR sceshould be appropriate to the size, sophistication,
narios used to model IRR exposures. Techand complexity of the institution.
niques involving sophisticated simulations should In general, treatment of nonmaturity deposits
be used carefully so that they do not becomshould consider the historical behavior of the
“black boxes,” producing numbers that appeaiinstitution’s deposits; general conditions in the
to be precise, but that may be less accurate whémstitution's markets, including the degree of
their specific assumptions and parameters amompetition it faces; and anticipated pricing
revealed. behavior under the scenario investigated.
The integrity of data on current positions is anAssumptions should be supported to the fullest
important component of the risk-measuremengxtent practicable. Treatment of nonmaturity
process. Institutions should ensure that curremteposits within the measurement system may, of
positions are delineated at an appropriate leveourse, change from time to time based on
of aggregation (for example, by instrument typemarket and economic conditions. Such changes
coupon rate, or repricing characteristic) to ensurghould be well founded and documented. Treat-
that risk measures capture all meaningful typesients used to construct earnings-simulation
and sources of IRR, including those arising fromassessments should be conceptually and empiri-
explicit or embedded options. Managementally consistent with those used to develop EVE
should also ensure that all material positions arassessments of IRR.
represented in IRR measures, that the data used
are accurate and meaningful, and that the data
adequately reflect all relevant repricing andRR Scenarios
maturity characteristics. When applicable, data
should include information on the contractualRR exposure estimates, whether linked to earn-
coupon rates and cash flows of associated iflrRgs or economic value, use some form of
struments and contracts. Manual adjustments forecasts or scenarios of possible changes in
underlying data should be well documented. market interest rates. Bank management should
Senior management and risk managers shouthsure that IRR is measured over a probable
recognize the key assumptions used in IRRange of potential interest-rate changes, includ-
measurement, as well as reevaluate and approvgy meaningful stress situations. The scenarios
them periodically. Assumptions should also beised should be large enough to expose all of the
documented clearly and, ideally, the effect ofmeaningful sources of IRR associated with an
alternative assumptions should be presented gustitution’s holdings. In developing appropriate
that their significance can be fully understoodscenarios, bank management should consider
Assumptions used in assessing the interest-ratiee current level and term structure of rates and
sensitivity of complex instruments, such as thospossible changes to that environment, given
with embedded options, and instruments withthe historical and expected future volatility of
uncertain maturities, such as core depositsnarket rates. At a minimum, scenarios should
should be subject to rigorous documentation anithclude an instantaneous plus or minus 200-
review, as appropriate to the size and sophistbasis-point parallel shift in market rates. Insti-
cation of the institution. Assumptions abouttutions should also consider using multiple sce-
customer behavior and new business should takerios, including the potential effects of changes
proper account of historical patterns and bén the relationships among interest rates (option
consistent with the interest-rate scenarios usedisk and basis risk) as well as changes in the
general level of interest rates and changes in the
shape of the yield curve.
Nonmaturity Deposits The risk-measurement system should support
a meaningful evaluation of the effect of stressful
An institution’s IRR measurement system shoulanarket conditions on the institution. Stress test-
consider the sensitivity of nonmaturity depositsing should be designed to provide information
including demand deposits, NOW accounts, sawn the kinds of conditions under which the
ings deposits, and money market deposinstitution’s strategies or positions would be
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most vulnerable; thus, testing may be tailored to that have been taken or are being activel
the risk characteristics of the institution. Pos- considered,;
sible stress scenarios include abrupt changes inunderstand the implications of various stres:
the term structure of interest rates, relationships scenarios, including those involving break-
among key market rates (basis risk), liquidity of downs of key assumptions and parameters;
key financial markets, or volatility of market« review IRR policies, procedures, and the
rates. In addition, stress scenarios should includeadequacy of the IRR measurement system:
the conditions under which key business assump-and
tions and parameters break down. The stresSgetermine whether the bank holds sufficien
testing of assumptions used for illiquid instru- capital for the level of risk being taken.
ments and instruments with uncertain contrac-
tual maturities, such as core deposits, is particu-
larly critical to achieving an understanding of .
the institution’s risk profile. Therefore, stressComprehensive Internal Controls
scenarios may not only include extremes of
observed market conditions but also plausiblén institution’s IRR management process
worst-case scenarios. Management and the bofhould be an extension of its overall structure o
of directors should periodically review the resultgnternal controls. Banks should have adequat
of stress tests and the appropriateness of kégternal controls to ensure the integrity of their
underlying assumptions. Stress testing should Heterest-rate risk management process. Intern
supported by appropriate contingency plans. controls consist of procedures, approval pro
cesses, reconciliations, reviews, and othe
mechanisms designed to provide a reasonab
IRR Monitoring and Reporting assurance that the institution’s objectives fo
interest-rate risk management are achievet
An accurate, informative, and timely manageAppropriate internal controls should address al
ment information system is essential for managef the various elements of the risk-managemer
ing IRR exposure, both to inform managemenprocess, including adherence to polices an
and support compliance with board policy. TheProcedures, and the adequacy of risk identifica
reporting of risk measures should be regular antion, risk measurement, and risk reporting.
clearly compare current exposures with policy An important element of a bank’s internal
limits. In addition, past forecasts or risk esti-controls for interest-rate risk is management'’
mates should be compared with actual results @mprehensive evaluation and review. Manage
one tool to identify any potential shortcomingsment should ensure that the various componen
in modeling techniques. of the bank’s interest-rate risk managemen
A bank’s senior management and its board gprocess are regularly reviewed and evaluated &
a board committee should receive reports on thi@dividuals who are independent of the function
bank's IRR profile at least quarterly. Morethey are assigned to review. Although proce
frequent reporting may be appropriate dependiures for establishing limits and for operating
ing on the bank’s level of risk and its potentialwithin them may vary among banks, periodic
for significant change. While the types of reportgeviews should be conducted to determine
prepared for the board and various levels oWhether the organization complies with its
management will vary based on the institution’snterest-rate risk policies and procedures. Pos
IRR profile, reports should, at a minimum, allowtions that exceed established limits shoulc
senior management and the board or committegeceive the prompt attention of appropriate
to— management and should be resolved accordir
to approved policies. Periodic reviews of the
« evaluate the level of and trends in the bank'$nterest-rate risk management process shou
aggregate IRR exposure; also address any significant changes in the type
« demonstrate and verify compliance with allor characteristics of instruments acquired, lim:
policies and limits; its, and internal controls since the last review.
* evaluate the sensitivity and reasonableness of Reviews of the interest-rate risk measuremer
key assumptions; system should include assessments of th
» assess the results and future implications aissumptions, parameters, and methodologie
major hedging or position-taking initiatives used. These reviews should seek to understan
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test, and document the current measurement The results of reviews, along with any recom-
process, evaluate the system’s accuracy, amdendations forimprovement, should be reported
recommend solutions to any identified weakio the board and acted upon in a timely manner.
nesses. The results of this review, along withnstitutions with complex risk exposures are
any recommendations for improvement, shouléncouraged to have their measurement systems
be reported to the board, which should takeeviewed by external auditors or other knowl-
appropriate, timely action. Since measuremergdgeable outside parties to ensure the adequacy
systems may incorporate one or more subsidiagnd integrity of the systems. Since measurement
systems or processes, banks should ensure tlsgstems may incorporate one or more subsidiary
multiple component systems are well integratedystems or processes, institutions should ensure
and consistent with each other. that multiple component systems are well inte-
Banks, particularly those with complex riskgrated and consistent.

exposures, are encouraged to have their mea-The frequency and extent to which an insti-
surement systems reviewed by independent tution should reevaluate its risk-measurement
party, whether an internal or external auditor or methodologies and models depends, in part, on
both Reports written by external auditors orthe specific IRR exposures created by their
other outside parties should be available ttoldings and activities, the pace and nature of
relevant supervisory authorities. Any indepenchanges in market interest rates, and the extent
dent reviewer should be sure that the bank’so which there are new developments in mea-
risk-measurement system is sufficient to captursuring and managing IRR. At a minimum,
all material elements of interest-rate risk. Ainstitutions should review their underlying IRR
reviewer should consider the following factorsmeasurement methodologies and IRR manage-

when making the risk assessment: ment process annually, and more frequently as
market conditions dictate. In many cases, inter-

« the quantity of interest-rate risk nal evaluations may be supplemented by reviews
— the volume and price sensitivity of variousof external auditors or other qualified outside
products parties, such as consultants with expertise in

— the vulnerability of earnings and capitalIRR management.
under differing rate changes, including yield
curve twists
— the exposure of earnings and economic
value to various other forms of interest-RATING THE ADEQUACY OF IRR
rate risk, including basis and optionality MANAGEMENT
risk
« the quality of interest-rate risk management Examiners should incorporate their assessment
— whether the bank’s internal measuremenef the adequacy of IRR management into their
system is appropriate to the nature, scopeverall rating of risk management, which is
and complexities of the bank and itssubsequently factored into the management com-
activities ponent of an institution's CAMELS rating. Rat-
— whether the bank has an independent riskngs of IRR management can follow the general
control unit responsible for the design offramework used to rate overall risk management:
the risk-management system
— whether the board of directors and senior A rating of 1 or strong would indicate that
management are actively involved in the management effectively identifies and con-
risk-control process trols the IRR posed by the institution’s activi-
— whether internal policies, controls, and ties, including risks from new products.
procedures concerning interest-rate risk A rating of 2 or satisfactory would indicate
are well documented and complied with  that the institution’s management of IRR is
— whether the assumptions of the risk- largely effective, but lacking in some modest
management system are well documented, degree. It reflects a responsiveness and ability
data are accurately processed, and datato cope successfully with existing and fore-
aggregation is proper and reliable seeable exposures that may arise in carrying
— whether the organization has adequate staff- out the institution’s business plan. While the
ing to conduct a sound risk-management institution may have some minor risk-
process management weaknesses, these problems have
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been recognized and are being addressechanges in interest rates might affect their per
Generally, risks are being controlled in aformance. The rigor of the quantitative IRR
manner that does not require additional oevaluation process should reflect the size
more than normal supervisory attention. sophistication, and nature of the institution’s
A rating of 3 or fair signifies IRR managementholdings.
practices that are lacking in some important
ways and, therefore, are a cause for more than
normal supervisory attention. One or more of
the four elements of sound IRR managemer@
are considered fair and have precluded th
institution from fully addressing a significant
risk to its operations. Certain risk-managemenfn overall evaluation of an institution’s hold-
practices need improvement to ensure thdbgs and its business mix is an important firs
management and the board are able to idestep to determine its quantitative level of IRR
tify, monitor, and control adequately all sig-exposure. The evaluation should focus on ider
nificant risks to the institution. tifying (1) major on- and off-balance-sheet posi-
A rating of 4 or marginal represents margina[iOl’]S, (2) concentrations in interest-sensitive
IRR management practices that generally fainstruments, (3) the existence of highly volatile
to identify, monitor, and control significant instruments, and (4) significant sources of non
risk exposures in many material respectéﬂterest income that may be sensitive to change
Generally, such a situation reflects a lack ofn interest rates. Identifying major holdings of
adequate guidance and supervision by maparticular types or classes of assets, liabilities,
agement and the board. One or more of theff-balance-sheet instruments is particularly per
four elements of sound risk management arinent since the interest-rate-sensitivity charac
considered marginal and require immediatéeristics of an institution’s largest positions or
and concerted corrective action by the boardctivities will tend to dominate its IRR profile.
and management. The composition of assets should be assessed
A rating of 5 or unsatisfactory indicates adetermine the types of instruments held and th
critical absence of effective risk-managementelative proportion of holdings they represent
practices to identify, monitor, or control sig- Poth with respect to total assets and withir
nificant risk exposures. One or more of theappropriate instrument portfolios. Examiners
four elements of sound risk management i§hould note any specialization or concentratios
considered wholly deficient, and managemerift particular types of investment securities ol
and the board have not demonstrated thk@nding activities and identify the interest-rate
capability to address deficiencies. Deficiencharacteristics of the instruments or activities
cies in the institution’s risk-management pro-The assessment should also incorporate an eva
cedures and internal controls require immediation of funding strategies and the compositior
ate and close supervisory attention. of deposits, including core deposits. Trends an

changes in the composition of assets, liabilities

and off-balance-sheet holdings should be fully
QUANTITATIVE LEVEL OF IRR assessed—especially when the institution i
EXPOSURE experiencing significant growth.

Examiners should identify the interest sensi

Evaluating the quantitative level of IRR involvestivity of an institution’s major holdings. For
assessing the effects of both past and potentiadany instruments, the stated final maturity
future changes in interest rates on an institueoupon interest payment, and repricing fre
tion’s financial condition, including the effects quency are the primary determinants of interest
on its earnings, capital adequacy, liquidityrate sensitivity. In general, the shorter the repric
and—in some cases—asset quality. This assessg frequency (or maturity for fixed-rate
ment involves a broad analysis of an instituinstruments), the greater the impact of a chang
tion’s business mix, balance-sheet compositionn interest rates on the earnings of the asse
OBS holdings, and holdings of interest rate-iability, or OBS instrument employed will be
sensitive instruments. Characteristics of théecause the cash flows derived, either throug
institution’'s material holdings should also berepricing or reinvestment, will more quickly
investigated to determine (and quantify) howeflect market rates. From a value perspective

ssessment of the Composition of
oldings
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the longer the repricing frequency (or maturityincrease IRR when asset structures are fixed-rate
for fixed-rate instruments), the more sensitiver long-term. Long-term liabilities used to
the value of the instrument will be to changes irfinance shorter-term assets can also increase
marketinterestrates. Accordingly, basic maturity]RR. The role of nonmaturity or core deposits in
repricing distributions and gap schedules aran institution’s funding base is particularly per-
important first screens to identify the interestinent to any assessment of IRR. Depending on
sensitivity of major holdings from both an their composition and the underlying client base,
earnings and value standpoint. core deposits can provide significant opportuni-
Efforts should be made to identify instru-ties for institutions to administer and manage the
ments whose value is highly sensitive to raténterest rates paid on this funding source. Thus,
changes. Even if these instruments may ndiigh levels of stable core deposit funding may
make up a major portion of an institution’s provide an institution with significant control
holdings, their rate sensitivity may be largeover its IRR profile. Examiners should assess
enough to materially affect the institution’sthe characteristics of an institution’s nonmatu-
aggregate exposure. Highly interest ratefity deposit base, including the types of accounts
sensitive instruments generally have fixed-rateffered, the underlying customer base, and
coupons with long maturities, significant embedimportant trends that may influence the rate
ded options, or some elements of both. Identisensitivity of this funding source.
fying explicit options and instruments with In general, examiners should evaluate trends
embedded options is particularly important; thesand attempt to identify any structural changes in
holdings may exhibit significantly volatile price the interest-rate risk profile of an institution’s
and earnings behavior (because of their asynroldings, such as shifts of asset holdings into
metrical cash flows) when interest rates changénger-term instruments or instruments that may
The interest-rate sensitivity of exchange-tradetiave embedded options, changes in funding
options is usually easy to identify becausestrategies and core deposit balances, and the use
exchange contracts are standardized. On tld off-balance-sheet instruments. Significant
other hand, the interest-rate sensitivity of overehanges in the composition of an institution’s
the-counter derivative instruments and the optioholdings may reduce the usefulness of its his-
provisions embedded in other financial instrutorical performance as an indicator of future
ments, such as the right to prepay a loan withoyierformance.
penalty, may be less readily identifiable. Instru- Examiners should also identify and assess
ments tied to residential mortgages, such amaterial sources of interest-sensitive fee income.
mortgage pass-through securities, collateralizeldoan-servicing income, especially when related
mortgage obligations (CMOs), real estate mortto residential mortgages, can be an important
gage investment conduits (REMICs), and variand highly volatile element in an institution’s
ous mortgage-derivative products, generallgarnings profile. Servicing income is linked
entail some form of embedded optionality. Certo the size of the servicing portfolio and, thus,
tain types of CMOs and REMICs constitutecan be greatly affected by the prepayment rate
high-risk mortgage-derivative products andor mortgages in the servicing portfolio. Rev-
should be clearly identified. U.S. agency ananues arising from securitization of other types
municipal securities, as well as traditional formsf loans, including credit card receivables, can
of lending and borrowing arrangements, camlso be very sensitive to changes in interest
often incorporate options into their structuresrates.
U.S. agency structured notes and municipal An analysis of both on- and off-balance-sheet
securities with long-dated call provisions areholdings should also consider potential basis
just two examples. Many commercial loans alsaisk, that is, whether instruments with adjustable-
use caps or floors. Over-the-counter OBS instruate characteristics that reprice in a similar time
ments, such as swaps, caps, floors, and collagseriod will reprice differently than assumed.
can involve highly complex structures and, thusBasis risk is a particular concern for offsetting
can be quite volatile in the face of changingpositions that reprice in the same time period.
interest rates. Typical examples include assets that reprice
An evaluation of an institution’s funding with three-month Treasury bills paired against
sources relative to its assets profile is fundameriabilities repricing with three-month LIBOR or
tal to the IRR assessment. Reliance on volatilprime-based assets paired against other short-
or complex funding structures can significantlyterm funding sources. Analyzing the repricing
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characteristics of major adjustable-rate positiongerformance during prior periods of volatile
should help to identify these situations. rates.

Important tools used to gauge the potentia
volatility in future earnings include basic matu-
rity and repricing gap calculations and income

EXPOSURE OF EARNINGS TO IRR simulations. Short-term repricing gaps betweel
assets and liabilities in intervals of one yeal
When evaluating the potential effects of changor |ess can provide useful insights on the expo
|ng interest rates on an institution’s earn|ngSsure Of earningsl These can be used to devel(
examine_rs should assess the key determinants,@fugh approximations of the effect of changes it
the net interest margin, the effect that fluctuamarket rates on an institution’s profitability.
tions in net interest margins can have on overaltxaminers can develop rough gap estimate
net income, and the rate sensitivity of noninterysing available call report information, as well
est income and expense. Analyzing the historigs the bank’s own internally generated gap o
cal behavior of the net interest margin, includinghther earnings exposure calculations if risk:
the yields on major assets, liabilities, and Off'rnanagement and measurement systems &
balance-sheet positions that make up that mageemed adequate. When available, a bank’s ow
gin, can provide useful insights into the relativ%arnings_simu|ation model provides a particu:
stability of an institution’s earnings. For exam-jarly valuable source of information: a formal
ple, a review of the historical composition ofestimate of future earnings (a baseline) and a
assets and the yields earned on those assetgluation of how earnings would change unde
clearly identifies an institution’s business mixgifferent rate scenarios. Together with historica
and revenue-generating strategies, as well @arnings patterns, an institution’s estimate of th
potential vulnerabilities of these revenues tQrr sensitivity of its earnings derived from
changes in rates. Similarly, an assessment of thgmuylation models is an important indication of
rates paid on various types of deposits over timghe exposure of its near-term earnings stability
can help identify the institution’s funding strat-  As detailed in the preceding subsection, soun
egies, how the institution competes for dePOSitSrisk-management practices require IRR to b
and the potential vulnerability of its funding measured over a probable range of potentic
base to rate changes. interest-rate changes. At a minimum, an instar
Understanding the effect of potential fluctuataneous shift in the yield curve of plus or minus
tions in net interest income on overall operating00 basis points should be used to assess t
performance is also important. At some bankspotential impact of rate changes on an institu
high overhead costs may require high net intettion’s earnings.
est margins to generate even moderate levels of Examiners should evaluate the exposure c
income. Accordingly, relatively high net interestearnings to changes in interest rates relative t
margins may not necessarily imply a highethe institution’s overall level of earnings and the
tolerance to changes in interest rates. Examinegtential length of time such exposure migh
should fully consider the potential effects ofpersist. For example, simulation estimates of -
fluctuating net interest margins when they anasmall, temporary decline in earnings, while
lyze the exposure of net income to changes ifikely an issue for shareholders and directors
Interest rates. may be less of a supervisory concern if the
Additionally, examiners should assess thénstitution has a sound earnings and capital bas
contribution of noninterest income to netincomen the other hand, exposures that could offse
including its interest-rate sensitivity and how itearnings for a significant period (as some thrift:
affects the IRR of the institution. Significant experienced during the 1980s) and even deple
sources of rate-insensitive noninterest incomeapital would be a great concern to both man
provide stability to net income and can mitigateagement and supervisors. Exposures measur
the effect of fluctuations in net interest marginsby gap or simulation analysis under the mini-
A historical review of changes in an institu-mum 200 basis point scenario that would resul
tion’s earnings—both net income and net interin a significant decline in net interest margins ol
est income—in relation to changes in markehet income should prompt further investigation
rates is an important step in assessing the ratd the adequacy and stability of earnings and th
sensitivity of its earnings. When appropriateadequacy of the institution’s risk-managemen
this review should assess the institution’process. Specifically, in institutions exhibiting
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significant earnings exposures, examiners Banking organizations with (1) low propor-
should focus on the results of the institution’stions of assets maturing or repricing beyond five
stress tests to determine the extent to whichears, (2) relatively few assets with volatile
more significant and stressful rate moves mightnarket values (such as high-risk CMOs and
magnify the erosion in earnings identified instructured notes or certain off-balance-sheet
the more modest rate scenario. In additiongerivatives), and (3) large and stable sources of
examiners should emphasize the need for manonmaturity deposits are unlikely to face signifi-
agement to understand the magnitude and natucant economic-value exposure. Consequently,
of the institution’s IRR and the adequacy of itsan evaluation of their economic-value exposure
limits. may be limited to reviewing available internal
While an erosion in net interest margins orreports showing the asset/liability composition
net income of more than 25 percent under af the institution or the results of internal-gap,
200 basis point scenario should warrant consicearnings-simulation, or economic-value simula-
erable examiner attention, examiners shoultion models to confirm that conclusion.
take into account the absolute level of an insti- Institutions with (1) fairly significant holdings
tution’s earnings both before and after the estiof assets with longer maturities or repricing
mated IRR shock. For example, a 33 percerftequencies, (2) concentrations in value-sensitive
decline in earnings for a bank with a strongon- and off-balance-sheet instruments, or (3) a
return on assets (ROA) of 1.50 percent wouldveak base of nonmaturity deposits warrant more
still leave the bank with an ROA of 1.00 percentformal and quantitative evaluations of economic-
In contrast, the same percentage decline ivialue exposures. This includes reviewing the
earnings for a bank with a fair ROA of 0.75results of the bank’s own internal reports for
percent results in a marginal ROA of 0.50measuring changes in economic value, which
percent. should address the adequacy of the institution’s
Examiners should ensure that their evaluatiofiSk-management process, reliability of risk-
of the IRR exposure of earnings is incorporatedn€asurement assumptions, integrity of the data,
into the rating of earnings under the CAMELSand comprehensiveness of any modeling
rating system. Institutions receiving an earning®rocedures.
rating of 1 or 2 would typically have minimal  For institutions that appear to have a poten-
exposure to changing interest rates. Howevefially significant level of IRR and that lack a
significant exposure of earnings to changes ifeliable internal economic-value model, exam-
interest rates may, in itself, provide sufficientiners should consider alternative means for
basis for a lower rating. qguantifying economic-value exposure, such as
internal-gap measures, off-site monitoring, or
surveillance screens that rely on call report data
. . to estimate economic-value exposure. For
Exposure of Capital and Economic  example, the institution’s gap schedules might
Value be used to derive a duration gap by applying
duration-based risk weights to the bank’s aggre-
As set forth in the capital adequacy guidelinegiate positions. When alternative means are used
for state member banks, the risk-based capitéh estimate changes in economic value, the
ratio focuses principally on broad categories ofelative crudeness of these techniques and lack
credit risk and does not incorporate other facef detailed data (such as the absence of coupon
tors, including overall interest-rate exposure andr off-balance-sheet data) should be taken into
management'’s ability to monitor and controlaccount—especially when drawing conclusions
financial and operating risks. Therefore, thebout the institution’s exposure and capital
guidelines point out that in addition to evaluat-adequacy.
ing capital ratios, an overall assessment of An evaluation of an institution’s capital
capital adequacy must take account of “a bank'adequacy should also consider the extent to
exposure to declines in the economic value of itgvhich past interest-rate moves may have reduced
capital due to changes in interest rates. For thihie economic value of capital through the accu-
reason, the final supervisory judgment on anulation of net unrealized losses on financial
bank’s capital adequacy may differ significantlyinstruments. To the extent that past rate moves
from conclusions that might be drawn solelyhave reduced the economic or market value of a
from the level of its risk-based capital ratio.” bank’s claims more than they have reduced the
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value of its obligations, the institution’s eco-surveillance screens that use call report data ¢
nomic value of capital is less than its stated bookrom the bank’s internal reports.
value. Examiners should also consider the potentic
To evaluate the embedded net loss or gaisffect of declines and fluctuations in earnings ot
in an institution’s financial structure, fair valuean institution’s capital adequacy. Using the
data on the securities portfolio can be used agsults of internal model simulations or gap
the starting point; this information should bereports, examiners should determine whethe
readily available from the call report or bankcapital-impairing losses might result from
internal reports. Other major asset categorieshanges in market interest rates. In cases whe
that might contain material embedded gains opotential rate changes are estimated to cau:
losses include any assets maturing or repricindeclines in margins that actually result in losses
in more than five years, such as residentiabxaminers should assess the effect on capit
multifamily, or commercial mortgage loans. Byover a two- or three-year earnings horizon.
comparing a portfolio’s weighted average cou- When capital adequacy is rated in the contex
pon with current market yields, examiners mayf IRR exposure, examiners should consider th
get an indication of the magnitude of anyeffect of changes in market interest rates on th
potential unrealized gains or losses. For compaconomic value of equity, level of embeddeo
nies with hedging strategies that use derivativespsses in the bank’s financial structure, an
the current positive or negative market value ofmpact of potential rate changes on the institu
these positions should be obtained, if availablgjon’s earnings. The IRR of institutions that
For banks with material holdings of originatedshow material declines in earnings or economi
or purchased mortgage-servicing rights, capitakalue of capital from a 200 basis point shift
ized amounts should be evaluated to ascertaghould be evaluated fully, especially if that
that they are recorded at the lower of cost or faigecline would lower an institution’s pro forma
value and that management has appropriatefyfompt-corrective-action category. For example
written down any values that are impaired pura well-capitalized institution with a 5.5 percent
suant to generally accepted accounting rules. |everage ratio and an estimated change in ec
The presence of significant depreciation imomic value arising from an appropriate stres
securities, loans, or other assets does not necegenario amounting to 2.0 percent of asset
sarily indicate significant embedded net lossesiould have an adjusted leverage ratio of 3.5 pel
depreciation may be offset by a decline in theent, causing a pro forma two-tier decline in its
market value of a bank’s liabilities. For exam-prompt-corrective-action category to the under
ple, stable, low-cost nonmaturity deposits typicapitalized category. After considering the leve
cally become more profitable to banks as rategi embedded losses in the balance sheet, tt
rise, and they can add significantly to the bank'stability of the institution’s funding base, its
financial strength. Similarly, below-market-rateexposure to near-term losses, and the quality «
deposits, other borrowings, and subordinatefis risk-management process, the examiner me
debt may also offset unrealized asset losseseed to give the institution’s capital adequacy :
caused by past rate hikes. relatively low rating. In general, sufficiently
For banks with (1) substantial depreciation iradverse effects of market interest-rate shocks ¢
their securities portfolios, (2) low levels of weak management and control procedures ce
nonmaturity deposits and retail time deposits, oprovide a basis for lowering a bank’s rating of
(3) high levels of IRR exposure, unrealizedcapital adequacy. Moreover, even less sevel
losses can have important implications for thexxposures could contribute to a lower rating if
supervisory assessment of capital adequacy. ¢bmbined with exposures from asset concentrz
stressful conditions require the liquidation ortions, weak operating controls, or other areas ¢
restructuring of the securities portfolio, eco-concern.
nomic losses could be realized and, thereby,
reduce the institution’s regulatory capitalization
Therefore, for higher-risk institutions, an evalu-
ation of capital adequacy should consider thEXAMINATION PROCESS FOR
potential after-tax effect of the liquidation of IRR
available-for-sale and held-to-maturity accounts.
Estimates of the effect of securities losses on th&s the primary market risk most banks face,
regulatory capital ratio may be obtained fromlRR should usually receive consideration in
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full-scope exams. It may also be the topic ok board of directors reports on IRR exposures
targeted examinations. To meet examinatiom audit reports (both internal and external)
objectives efficiently and effectively while « position reports, including those for invest-
remaining sensitive to potential burdens imposed ment securities and off-balance-sheet
on institutions, the examination of IRR should instruments

follow a structured, risk-focused approach. Key other available internal reports on the bank’s
elements of a risk-focused approach to the risks, including those detailing key assumptions
examination process for IRR include (1) off-sites reports outlining the key characteristics of
monitoring and risk assessment of an institu- concentrations and any material holdings of
tion’s IRR profile and (2) appropriate planning interest-sensitive instruments

and scoping of the on-site examination to ensure documentation for the inputs, assumptions,
that it is as efficient and productive as possible. ang methodologies used in measuring risk

A fundamental tenet of this approach is thal pegderal Reserve surveillance reports and
supervisory resources are targeted at functions,spervisory screens

activities, and holdings that pose the most risk to

the safety and soundness of an institution. The analysis for determining an institution’s
Accordingly, institutions with I.ow Ievels of IRR guantitative IRR exposure can be assessed off-
would be expected to receive relatively lessjjte as much as possible, including assessments
supervisory attention than those with more severgs the bank’s overall balance-sheet composition
IRR exposures. ) _and holdings of interest-sensitive instruments.
~ Many banks have become especially skillethn assessment of the exposure of earnings can
in managing and limiting the exposure of theithe accomplished using supervisory screens,
earnings to changes in interest rates. Accordsxaminer-constructed measures, and internal
ingly, for most banks and especially for smallelhank measures obtained from management
institutions with less complex holdings, the IRRreports received before the on-site engagement.

element of the examination may be relativelysimilar assessments can be made on the expo-
simple and straightforward. On the other handsyre of capital or economic value.

some banks consider IRR an intended conse- pp off-site review of the quality of the risk-
quence of their business strategies and Chooseﬁ%nagement process can significantly improve
take and manage th_at risk explicitty—often withipa efficiency of the on-site engagement. The
complex_ financial instruments. T_hese bankskey to assessing the quality of management is an
along with banks that have a wide array ofyrganized discovery process aimed at determin-
activities or complex holdings, generally shoulqng whether appropriate policies, procedures,
receive greater supervisory attention. limits, reporting systems, and internal controls
are in place. This discovery process should, in
particular, ascertain whether all the elements of
Off-Site Risk Assessment a soynd IRR management polic;y are.applied
consistently to material concentrations of interest-
Off-site monitoring and analysis involves devel Sensitive instruments. The results and reports of

oping a preliminary view or “risk assessment” ﬁggra%)éirtnt'ﬂgtfgg ﬁ;%v'doef :25?2:2; 'gfr?]gn?'
before initiating an on-site examination. Both quacy 9 )

the level of IRR exposure and quality of IRR

management should be assessed to the fullest

extent possible during the off-site phase of th&Scope of On-Site Examination

examination process. The following information

can be helpful in this assessment: The off-site risk assessment is an informed
o o ~ hypothesis of both the adequacy of IRR man-

+ organizational charts and policies identifyingagement and the magnitude of the institution’s

authorities and responsibilities for managingaxposure. The scope of the on-site examination

IRR of IRR should be designed to confirm or reject

IRR policies, procedures, and limits that hypothesis and should target specific areas

asset/liability committee (ALCO) minutes andof interest or concern. In this way, on-site

reports (going back six to twelve monthsexamination procedures are tailored to the

before the examination) activities and risk profile of the institution, using

February 1998 Trading and Capital-Markets Activities Manual
Page 16



Interest-Rate Risk Management 3010.1

flexible and targeted work-documentation proextensive work-documentation program. The
grams. Confirmation of hypotheses on thenstitution’s internal measures should be reliec
adequacy of the IRR management process @n cautiously, if at all.
especially important. In general, if off-site analy- Regardless of the size or complexity of an
sis identifies IRR management as adequat@stitution, care must be taken during the on-sit
examiners can rely more heavily on the bank’ghase of the examination to ensure confirmatio
internal IRR measures for assessing quantitativef the risk assessment and identification o
exposures. issues that may have escaped off-site analysi
The examination scope for assessing IRR\ccordingly, the examination scope should be
should be commensurate with the complexity ohdjusted as on-site findings dictate.
the institution and consistent with the off-site
risk assessment. For example, only baseline
examination procedures would be used for .
institutions whose off-site risk assessment indiCAMELS Ratings
cates that they have adequate IRR management
processes and low levels of quantitative exposuréds with other areas of the examination, the
For those and other institutions identified agvaluation of IRR exposure should be incorpo
potentially low risk, the scope of the on-siterated into an institution’s CAMELS rating. Find-
examination would consist of only those examiings on the adequacy of an institution’s IRR
nation procedures necessary to confirm the risknanagement process should be reflected in tf
assessment hypothesis. The adequacy of IRgaminer’s rating of risk management—a key
management could be confirmed through a bas®mponent of an institution’s management rat
review of the appropriateness of policies, intering. Findings on the quantitative level of IRR
nal reports, and controls and the institution’sexposure should be incorporated into the earr
adherence to them. The integrity and reliabilitings and capital components of the CAMELS
of the information used to assess the quantitativiatings.
level of risk could be confirmed through limited An overall assessment of an institution’s IRR
sampling and testing. In general, if the riskexposure can be developed by combining asses
assessment is confirmed by basic examinatioments of the adequacy of IRR managemer
procedures, the examiner may conclude the IRBractices with the evaluation of the quantitative
examination process. IRR exposure of the institution’s earnings anc
Institutions assessed to have high levels afapital base. The assessment of the adequacy
IRR exposure and strong IRR management majRR management should provide the primar
require more extensive examination scopes thasis for reaching an overall assessment since
confirm the off-site risk assessment. These pras a leading indicator of potential IRR exposure.
cedures may entail more analysis of the instituAccordingly, overall ratings for IRR sensitivity
tion’s IRR measurement system and the IRRhould be no greater than the rating given to IRF
characteristics of major holdings. When highmanagement. Unsafe exposures and manag
guantitative levels of exposure are found, exanment weaknesses should be fully reflected il
iners should focus special attention on thehese ratings. Unsafe exposures and unsoul
sources of this risk and on significant concenmanagement practices that are not resolve
trations of interest-sensitive instruments. Instiduring the on-site examination should be
tutions assessed to have high exposure and weaidressed through subsequent follow-up actior
risk-management systems would require aby the examiner and other supervisory personne
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Interest-Rate Risk Management _
Examination Objectives Section 3010.2

1. To evaluate the policies for interest-rate risld. To determine if internal management-
established by the board of directors and reporting systems provide the information
senior management, including the limits necessary for informed interest-rate manage
established for the bank’s interest-rate risk ment decisions and to monitor the results o

profile. those decisions.
2. To determine if the bank’s interest-rate riskc. To initiate corrective action when interest-
profile is within those limits. rate management policies, practices, and prc

3. To evaluate the management of the bank’s cedures are deficient in controlling and moni-
interest-rate risk, including the adequacy of toring interest-rate risk.
the methods and assumptions used to mea-
sure interest-rate risk.

Trading and Capital-Markets Activities Manual February 1998
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Interest-Rate Risk Management

Examination Procedures Section 3010.3

These procedures represent a list of processesg. copies of reports from external auditors ot
and activities that may be reviewed during a consultants who have reviewed the valid-
full-scope examination. The examiner-in-charge ity of various interest-rate risk, options-
will establish the general scope of examination pricing, and other models used by the
and work with the examination staff to tailor institution in managing market-rate risks,

specific areas for review as circumstances war- if available
rant. As part of this process, the examiner h. other management reports and first-da
reviewing a function or product will analyze and letter items

evaluate internal audit comments and previous
examination workpapers to assist in designin

the scope of examination. In addition, after EREVIEW POLICIES AND

general review of a particular area to be examPROCEDURES

ined, the examiner should use these procedures,

to the extent they are applicable, for furtherl. Review the bank’s policies and procedure:
guidance. Ultimately, it is the seasoned judg- (written or unwritten) for adequacy. (See
ment of the examiner and the examiner-in- item 1 of the internal control questionnaire.)
charge as to which procedures are warranted in

examining any particular activity. ASSESS MANAGEMENT
PRACTICES

REVIEW PRIOR EXCEPTIONS
AND DETERMINE SCOPE OF
EXAMINATION

1. Determine if the function is managed on &
bank-only or a consolidated basis.
2. Determine who is responsible for interest-

1. Obtain d intio f " ted and rate risk review (an individual, ALCO, or
: ain descriptions of exceptions n,o €d and ey group) and whether this composition is
assess the adequacy of management’s response

to the most recent Federal Reserve and state appropriate for the function's decision-

examination reports and the most rece making structure.
; p . né Determine who is responsible for implement-
internal and external audit reports.

ing strategic decisions (for example, with a
flow chart). Ensure that the scope of that
function’s authority is reasonable.

. Review the background of individuals respon:
sible for IRR management to determine theil
level of experience and sophistication (obtair

OBTAIN INFORMATION

1. Obtain the following information:

a. interest-rate risk policy (may be incorpo-
rated in the funds management or invests
ment policy) and any other policies related
to asset/liability management (such as
derivatives)

. board and management committee meet-
ing minutes since the previous examina-
tion, including packages presented to the.
board

. most recent internal interest-rate risk man-
agement reports (these may include gap
reports and internal-model results, includ-
ing any stress testing)

. organization chart

. current corporate strategic plan
detailed listings of off-balance-sheetl.
derivatives used to manage interest-rate
risk

—

resumes if necessary).

Review appropriate committee minutes ant
board packages since the previous examin:
tion and detail significant discussions in work-
papers. Note the frequency of board anc
committee meetings to discuss interest-rat
risk.

Determine if and how the asset liability
management function is included in the in-
stitution’s overall strategic planning process

ASSESS BOARD OF DIRECTORS
OVERSIGHT

Determine how frequently the IRR policy is
reviewed and approved by the board (at leas
annually).
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3010.3

Interest-Rate Risk Management: Examination Procedures

2. Determine whether the results of the mea-
surement system provide clear and reliable

information and whether the results are com7.

municated to the board at least quarterly.
Board reports should identify the institu-
tion’s current position and its relationship to
policy limits.

3. Determine the extent to which exceptions t@.

policies and resulting corrective measures
are reported to the board, including the
promptness of reporting.

4. Determine the extent to which the board or
board committee is briefed on underlying

trend and adequacy of the net interest margin
and economic value.

Based on the above items, determine the
institution’s risk profile. (What are the most
likely sources of interest-rate risk?) Deter-
mine if the profile is consistent with stated
interest-rate risk objectives and strategies.
Determine whether changes in the net inter-
est margin are consistent with the interest-
rate risk profile developed above.

EVALUATE THE INSTITUTION'S

assumptions (major assumptions should bRISK-MEASUREMENT SYSTEMS

approved when established or changed, af@ND INTEREST-RATE RISK
at least annually thereafter) and any signiiEXPOSURE

cant limitations of the measurement system.

5. Assess the extent that major new products arg'€ institution’s risk-measurement system and
reviewed and approved by the board or &orresponding limits should be consistent with

board committee.

the size and complexity of the institution’s on-

and off-balance-sheet activities.

1. Review previous examinations and audits

INTEREST-RATE RISK PROFILE
OF THE INSTITUTION

1. Identify significant holdings of on- and off-

balance-sheet instruments and assess the

interest-rate risk characteristics of these items.
2. Note relevant trends of on- and off-balance-
sheet instruments identified as significant

holdings. Preparing a sources and uses sched-

ule may help determine changes in the levels
of interest-sensitive instruments.

3. Determine whether the institution offers or
holds products with embedded interest-rate
floors and caps (investments, loans, depos-
its). Evaluate their potential effect on the
institution’s interest-rate exposure.

4. For those institutions using high-risk mort-
gage derivative securities to manage interest-
rate risk—

a. determine whether a significant holding of
these securities exists and

b. assess management’s awareness of the

risk characteristics of these instruments.

5. Evaluate the purchases and sales of securities

since the previous examination to determine
whether the transactions and any overall
changes in the portfolio mix are consistent
with management’s stated interest-rate risk
objectives and strategies.

6. Review the UBPR, interim financial state-
ments, and internal management reports for

of the IRR management system and model.

a. Review previous examination work-
papers and reports concerning the model
to determine which areas may require
especially close analysis.

b. Review reports and workpapers (if avail-
able) from internal and external audits of
the model, and, if necessary, discuss the
audit process and findings with the insti-
tution’s audit staff. Depending on the
sophistication of the institution’s on- and
off-balance-sheet activities, a satisfac-
tory audit may not necessarily address
each of the items listed below. The scope
of the procedures may be adjusted if they
have been addressed satisfactorily by an
audit or in previous exams. Determine
whether the audits accomplished the
following:

« |Identified the individual or committee
that is responsible for making primary
model assumptions, and whether this
person or committee regularly reviews
and updates these assumptions.
Reviewed data integrity. Auditors
should verify that critical data were
accurately downloaded from computer
subsystems or the general ledger.
Reviewed the primary model assump-
tions and evaluated whether these
assumptions were reasonable given
past activity and current conditions.

February 1998
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Interest-Rate Risk Management: Examination Procedures 301

* Reviewed whether the assumptions
were incorporated into the model as
management indicated.

» Reviewed assumptions concerning how
account balances will be replaced as
items mature for models that calculate
earnings or market values. Assump-
tions should be reasonable given past
patterns of account balances and cur-
rent conditions.

* Reviewed methodology for determin-

ing cash flows from or market values

of off-balance-sheet items, such as
futures, forwards, swaps, options, caps,
and floors.

Reviewed current yields or discount

rates for critical account categories.

(Determine whether the audit reviewed

the interest-rate scenarios used to mea-

sure interest-rate risk.)

Verified the underlying calculations

for the model’s output.

Verified that summary reports pre-

sented to the board of directors and

senior management accurately reflect
the results of the model.

c. Determine whether adverse comments
in the audit reports have been addressed
by the institution’s management and 4.
whether corrective actions have been
implemented.

d. Discuss weaknesses in the audit process
with senior management.

2. Review management and board of directors
oversight of model operation.

a. Identify which individual or committee
is responsible for making the principal
assumptions and parameters used in the
model.

b. Determine whether this individual or
committee reviews the principal assump-
tions and parameters regularly (at least
annually) and updates them as needed. If
reviews have taken place, state where
this information is documented.

c. Determine the extent to which the appro-
priate board or management committee
is briefed on underlying assumptions
(major assumptions should be approved
when established or changed, and at least
annually thereafter) and any significant
limitations of the measurement system.

3. Review the integrity of data inputs.

a. Determine how the data on existing

financial positions and contracts are
entered into the model. Data may be
downloaded from computer subsystem:
or the general ledger or they may be
manually entered (or a combination of
both).

. Determine who has responsibility for

inputting or downloading data into the
model. Assess whether appropriate inter
nal controls are in place to ensure date
integrity. For example, the institution

may have procedures for reconciling date
with the general ledger, comparing dats
with data from previous months, or error
checking by an officer or other analyst.

. Check data integrity by comparing data

for broad account categories with—
« the general ledger, and
 appropriate call report schedules.

. Ensure that data from all relevant non-

bank subsidiaries have been included.

. Assess the quality of the institution’s

financial data. For example, data shoulc
allow the model to distinguish maturity

and repricing, identify embedded options,
include coupon and amortization rates,
identify current asset yields or liability

costs.

Review selected rate-sensitive items.
a. Review how the model incorporates resi:

dential mortgages and mortgage-relate
products, including adjustable-rate mort-
gages, mortgage pass-throughs, CMO:s
and purchased and excess mortgage
servicing rights.

« Determine whether the level of data
aggregation for mortgage-related prod-
ucts is appropriate. Data for pass-
throughs, CMOs, and servicing rights
should identify the type of security,
coupon range, and maturity to capture
prepayment risk.

Identify the sources of data or assump-
tions on expected cash flows, includ-
ing prepayment rates and cash flows
on CMOs. Data may be provided by
brokerage firms, independent industry
information services, or internal
estimates.

If internal prepayment and cash-flow
estimates are used for mortgages an
mortgage-related products, note how
the estimates are derived and review
them for reasonableness.
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Interest-Rate Risk Management: Examination Procedures

If internal prepayment estimates are
used, determine who has responsibility
for reviewing these assumptions. Deter-
mine whether this person or committee
reviews prepayment rates regularly (at
least quarterly) and updates the prepay-
ment assumptions as needed.
* For each interest-rate scenario, deter-
mine if the model adjusts key assump-
tions and parameters to account for
possible changes in—
— prepayment rates,
— amortization rates,
— cash flows and yields, and
— prices and discount rates.
Determine if the model appropriately
incorporates the effects of annual and
lifetime caps and floors on adjustable-
rate mortgages. In market-value mod-
els, determine whether these option
values are appropriately reflected.

. Determine whether the institution has
structured notes or other instruments with
similar characteristics.

« |dentify the risk characteristics of these
instruments, with special attention to
embedded call/put provisions, caps and
floors, or repricing opportunities.
Determine if the interest-rate risk
model is capable of accounting for
these risks and, if a simplified repre-
sentation of the risk is used, whether
that treatment adequately reflects the
risk of the instruments.

. Review how the model incorporates non-
maturity deposits. Review the repricing
or sensitivity assumptions. Review and
evaluate the documentation provided.

. If the institution has significant levels of
noninterest income and expense items
that are sensitive to changes in interest

rates, determine whether these items are

incorporated appropriately in the model.

This would include items such as amor-

tization of core deposit intangibles and

purchased or excess servicing rights for
credit card receivables.

. Review how the model incorporates
futures, forwards, and swaps.

e For simulation models, review the
methodology for determining cash
flows of futures, forwards, and swaps
under various rate scenarios.

» For market-value models—

— determine if the durations of futures

g.

and forward contracts reflect the
duration of the underlying instru-

ment (durations should be negative
for net sold positions) and

— review the methodology for deter-

mining market values of swaps
under different interest-rate sce-
narios. Compare results with prices
obtained or calculated from stan-
dard industry information services.

Review how the model incorporates

options, caps, floors, and collars.

e For simulation models, review the
methodology for determining cash
flows of options, caps, floors, and col-
lars under various rate scenarios.

» For market-value models, review the
methodology used to obtain prices for
options, caps, and floors under differ-
ent interest-rate scenarios. Compare
results with prices obtained or calcu-
lated from standard industry informa-
tion services.

Identify any other instruments or posi-

tions that tend to exhibit significant sen-

sitivity, including those with significant
embedded options (such as loans with
caps or rights of prepayment) and review
model treatment of these items for accu-
racy and rigor.

5. Review other modeling assumptions.

a. For simulation models that calculate earn-

ings, review the assumptions concerning
how account balances change over time,
including assumptions about replace-
ment rates for existing business and
growth rates for new business. (These
items should be reviewed for models that
estimate market values in future periods.)

» Determine whether the assumptions
are reasonable given current business
conditions and the institution’s strate-
gic plan.

» Determine whether assumptions about
future business are sensitive to changes
in interest rates.

« If the institution uses historical perfor-
mance or other studies to determine
changes in account balances caused by
interest-rate movements, review this
documentation for reasonableness.

. For market-value models, review the

treatment of balances not sensitive to
interest-rate changes (building and prem-
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Interest-Rate Risk Management: Examination Procedures 301

ises, other long-term fixed assets). Iden}f the institution uses a gap report, continue with
tify whether these balances are includedjuestion 8. Otherwise skip to question 9.
in the model and whether the effect is 8. Review the most recent rate-sensitivity

material to the institution’s exposure.
6. Review the interest-rate scenarios.

a. Determine the interest-rate scenarios used
in the internal model to check the interest-
rate sensitivity of those scenarios. If
there is flexibility concerning the sce-
narios to be used, determine who is
responsible for selecting the scenario.

b. Determine whether the institution uses
scenarios that encompass a significant
rate movement, both increasing and
decreasing.

c. Review vyields/costs for significant
account categories for future periods
(base case or scenario) for reasonable-
ness. The rates should be consistent with
the model's assumptions and with the
institution’s historical experience and
strategic plan.

d. For market-value models, indicate how
the discount rates in the base case and
alternative scenarios are determined.

e. For Monte Carlo simulations or other
models that develop a probability distri-
bution for future interest rates, determine
whether the volatility factors used to
generate interest-rate paths and other
parameters are reasonable.

7. Provide an overall evaluation of the internal
model.
a. Review “variance reports,” reports that
compare predicted and actual results.
Comment on whether the model has
made reasonably accurate predictions in
earlier periods.
b. Evaluate whether the model’s structure
and capabilities are adequate to
 accurately assess the risk exposure of
the institution and

e support the institution’s risk-
management process and serve as a
basis for internal limits and
authorizations.
c. Evaluate whether the model is operated
with sufficient discipline to—
 accurately assess the risk exposure of
the institution and

e support the institution’s risk-
management process and serve as a
basis for internal limits and
authorizations.

report (gap), evaluating whether the repor

reasonably characterizes the interest-rate ris

profile of the institution. Assumptions under-
lying the reporting system should also be
evaluated for reasonableness. This evalue
tion is particularly critical for categories,

on- or off-balance-sheet, in which the insti-
tution has significant holdings.

a. Review the reasonableness of the assum
tions used to slot nonmaturity deposits in
time bands.

b. Determine whether residential mort-
gages, pass-through securities, or CMO
are slotted by weighted average life or
maturity. (Generally, weighted average
life is preferred.)

c. If applicable, review the assumptions for
the slotting of securities available for
sale.

d. If the institution has significant holdings
of other highly rate-sensitive instruments
(such as structured notes), review how
these items are incorporated into the
measurement system.

e. If applicable, review the slotting of the
trading account for reasonableness.

f. If applicable, evaluate how the report
incorporates futures, forwards, and swaps
The data should be entered in the correc
time bands using offsetting entries,
ensuring that each cash flow has the
appropriate sign (positive or negative).

g. Ensure all assumptions are well docu:
mented, including a discussion of how
the assumptions were derived.

h. Confirm that management, at least annu
ally, tests, reviews, and updates, a:
needed, the  assumptions for
reasonableness.

i. Determine if the measurement systen
used is able to adequately model new
products that the institution may be using
since the previous examination.

j- Determine whether the report accurately

measures the interest-rate exposure c
the institution.

k. Assess management’s review and unde
standing of the assumptions used in the
institution’s rate-sensitivity report (gap),
as well as the system’s strengths anc
weaknesses.
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Interest-Rate Risk Management: Examination Procedures

Highly sensitive instruments, including struc-EVALUATE INSTRUMENTS USED
tured notes, have interest-rate risk characterisiN RISK MANAGEMENT

tics that may not be easily measured in a static
gap framework. If the institution has a signifi- 1
cant holding of these instruments, gap may not
be an appropriate way to measure interest-rate
risk.

9.

10.

11.

12.

13.

Review the current interest-sensitivity posi-
tion for compliance with internal policy
limits.
Evaluate the institution’s overall interest-
rate risk exposure. If the institution uses a
gap schedule, analyze the institution’s gap
position. If the institution uses an internal
model to measure interest-rate risk—
a. indicate whether the model shows sig2.
nificant risks in the following areas:
» changing level of rates
* basis or shape risk
» velocity of rate changes
 customer reactions; 8.
b. for simulation models, determine whether
the model indicates a significant level of
income at risk as a percentage of current”
income or capital; and
c. for market-value models, determineg
whether the model indicates significant
market value at risk relative to assets or
capital.
Determine the adequacy of the institution’s
method of measuring and monitoring

Review the institution’s use of various instru-
ments for risk-management purposes (such
as derivatives). Assess the extent that poli-
cies require the institution to—

a. document specific objectives for instru-
ments used in risk management;

b. prepare an analysis showing the intended
results of each risk-management program
before the inception of the program; and

c. assess at least quarterly the effectiveness
of each risk-management program in
achieving its stated objectives.

Review the institution’s use of derivative

products. Determine if the institution has

entered into transactions as an end-user to
manage interest-rate risk, or is acting in an
intermediary or dealer capacity.

When the institution has entered into a trans-

action to reduce its own risk, evaluate the

effectiveness of the hedge.

Determine whether transactions involving

derivatives are accounted for properly and in

accordance with the institution’s stated policy.

Complete the internal control questionnaire

on derivative products used in the manage-

ment of interest-rate risk.

interest-rate exposure, given the instituvASSESS STRESS TESTING AND

tion’s size and complexity.
Review management reports.
a. Evaluate whether the reports on interestl.
rate risk provide an appropriate level of
detail given the institution’s size and the
complexity of its on- and off-balance-
sheet activities. Review reports to—
* senior management and
» the board of directors or
committees.
b. Indicate whether the reports discuss”
exposure to changes in the following:
* level of interest rates
 shape of yield curve and basis risk
* customer reactions 3
« velocity of rate changes
Review management’s future plans for new
systems, improvements to the existing
measurement system, and use of vendor
products.

board

CONTINGENCY PLANNING

Determine if the institution conducts stress
testing and what kinds of market stress con-
ditions management has identified that would
seriously affect the financial condition of the
institution. These conditions may include
(1) abrupt and significant shifts in the term
structure of interest rates or (2) movements in
the relationships among other key rates.

2. Assess management’s ability to adjust the

institution’s interest-rate risk position under—

a. normal market conditions and

b. under conditions of significant market
stress.

. Determine the extent to which management

or the board has considered these risks (nor-
mal and significant market stress) and evalu-
ate contingency plans for adjusting the
interest-rate risk position should positions
approach or exceed established limits.

February 1998
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VERIFY FINDINGS WITH
DEPARTMENT OFFICIALS

1. Verify examination findings with department
officials to ensure the accuracy and complete-
ness of conclusions, particularly negative

conclusions.

SUMMARIZE FINDINGS

1. Summarize the institution’s overall interest-

rate risk exposure.

2. Ensure that the method of measuring interest-
rate risk reflects the complexity of the insti-

tution’s interest-rate risk profile.

3. Assess the extent management and the board €
of directors understand the level of risk and

sources of exposure.

4. Evaluate the appropriateness of policy limits
relative to (1) earnings and capital-at-risk,
(2) the adequacy of internal controls, and

(3) the risk-measurement systems.

a. scope of the review
b. adequacy of written policies and proce-

dures, including—

« the consistency of limits and parameters
with the stated objectives of the board
of directors;

the reasonableness of these limits an
parameters given the institution’s capi-
tal, sophistication and management
expertise, and the complexity of its
balance sheet;

. instances of noncompliance with written

policies and procedures;

d. apparent violations of laws and regula-

tions, indicating those noted at previous
examinations;

internal control deficiencies and excep:
tions, indicating those noted during previ-
ous examinations or audits;

. other matters of significance; and
. corrective actions planned by managemen

5. If the institution has an unacceptable interesASSEMBLE AND REVIEW
rate risk exposure or an inadequate interestWVORKPAPERS

rate risk management process, discuss find-

ings with the examiner-in-charge.

6. Prepare comments for the workpapers and
examination report, as appropriate, concern-

. Ensure that the workpapers adequately doct
ment the work performed and conclusions o
this assignment.

ing the findings of the examination of this2. Forward the assembled workpapers to th

section including the following:

examiner-in-charge for review and approval.
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Interest-Rate Risk Management

Internal Control Questionnaire Section 3010.4

6. Does one individual exert undue influence

MANAGEMENT, POLICIES, AND
over interest-rate risk management activities

PROCEDURES

1. Has the board of directors, consistent with its

duties and responsibilities, adopted writte

policies and procedures related to interes

rate risk that establish

a. the risk-management philosophy and-
objectives regarding interest-rate risk,

b. clear lines of responsibility,

c. definition and setting of limits on interest-
rate risk exposure,

d. specific procedures for reporting and the:
approvals necessary for exceptions to poli-
cies and limits,

e. plans or procedures the board and man-
agement will implement if interest-rate
risk falls outside established limits, 5.

f. specific interest-rate risk measurement
systems,

g. acceptable activities used to manage @.
adjust the institution’s interest-rate risk
exposure, 7.

h. the individuals or committees who are
responsible for interest-rate risk manage-
ment decisions, and

i. a process for evaluating major new
products and their interest-rate risk
characteristics?

. Is the bank in compliance with its policies,

and is it adhering to its written procedures? Ifl.

not, are exceptions and deviations—

a. approved by appropriate authorities,

b. made infrequently, and

c. nonetheless consistent with safe and sound
banking practices?

. Does the board review and approve the

policy at least annually?

. Did the board and management review IRR

positions and the relationship of these posi2.

tions to established limits at least quarterly?

. Were exceptions to policies promptly reported

to the board?

INTERNAL MODELS

Has the internal model been audited (by
internal or external auditors)?

2. Does one individual control the modeling

process or otherwise exert undue influenci
over the risk-measurement process?

Is the model reconciled to source data tc
ensure data integrity?

4. Are principal assumptions and parameter

used in the model reviewed periodically by
the board and senior management?

Are the workings of and the assumptions
used in the internal model adequately docu
mented and available for examiner review?
Is the model run on the same scenarios o
which the institution’s limits are established?
Does management compare the historice
results of the model with actual backtesting
results?

CONCLUSIONS

Is the foregoing information an adequate
basis for evaluating the systems of interna
controls? Are there significant deficiencies in
areas not covered in this questionnaire the
impair any controls? If so, explain answers
briefly, indicate additional internal control
guestions or elements deemed necessary, a
forward recommendations to the supervison
examiner or designee.

Based on a composite evaluation, as evi
denced by answers to the foregoing ques
tions, are the systems of internal control
considered adequate?
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Securitization and Secondary-Market Credit Activities
Section 3020.1

In recent years, the secondary-market credihents and the reserves held against the depos
activities of many institutions have increasedised to fund the sold assets. Second, securitiz
substantially. As the name implies, secondarytion provides originators with an additional
market credit activities involve the transforma-source of funding or liquidity since the process
tion of traditionally illiquid loans, leases, and of securitization converts an illiquid asset into a
other assets into instruments that can be bougkécurity with greater marketability. Securitized
and sold in secondary capital markets. It als@ssues often require a credit enhancement, whic
involves the isolation of credit risk in various results in a higher credit rating than what would
types of derivative instruments. Secondarynormally be obtainable by the institution itself.
market credit activities include asset securitizaConsequently, securitized issues may provid
tions, loan syndications, loan sales and particithe institution with a cheaper form of funding.
pations, and credit derivatives, as well as th&hird, securitization may be used to reduce
provision of credit enhancements and liquidityinterest-rate risk by improving the institution’s
facilities to these transactions. Secondary-marketsset/liability mix. This is especially true if the
credit activities can enhance both credit availinstitution has a large investment in fixed-rate
ability and bank profitability, but managing thelow-yield assets. Finally, the ability to sell these
risks of these activities poses increasing chakecurities worldwide diversifies the institution’s
lenges: The risks involved, while not new tofunding base, which reduces the bank’s deper
banking, may be less obvious and more complesence on local economies.

than the risks of traditional lending activities. While securitization activities can enhance

Some secondary-market credit activities involvgy i, cregit availability and bank profitability,
credit, liquidity, operational, legal, and reputa-ye risks of these activities must be known

tional risks in concentrations and forms that may, 4 managed. Asset securitization may involv
not be fully recognized by bank management Ogra it |iquidity, operational, legal, and reputa-
adequately incorporated in an institution's risk+iqn | risks in concentrations and forms that may

management systems. In reviewing these acliviyo; pe fylly recognized by bank management o
ties, supervisors and examiners should asseggequately incorporated in an institution’s risk-

whether banking organizations fully understan anagement systems. Accordingly, banking

and adequately manage the full range of thg,qiittions should ensure that their overall risk-

risks involved in secondary-market credity,anagement process explicitly incorporates th

activities. full range of the risks involved in their securiti-
zation activities.

In reviewing asset securitization activities,

examiners should assess whether banking org

ASSET SECURITIZATION nizations fully understand and adequately man
] o ] age the full range of the risks involved in their
Banking organizations have long been involvedctivities. Specifically, supervisors and examin
in asset-backed securities (ABS), both as invegrs should determine whether institutions ar
tors and as major participants in the securitizarecognizing the risks of securitization activities
tion process. In recent years, bz_mks have bo];y (1) adequately identifying, quantifying, and
increased their participation in the long-monitoring these risks; (2) clearly communicat-
established residential mortgage-backed SecCUfhg the extent and depth of risks in reports tc
ties market and expanded their activities irsenjor management and the board of director
securitizing other types of assets, such as credihd in regulatory reports; (3) conducting ongo:
card receivables, automobile loans, boat loangag stress testing to identify potential losses an
commercial real estate loans, student |Oanﬁqu|d|ty needs under adverse circumstances
nonperforming loans, and lease receivables. and (4) setting adequate minimum internal stan
While the objectives of securitization maydards for allowances or liabilities for losses,
vary from institution to institution, several bene-capital, and contingency funding. Incorporating
fits can be derived from securitized transactionsasset securitization activities into banking orga
First, the sale of assets may reduce regulatomjizations’ risk-management systems and inter
costs by reducing both risk-based capital requiraral capital-adequacy allocations is particularly
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important; current regulatory capital rules mayying pool of assets and for transmitting these
not fully capture the economic substance of théunds to investors (or a trustee representing
risk exposures arising from many of thesdhem). A trustee is responsible for monitoring
activities. the activities of the servicer to ensure that it
An institution’s failure to adequately under- properly fulfills its role. A guarantor may also be
stand the risks inherent in its secondary-markehvolved to ensure that principal and interest
credit activities and to incorporate risks intopayments on the securities will be received by
its risk-management systems and internal capinvestors on a timely basis, even if the servicer
tal allocations may constitute an unsafe andoes not collect these payments from the obli-
unsound banking practice. Accordingly, for thosegors of the underlying assets. Many issues of
institutions involved in asset securitization ormortgage-backed securities are either guaran-
providing credit enhancements in connectionteed directly by the Government National Mort-
with loan sales and securitization, examinergage Association (GNMA or GinnieMae), which
should assess whether the institutions’ systenis backed by the full faith and credit of the U.S.
and processes adequately identify, measurgpvernment, or by the Federal National Mort-
monitor, and contro&ll of the risks involved in gage Association (FNMA or FannieMae), or the
the secondary-market credit activities. Federal Home Loan Mortgage Corporation
(FHLMC or FreddieMac), which are government-
sponsored agencies that are perceived by the
Securitization Process credit markets to have the implicit support of the
federal government. Privately issued, mortgage-

In its simplest form, asset securitization is thd?@cked securities and other types of ABS gen-
transformation of generally illiquid assets into€rally depend on some form of credit enhance-
securities that can be traded in the capitdl"€nt provided by the originator or third party
markets. The asset securitization process begif insulate the investor from a portion of or all
with the segregation of loans or leases into pool§'edit losses. Usually, the amount of the credit
that are relatively homogeneous with respecghhancement is based on several multiples of
to their cash-flow characteristics and risk prohe historical losses experienced on the particu-
files, including both credit and market risks.lar @sset backing the security. .
These pools of assets are then transferred to a Ine structure of an assse_t-backed_ security and
bankruptcy-remote entity such as a grantor trudpe terms of the.lnvestors interest in the collat-
or special-purpose corporation that issues secgf@l can vary widely depending on the type of
rities or ownership interests in the cash flows ofollateral, the desires of investors, and the use of
the underlying collateral. These ABS may takeredit enhancements. Often ABS are structured
the form of debt, certificates of beneficial own-t0 re-allocate the risks entailed in the underlying
ership, or other instruments. The issuer is typicollateral (particularly credit risk) into security
cally protected from bankruptcy by varioustranches that match the desires of investors. For
structural and legal arrangements. Normally, théxample, senior-subordinated security structures
sponsor that establishes the issuer is the origdive holders of senior tranches greater credit-
nator or provider of the underlying assets. risk protection (albeit at lower yields) than
Each issue of ABS has a servicer that idolders of subordinated tranches. Under this
responsible for collecting interest and principaftructure, at least two classes of asset-backed

payments on the loans or leases in the undesecurities, a senior class and a junior or subor-
dinated class, are issued in connection with the

same pool of collateral. The senior class is
structured so that it has a priority claim on the
cash flows from the underlying pool of assets.
The subordinated class must absorb credit losses
on the collateral before losses can be charged to
1. The Federal Reserve System has developed a threg']_e senior pOI’tI_Or‘I. Because the senior class has
volume set that contains educational material concerning théhis priority claim, cash flows from the under-
process of asset securitization and examination guidelines (sgg‘ng pool of assets must first satisfy the require-
SR-90-16). The volumes are (n Introduction to Asset mants of the senior class. Only after these
Securitization (2) Accounting Issues Relating to Asset . .
Securitization and (3) Examination Guidelines for Asset requ!rements have.been met will .the cash flows
Securitization be directed to service the subordinated class.

March 1999 Trading and Capital-Markets Activities Manual
Page 2



Securitization and Secondary-Market Credit Activities

3020.1

Credit Enhancements

ABS can use various forms of credit enhance-
ments to transform the risk-return profile of
underlying collateral. These include third-party
credit enhancements, recourse provisions, over-
collateralization, and various covenants and
indentures. Third-party credit enhancements
include standby letters of credit, collateral or
pool insurance, or surety bonds from third
parties. Recourse provisions are guarantees that
require the originator to cover any losses up to
a contractually agreed-on amount. One type of
recourse provision, usually seen in securities
backed by credit card receivables, is the “spread
account.” This account is actually an escrow
account, the funds of which are derived from a
portion of the spread between the interest earned
on the assets in the underlying pool of collateral
and the lower interest paid on securities issued
by the trust. The amounts that accumulate in this
escrow account are used to cover credit losses
in the underlying asset pool, up to several
multiples of historical losses on the particular
asset collateralizing the securities.

Overcollateralization is another form of credit
enhancement that covers a predetermined amount
of potential credit losses. When the value of the
underlying assets exceeds the face value of the
securities, the securities are said to be over-
collateralized. A similar form of credit enhance-
ment is the cash-collateral account, which is
established when a third party deposits cash into
a pledged account. The use of cash-collateral
accounts, which are considered to be loans,
grew as the number of highly rated banks and
other credit enhancers declined in the early
1990s. Cash-collateral accounts eliminate “event
risk,” or the risk that the credit enhancer will
have its credit rating downgraded or that it will
not be able to fulfill its financial obligation to
absorb losses. Thus, credit protection is pro-
vided to the investors of a securitization.

Generally, an investment banking firm or
other organization serves as an ABS under-
writer. In addition, for asset-backed issues that
are publicly offered, a credit rating agency will
analyze the policies and operations of the origi-
nator and servicer, as well as the structure,
underlying pool of assets, expected cash flows,
and other attributes of the securities. Before
assigning a rating to the issue, the rating agency
will also assess the extent of loss protection
provided to investors by the credit enhance-
ments associated with the issue.

Types of Asset-Backed Securities

The many different varieties of asset-backed
securities are often customized to the terms and
characteristics of the underlying collateral.
Most common are securities collateralized by
(1) revolving credit lines such as card receiv-
ables, (2) closed-end installment loans such as
automobile and student loans, and (3) lease
receivables. The instrument profiles on asset-
backed securities and mortgage-backed securi-
ties in this manual (sections 4105.1 and 4110.1,
respectively) present specific information on the
nature and structure of various types of securi-
tized assets.

In addition to specific ABS, other types of
financial instruments may arise as a result of
asset securitization, such as loan-servicing rights,
excess-servicing-fee receivables, and ABS
residuals. Loan-servicing rights are created in
one of two ways.? Servicing rights can be pur-
chased outright from other institutions or can be
created when organizations (1) purchase or origi-
nate loans or (2) sell or securitize these loans
and retain the right to act as servicers for the
pools of loans. The capitalized servicing asset
is treated as an identified intangible asset for
purposes of regulatory capital. Excess-servicing-
fee receivables generally arise when the present
value of any additional cash flows from the
underlying assets that a servicer expects to
receive exceeds standard servicing fees. ABS
residuals (sometimes referred to as “‘residuals”
or “residual interests’’) represent claims on any
cash flows that remain after all obligations to
investors and any related expenses have been
met. The excess cash flows may arise as a result
of overcollateralization or from reinvestment
income. Residuals can be retained by spon-
sors or purchased by investors in the form of
securities.

Securitization of Commercial Paper

Bank involvement in the securitization of com-
mercial paper has increased significantly over
time. However, asset-backed commercial paper

2. In May 1995, the Financial Accounting Standards Board
issued its Statement of Financial Accounting Standards No. 122
(FAS 122), “Accounting for Mortgage Servicing Rights.”
FAS 122 eliminated the accounting distinctions between
originated servicing rights, which were not allowed to be
recognized on the balance sheet, and purchased servicing
rights, which were capitalized as a balance-sheet asset. See
section 2120.1, “Accounting.”
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programs differ from other methods of securiti-
zation. One difference is that more than one type
of asset may be included in the receivables pool.
Moreover, in certain cases, the cash flow from
the receivables pool may not necessarily match
the payments to investors because the maturity
of the underlying asset pool does not always
parallel the maturity of the structure of the
commercial paper. Consequently, when the paper
matures, it is usually rolled over or funded by
another issue. In certain circumstances, a matur-
ing issue of commercial paper cannot be rolled
over. To address this problem, many banks have
established back-up liquidity facilities. Certain
banks have classified these back-up facilities as
pure liquidity facilities, despite the credit-
enhancement element present in them. As a
result, the risks associated with these facilities
are incorrectly assessed. In these cases, the
back-up liquidity facilities are more similar to
direct credit substitutes than to loan commitments.

RISKS OF ASSET
SECURITIZATION

While banking organizations that engage in
securitization activities and invest in ABS accrue
clear benefits, these activities can potentially
increase the overall risk profile of the banking
organization. For the most part, the types of
risks that financial institutions encounter in the
securitization process are identical to those faced
in traditional lending transactions, including
credit risk, concentration risk, interest-rate risk
(including prepayment risk), operational risk,
liquidity risk, moral-recourse risk, and funding
risk. However, since the securitization process
separates the traditional lending function into
several limited roles, such as originator, ser-
vicer, credit enhancer, trustee, and investor, the
types of risks that a bank will encounter will
differ depending on the role it assumes.

Senior management and the board of directors
should have the requisite knowledge of the
effects of securitization on the banking organi-
zation’s risk profile and should be fully aware of
the accounting, legal, and risk-based capital
implications of this activity. Banking organiza-
tions need to fully and accurately distinguish
and measure the risks that are transferred versus
those retained, and they must adequately man-
age the retained portion. Banking organizations
engaging in securitization activities must have

appropriate back- and front-office staffing; inter-
nal and external accounting and legal support;
audit or independent-review coverage; informa-
tion systems capacity; and oversight mecha-
nisms to execute, record, and administer these
transactions.

Risks to Investors

Investors in ABS will be exposed to varying
degrees of credit risk, just as they are in direct
investments in the underlying assets. Credit risk
is the risk that obligors will default on principal
and interest payments. ABS investors are also
subject to the risk that the various parties in the
securitization structure, for example, the ser-
vicer or trustee, will be unable to fulfill its
contractual obligations. Moreover, investors may
be susceptible to concentrations of risks across
various asset-backed security issues through
overexposure to an organization performing vari-
ous roles in the securitization process or as a
result of geographic concentrations within the
pool of assets providing the cash flows for an
individual issue. Since the secondary markets
for certain ABS are limited, investors may
encounter greater than anticipated difficulties
when seeking to sell their securities (liquidity
risk). Furthermore, certain derivative instru-
ments, such as stripped asset-backed securities
and residuals, may be extremely sensitive to
interest rates and exhibit a high degree of price
volatility. Therefore, derivative instruments may
dramatically affect the risk exposure of investors
unless these instruments are used in a properly
structured hedging strategy. Examiner guidance
in section 3000.1, “Investment Securities and
End-User Activities,” is directly applicable to
ABS held as investments.

Risks to Issuers and Institutions
Providing Credit Enhancements

Banking organizations that issue ABS may be
subject to pressures to sell only their best assets,
thus reducing the quality of their loan portfolios.
On the other hand, some banking organizations
may feel pressured to relax their credit standards
because they can sell assets with higher risk than
they would normally want to retain for their own
portfolios. To protect their names in the market,
issuers may also face pressures to provide “moral

September 2001
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recourse” by repurchasing securities backed by
loans or leases they have originated that have
deteriorated and become nonperforming. Fund-
ing risk may also be a problem for issuers when
market aberrations do not permit asset-backed
securities that are in the securitization pipeline
to be issued.

Credit Risks

The partial, first-loss recourse obligations an
institution retains when selling assets, and the
extension of partial credit enhancements (for
example, 10 percent letters of credit) in connec-
tion with asset securitization, can be sources of
concentrated credit risk. Institutions are exposed
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to the full amount of expected losses on the
protected assets. For instance, the credit risk
associated with whole loans or pools of assets
that are sold to secondary-market investors can
often be concentrated within the partia, first-
loss recourse obligations retained by the bank-
ing organizations selling and securitizing the
assets. In these situations, even though ingtitu-
tions may have reduced their exposure to cata-
strophic loss on the assets sold, they generally
retain the same credit-risk exposure as if they
continued to hold the assets on their balance
sheets.

In addition to recourse obligations, institu-
tions assume concentrated credit risk through
the extension of partia direct-credit substitutes,
such as through the purchase (or retention) of
subordinated interests in their own asset securi-
tizations or through the extension of letters of
credit. For example, banking organizations that
sponsor certain asset-backed commercia paper
programs, or so-called remote-origination con-
duits, can be exposed to high degrees of credit
risk even though their notional exposure may
seem minimal. This type of remote-origination
conduit lends directly to corporate customers
that are referred to it by the sponsoring banking
organization that used to lend directly to these
same borrowers. The conduit funds this lending
activity by issuing commercial paper that, in
turn, the sponsoring banking organization guar-
antees. The net result is that the sponsoring
institution's credit-risk exposure through this
guarantee is about the same as it would have
been if it had made the loans directly and held
them on its books. However, this is an off-
bal ance-sheet transaction, and its associated risks
may not be fully reflected in the ingtitution’s
risk-management system.

Furthermore, banking organi zationsthat extend
liquidity facilities to securitized transactions,
particularly to asset-backed commercial paper
programs, may be exposed to high degrees of
credit risk subtly embedded within a facility’s
provisions. Liquidity facilities are commitments
to extend short-term credit to cover temporary
shortfalls in cash flow. While all commitments
embody some degree of credit risk, certain
commitments extended to asset-backed commer-
cia paper programs to provide liquidity may
subject the extending ingtitution to the credit
risk of the underlying asset pool (often trade
receivables) or a specific company using the
program for funding. Often the stated purpose
of liquidity facilities is to provide funds to the

program to retire maturing commercial paper
when a mismatch occurs in the maturities of the
underlying receivables and the commercia paper,
or when a disruption occurs in the commercial
paper market. However, depending on the pro-
visions of the facility—such as whether the
facility covers dilution of the underlying receiv-
able pool—credit risk can be shifted from the
program’s explicit credit enhancements to the
liquidity facility.3 Such provisions may enable
certain programs to fund riskier assets and
maintain the credit rating on the program’s
commercial paper without increasing the pro-
gram'’s credit-enhancement levels.

The structure of various securitization trans-
actions can also result in an institution’s retain-
ing the underlying credit risk in a sold pool of
assets. An example of this contingent credit-risk
retention includes credit card securitization, in
which the securitizing organization explicitly
sells the credit card receivables to a master trust
but, in substance, retains the majority of the
economic risk of loss associated with the assets
because of the credit protection provided to
investors by the excess yield, spread accounts,
and structural provisions of the securitization.
Excess yield provides the first level of credit
protection that can be drawn on to cover cash
shortfalls between (1) the principal and coupon
owed to investors and (2) the investors' pro rata
share of the master trust's net cash flows. The
excess yield is equa to the difference between
the overall yield on the underlying credit card
portfolio and the master trust’s operating
expenses.* The second level of credit protection
is provided by the spread account, which is
essentially a reserve initialy funded from the
excess yidd.

In addition, the structural provisions of credit
card securitization generally provide credit pro-
tection to investors through the triggering of
early-amortization events. Such an event usually
is triggered when the underlying pool of credit
card receivables deteriorates beyond a certain

3. Dilution essentialy occurs when the receivables in the
underlying asset pool—before collection—are no longer viable
financial obligations of the customer. For example, dilution
can arise from returns of consumer goods or unsold merchan-
dise by retailers to manufacturers or distributors.

4. The monthly excess yield is the difference between the
overall yield on the underlying credit card portfolio and the
master trust’s operating expenses. It is calculated by subtract-
ing from the gross portfolio yield the (1) coupon paid to
investors, (2) charge-offs for that month, and (3) servicing fee,
usually 200 basis points, paid to the banking organization that
is sponsoring the securitization.
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point and requires that the outstanding credit
card securities begin amortizing early to pay off
investors before the prior credit enhancements
are exhausted. The early amortization acceler-
ates the redemption of principal (paydown) on
the security, and the credit card accounts that
were assigned to the master credit-card trust
return to the securitizing institution more quickly
than had originally been anticipated. Thus, the
institution is exposed to liquidity pressures and
any further credit losses on the returned accounts.

Reputational Risks

The securitization activities of many institutions
may expose them to significant reputational
risks. Often, banking organizations that sponsor
the issuance of asset-backed securities act as a
servicer, administrator, or liquidity provider in
the securitization transaction. These institutions
must be aware of the potential losses and risk
exposure associated with reputational risk from
securitizaetion activities. The securitization of
assets whose performance has deteriorated may
result in a negative market reaction that could
increase the spreads on an institution's subse-
quent issuances. To avoid a possible increase in
their funding costs, ingtitutions have supported
their securitization transactions by improving
the performance of the securitized asset pool.
This has been accomplished, for example, by
selling discounted receivables or adding higher-
quality assets to the securitized asset pool. This
type of support is commonly referred to as
“implicit recourse” (and sometimes as ‘‘moral
recourse”’). Implicit recourse is of supervisory
concern because it demonstrates that the securi-
tizing institution is reassuming risk associated
with the securitized assets—risk that the insti-
tution initially transferred to the marketplace.
Supervisors should be aert for situations in
which a banking organization provides implicit
recourse to a securitization. Providing implicit
recourse can pose a high degree of risk to a
banking organization’s financial condition and
to the integrity of its regulatory and public
financial reports. Heightened attention must be
paid to situations in which an institution is more
likely to provide implicit recourse, such as when
securitizations are nearing performance triggers
that would result in an early-amortization event.
Examiners should review securitization docu-
ments to ensure that the selling institution limits
any support to the securitization to the terms and

conditions specified in the documents. Examin-
ers should aso review a sample of loans or
receivables transferred between the seller and
the trust to ensure that these transfers were
conducted in accordance with the contractual
terms of the securitization, particularly when the
overall credit quality of the securitized loans or
receivables has deteriorated.

Special attention should be paid to revolving
securitizations, such as those used for credit card
lines and home equity lines of credit, in which
receivables generated by the lines are sold into
the securitization. Typically, these securitiza-
tions provide that, when certain performance
criteria hit specified thresholds, no new receiv-
ables can be sold into the securitization, and the
principal on the bonds issued will begin to
pay out. Such an event, known as an early-
amortization event, is intended to protect inves-
tors from further deterioration in the underlying
asset pool. Once an early-amortization event
occurs, the banking organization could have
difficulties using securitization as a continuing
source of funding and, at the same time, have to
fund the new receivables generated by the lines
of credit on its balance sheet. Thus, banking
organizations have an incentive to avoid early
amortization by providing implicit support to
the securitization.

The Federal Reserve and the other federal
banking agencies published Interagency Guid-
ance on Implicit Recourse in Asset Securitiza-
tion Activitiesin May 2002 to assist bankers and
supervisorsin ng the types of actions that
may, or may not, constitute implicit recourse.42
As a general matter, the following actions point
to afinding of implicit recourse:

* selling assets to a securitization trust or other
specia-purpose entity (SPE) at a discount
from the price specified in the securitization
documents, which is typicaly par value

* purchasing assets from atrust or other SPE at
an amount greater than fair value

* exchanging performing assets for nonperform-

ing assets in a trust or other SPE

funding credit enhancements beyond contrac-

tual requirements

Liquidity Risks
The existence of recourse provisions in asset

4a. See the attachment to SR-02-15, May 23, 2002.
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sales, the extension of liquidity facilities to
securitization programs, and the early-
amortization triggers of certain asset securitiza-
tion transactions can involve significant liquidity
risk to institutions engaged in these secondary-
market credit activities. Institutions should ensure
that their liquidity contingency plans fully
incorporate the potential risk posed by their
secondary-market credit activities. When new
asset-backed securities are issued, the issuing
banking organization should determine their
potential effect onitsliquidity at the inception of
each transaction and throughout the life of the
securities to better ascertain its future funding
needs.

Aningtitution’s contingency plans should con-
sider the need to obtain replacement funding and
specify possible alternative funding sources, in
the event of the amortization of outstanding
asset-backed securities. Replacement funding is
particularly important for securitization with
revolving receivables, such as credit cards, in
which an early amortization of the asset-backed
securities could unexpectedly return the out-
standing balances of the securitized accounts to
the issuing ingtitution’s balance sheet. An early
amortization of a banking organization's asset-
backed securities could impede its ability to
fund itself—either through re-issuance or other
borrowings—since the institution’s reputation
with investors and lenders may be adversely
affected.

In particular, the inclusion of supervisory-
linked covenants in securitization documents
has significant implications for an institution’s
liquidity and is considered to be an unsafe and
unsound banking practice4P Examples of
supervisory-linked covenants include a down-
grade in the ingtitution's CAMELS rating, an
enforcement action, or a downgrade in the
bank’s prompt-corrective-action capital cate-
gory. An early amortization or transfer of ser-
vicing triggered by such events can create or
exacerbate liquidity and earnings problems for a
banking organization that may lead to further
deterioration in its financial condition.

Examiners should consider the potential
impact of supervisory-linked covenants when
evaluating the overall condition of the banking
organization, as well as the specific component
ratings of capital, liquidity, and management.
Early-amortization triggers should be consid-

4b. See SR-02-14, May 23, 2002, and the attached inter-
agency guidance.

ered in the context of the banking organization’s
overal liquidity position and contingency fund-
ing plan. For organizations with limited access
to other funding sources or a significant reliance
on securitization, the existence of these triggers
presents a greater degree of supervisory con-
cern. Banking organization management should
be encouraged to amend, modify, or remove
these covenants in existing transactions. Any
impediments an institution may have to taking
such action should be documented in the report
of examination.

Servicer-Specific Risks

Banking organizations that service securiti-
zation issues must ensure that their policies,
operations, and systems will not permit break-
downs that may lead to defaults. Substantial fee
income can be realized by acting as a servicer.
An institution already has a fixed investment in
its servicing systems; achieving economies of
scale relating to that investment is in its best
interest. The danger, though, lies in overloading
the system’'s capacity, thereby creating enor-
mous out-of-balance positions and cost over-
runs. Servicing problems may precipitate atech-
nical default, which in turn could lead to the
premature redemption of the security. In addi-
tion, expected collection costs could exceed fee
income. (For further guidance, see section
2040.3, ‘‘Loan Portfolio Management—
Examination Procedures,’ of the Commercial
Bank Examination Manual.)

ACCOUNTING ISSUES

Asset securitization transactions are frequently
structured to obtain certain accounting treat-
ments, which in turn affect reported measures of
profitability and capital adequacy. In transfer-
ring assets into a pool to serve as collatera for
ABS, a key question is whether the transfer
should be treated as a sale of the assets or as a
collateralized borrowing, that is, a financing
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transaction secured by assets. Treating thesige institution should maintain against the con
transactions as a sale of assets results in thaentrated credit risk in the guarantee. Supervi
being removed from the banking organization’'sors and examiners should ensure that bankir
balance sheet, thus reducing total assets relatisgganizations have implemented reasonabl
to earnings and capital, and thereby producingnethods for allocating capital against the eco
higher performance and capital ratios. Treatingomic substance of credit exposures arisini
these transactions as financings, however, meafiem early-amortization events and liquidity
that the assets in the pool remain on the balandacilities associated with securitized transac
sheet and are subject to capital requirements ations. These facilities are usually structurec
the related liabilities-to-reserve requirements. as short-term commitments to avoid a risk-

based capital requirement, even though th

inherent credit risk may be approaching that of
CAPITAL ADEQUACY guaranteé.

If, in the supervisor's judgment, an institu-

As with all risk-bearing activities, institutions tion’s capital level is not sufficient to provide
should fully support the risk exposures of theiprotection against potential losses from sucl
securitization activities with adequate capitalcredit exposures, this deficiency should be
Banking organizations should ensure that theireflected in the banking organization’s CAMELS
capital positions are sufficiently strong to sup-or BOPEC ratings. Furthermore, supervisor:
portall of the risks associated with these activi-and examiners should discuss the capital def
ties on a fully consolidated basis and shoul@iency with the institution’s management and, if
maintain adequate capital in all affiliated enti-necessary, its board of directors. The institutio
ties engaged in these activities. The Federalill be expected to develop and implement &
Reserve’s risk-based capital guidelines establighian for strengthening the organization’s overal
minimum capital ratios, and those banking orgacapital adequacy to levels deemed appropria
nizations exposed to high or above-averaggiven all the risks to which it is exposed.
degrees of risk are, therefore, expected to oper-
ate significantly above the minimum capital

standards. . RISK-BASED CAPITAL

The current regulatory capital rules may nOtPROVISIONS AFFECTING ASSET
fully incorporate the economic substance of th%ECURITIZATION
risk exposures involved in many securitization

activities. Theref_ore, when evaluating capita ecourse Obligations, Residual
adequacy, examiners should ensure that ban

ing organizations that sell assets with recourse, terests, and Direct-Credit Substitute:

that assume or mitigate credit risk through thel_

use of credit derivatives, and that provide directbgﬁ gtsi’lc()_nbsasriiigﬁslltﬁ! tg%rgteswggk d fﬁﬂéﬁﬁ‘éfézﬁ
credit substitutes and liquidity facilities to secu- 9 ' !

ot . . substitutes resulting from asset securitizatiol
ritization programs are accurately identifying : -
and measuring these exposures—and maintaiff 2> revised effective January 1, 200A. one

ing capital at aggregate levels sufficient to su a(éfi‘grt]rsansl:ttloglaﬁsgOrgaapgll;‘:‘. teoarel)('satgz)g ttiz)inf).
port the associated credit, market, quUiOIityThe nevx’/ rules AIItransgctions settl)(/ad onpor afte
reputational, operational, and legal risks. .

Examiners should also review the substanc‘]%guﬁ;é)l’ 2002, are subject to the revised rul

of securitization transactions when assessin The rule seeks to treat recourse obligation

#rns(:-elgglsn%irrlzic(t?é(rgzisturseusbsliﬁl;tee)éamgte’ ?g\r/ti?éand direct-credit substitutes more consistentl
. . o ProVIGe, nd in a way that is more closely aligned to the
credit protection to a securitization transaction

Can’.m S.UbStanCFT\’ InVOh./e the Sam.e credit risk asS. For further guidance on distinguishing, for risk-based
the risk involved in holding the entire asset poolﬁapital purposes, whether a facility is a short-term commit:
on the institution’s balance sheet. Howeverment or a direct-credit substitute, see SR-92-11, “Asset
under current rules, regulatory capital is exp“CBacked Commercial Paper Programs.” Essentially, facilities
itIy required only against the amount of the;hatprovide liquidity, bytwhich also provide credit protectilon
. . . . . ... to secondary-market investors, are to be treated as direc
direct-credit substitute, which can be signifi-credit substitutes for purposes of risk-based capital.

cantly different from the amount of capital that 6. 66Fed. Reg. 59614 (November 29, 2001).
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credit-risk profile of these instruments. The rule
emphasizes the economic substance of a trans-
action over its form, and alows regulators to
recharacterize transactions or change the capital
treatment to reflect the exposure’s actua risk
profile and to prevent regulatory arbitrage or
evasion of the capital requirements.

Coverage of the Rule

The rule applies to banks, their holding compa-
nies, and thrift institutions. It covers recourse
obligations, residual interests, direct-credit sub-
stitutes, and asset-backed and mortgage-backed
securities held in both the banking and trading
books (to the extent that the ingtitution is not
subject to the market-risk rule).

The rule defines “ recourse” as an arrange-
ment in which a banking organization retains, in
form or substance, the credit risk in connection
with an asset sale in accordance with GAAP, if
the credit risk exceeds the pro rata share of the
banking organization’s claim on the assets. If
the banking organization has no clam on a
transferred asset, then the retention of any credit
risk is aso recourse. The purchase of credit
enhancements for a securitization, in which the
banking organization is completely removed
from any credit risk, will not, in most instances,
constitute recourse.

Residual interests are on-balance-sheet assets
that represent an interest (including a beneficial
interest) created by a transfer that qualifies as a
sale of financial assets under GAAP. This trans-
fer exposes the banking organization to any
credit risk that exceeds a pro rata share of the
organization's claim on the asset. Examples of
residual interests include credit-enhancing
interest-only (1/O) strips, spread accounts,
cash-collateral accounts, retained subordinated
interests, and other assets that function as credit
enhancements. | nterests retained in atransaction
accounted for as a financing under GAAP
are not included within the definition of residual
interests. In addition, the rule excludes seller’s
interest (common to revolving transactions)
from the definition of residua interest if the
seller’ sinterest does not act as a credit enhance-
ment and is exposed to only a pro-rated share of
loss.

Credit-enhancing 1/0 strips are on-balance-
sheet assets that, in form or substance, represent
the contractual right to receive some or al of the
interest due on transferred assets, and that expose

the banking organization to credit risk that
exceeds its pro rata claim on the underlying
assets. This type of residua interest is created
when assets are transferred in a securitization
transaction that qualifies for sale treatment under
GAAP, and it typically results in the recognition
of a gain-on-sale on the sdller’s income state-
ment. Generally, credit-enhancing 1/0 strips are
held on the balance sheet at the present value of
expected future net cash flows, adjusted for
expected prepayments and losses and dis-
counted at an appropriate market interest rate.
Regulators will ook to the economic substance
of these residual assets and reserve the right to
identify other cash flows or similar spread-
related assets as credit-enhancing /O stripson a
case-by-case basis. Credit-enhancing 1/0 strips
include both purchased and retained interest-
only strips that serve in a credit-enhancing
capacity.

Direct-credit substitutes are arrangements in
which a banking organization assumes, in form
or in substance, credit risk associated with an
on- or off-balance-sheet asset or exposure that it
did not previously own (third-party asset), and
the risk assumed by the banking organization
exceeds the pro rata share of its interest in the
third-party asset. This definition includes guar-
antees, letters of credit, purchased subordinated
interests, agreements to cover credit losses that
arise from purchased |oan-servicing rights, credit
derivatives, and lines of credit that provide
credit enhancement. For direct-credit substitutes
that take the form of syndications in which each
bank is obligated only for its pro rata share of
the risk and there is no recourse to the originat-
ing bank, each bank includes only its pro rata
share of the assets supported by the direct-credit
substitute in its risk-based capital calculation.

Representations and warranties that function
as credit enhancements to protect asset purchas-
ers or investors from credit risk are treated as
recourse or direct-credit substitutes. However,
early-default clauses that permit the return of
50 percent of risk-weighted one- to four-family
residential mortgage loans for a maximum period
of 120 days are excluded from the definition of
recourse or direct-credit substitutes. Also
excluded from coverage are premium-refund
clauses on loans guaranteed by U.S. government
agencies or U.S. government—sponsored enter-
prises (for example, one- to four-family residen-
tial mortgages) that provide for a maximum
120-day put period. Warranties that cover losses
due to fraud or incomplete documentation are

April 2002
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also excluded from the definition of recourse or
direct-credit substitutes.

The rule provides a limited exemption from
the definition of recourse or direct-credit substi-
tute for clean-up cals when the remaining
balance of the loans is equal to or less than
10 percent of the original pool balance. This
alows for the timely maturity of the related
securities to accommodate transaction efficiency
or administrative cost savings.

The definitions of recourse and direct-credit
substitute include loan-servicing arrangements
if the banking organization, as servicer, is
responsible for credit losses on the serviced
loans. However, the definitions do not apply to
cash advances servicers make to ensure an
uninterrupted flow of payments to investors or
the timely collection of residential mortgage
loans, provided that the servicer is entitled to
reimbursement of these amounts and the right to
reimbursement is not subordinated to other
claims. The banking organization is required to
make an independent credit assessment of the
likelihood of repayment, and the maximum
possible amount of any nonreimbursed advances
must be “ insignificant.”

Ratings-Based Approach

The rule imposes a multilevel, ratings-based
approach to assessing capital requirements on
asset-backed securities, mortgage-backed secu-
rities, recourse obligations, direct-credit substi-
tutes, and residual interests (other than credit-

Table 1—Rating Categories

enhancing 1/0O strips) based on their relative
exposure to credit risk. The approach generaly
uses credit ratings from the ratings agencies.”
The capital requirement is computed by multi-
plying the face amount of the position by the
appropriate risk weight as determined from
table 1.

Different rules apply to traded and untraded
positions under the ratings-based approach.®
Traded positions need to be rated by only one
rating agency. A position is "traded" if, at the
time of rating by the externa credit agency,
there is a reasonabl e expectation that in the near
future either (1) the position may be sold to
unaffiliated investors relying on the rating or
(2) an unaffiliated third party relying on the
rating may enter into atransaction involving the
position. If multiple ratings have been received
on a position, the lowest rating must be used.

Rated, but untraded, positions are eligible for
the ratings-based approach if the ratings are
(1) provided by more than one rating agency;
(2) as provided by each rating agency from
which arating is received, one category below

7. Ratings agencies are those organizations recognized by
the Division of Market Regulation of the SEC as nationally
recognized statistical rating organizations for various pur-
poses, including the SEC's uniform net capital requirements
for brokers and dealers.

8. Traded positions are those that are retained, assumed, or
issued in connection with an asset securitization and that are
externally rated. There must be a reasonable expectation that,
in the near future, unaffiliated third parties will rely on the
rating.

Examples Risk weight
Long-term rating category
Highest or second-highest investment grade AAA or AA 20%
Third-highest investment grade A 50%
Lowest investment grade BBB 100%
One category below investment grade BB 200%
More than one category below
investment grade or unrated B or unrated Not eligible for ratings-
based approach
Short-term rating category
Highest investment grade A-1, P-1 20%
Second-highest investment grade A-2, P-2 50%
Lowest investment grade A-3, P-3 100%
Below investment grade Not prime Not eligible for ratings-
based approach
Trading and Capital-Markets Activities Manual April 2002
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investment grade or better, for long-term posi-
tions, or investment grade or better, for short-
term positions; (3) publicly available; and
(4) based on the same criteria used to rate traded
positions. Again, the lowest rating will deter-
mine the applicable risk weight.

An unrated position that is senior or preferred
in all respects (including collateralization and
maturity) to a rated and traded subordinated
position may be treated as if it has the same
rating assigned to the subordinated position.
Before using this approach, the banking organi-
zation must demonstrate to its supervisor’'s sat-
isfaction that such treatment is appropriate.

A banking organization may use a program or
computer rating obtained from a rating agency
for unrated direct-credit substitutes or recourse
obligations (but not residual interests) in certain
structured-finance programs.® Before using this
approach, a banking organization must demon-
strate to its primary regulator that the rating
generally meets the standards used by the rating
agency for rating similarly traded positions.
In addition, the banking organization must dem-
onstrate that it is reasonable and consistent
with the rule to rely on the ratings assigned
under the structured-finance program. Risk
wel ghts derived in this manner may not be lower
than 100 percent.

Interests ineligible for the ratings-based
approach. Banking organizations that hold
recourse obligations and direct-credit substitutes
(other than residual interests) that do not qualify
for the ratings-based approach must hold capital
against the amount of the position plus all more
senior positions, subject to the low-level-recourse
rule® This is referred to as “ gross-up treat-
ment.” The grossed-up amount is placed in a
risk-weight category by reference to the obligor,
or, if applicable, the guarantor or nature of the
collateral. The grossed-up amount is multiplied

9. Structured-finance programs are programs in which
receivable interests and asset-backed securities issued by
multiple participants are purchased by a special-purpose entity
that repackages these exposures into securities that can be sold
to investors.

10. The low-level-recourse rule provides that if the maxi-
mum contractual exposure to loss in connection with a
recourse obligation or direct-credit substitute is less than the
risk-based capital requirement for the assets, the risk-based
capital requirement is limited to the maximum contractual
exposure, less any recourse liability account established in
accordance with GAAP. The low-level-recourse rule does not
apply when a banking organization provides credit enhance-
ment beyond any contractual obligation to support the assets
it has sold.

by the risk weight and 8 percent, but is never
greater than the full capital charge that would
apply if the assets were held on the balance
sheet.

Residual interests that are not eligible for the
ratings-based approach require dollar-for-dollar
treatment; that is, for every dollar of residua
interest, one dollar of capital must be held. A
banking organization is permitted to net from
the capital requirement any deferred tax liability
held on its balance sheet that is directly associ-
ated with the residual interests.

A specia concentration limit of 25 percent of
tier 1 capital applies to retained and purchased
credit-enhancing 1/O strips. The gross dollar
amount (before netting any deferred tax liabil-
ity) of credit-enhancing /O strips that exceeds
25 percent of tier 1 capital must be deducted
from tier 1 capital. The deduction may be made
net of any related deferred tax liabilities. This
concentration limit affects both leverage and
risk-based capital ratios.

Permissible uses of banking organizations
internal risk ratings. The rule provides limited
opportunities for banking organizations to use
their internal risk-rating systems to assign risk-
based capital charges to a narrow range of
exposures. A banking organization with a quali-
fying interna risk-rating system may use its
internal rating system to apply the ratings-based
approach to its unrated direct-credit substitutes
extended to asset-backed commercial paper pro-
grams. The risk weight assigned under this
approach may not be less than 100 percent.

A qualifying internal risk-rating systemisone
that is approved by the organization’s primary
regulator (that is, the applicable Reserve Bank
and the Board, for Federal Reserve—supervised
entities) before use. In genera, a qualifying
system is an integral part of an effective risk-
management system that explicitly incorporates
the full range of risks from securitization activi-
ties. The system must (1) be capable of linking
ratings to measurable outcomes; (2) separately
consider the risk associated with the underlying
loans and borrowers and the risks associated
with specific positionsin the securitization trans-
action; (3) identify gradations of risk among
“pass’ assets; and (4) classify assets into risk
grades using clear, explicit factors. The banking
organization must have an independent review
function to assign or review credit-risk ratings,
periodically verify ratings, track ratings perfor-
mance over time, and make adjustments when

April 2002
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warranted. Ratings assumptions must be consis-
went with, or more conservative than, those
applied by the rating agencies.

Small-Business Obligations

Another divergence from the general risk-based
capital treatment for assets sold with recourse
concerns small-business obligations. Qualifying
institutions that transfer small-business obliga-
tions with recourse are required, for risk-based
capital purposes, to maintain capital only against
the amount of recourse retained, provided two
conditions are met. First, the transactions must
be treated as a sale under GAAP, and second, the
transferring institutions must establish, pursuant
to GAAP, anoncapital reserve sufficient to meet
the reasonably estimated liability under their
recourse arrangements.

Banking organizations will be considered
qualifying if, pursuant to the Board's prompt-
corrective-action regulation (12 CFR 208.30),
they are well capitalized or, by order of the
Board, adequately capitalized. To qualify, an
institution must be determined to be well capi-
talized or adequately capitalized without taking
into account the preferential capital treatment
for any previous transfers of small-business
obligations with recourse. The total outstanding
amount of recourse retained by a qualifying
banking organization on transfers of small-
business obligations receiving the preferential
capital treatment cannot exceed 15 percent of
the institution’s total risk-based capital.

Standby Letters of Credit

Banking organizations that issue standby letters
of credit as credit enhancements for ABS issues
must hold capital against these contingent liabili-
ties under the risk-based capital guidelines.
According to the guidelines, financia standby
letters of credit are direct-credit substitutes,
which are converted in their entirety to credit-
equivalent amounts. The credit-equivalent
amounts are then risk-weighted according to the
type of counterparty or, if relevant, to any
guarantee or collateral.

SOUND RISK-MANAGEMENT
PRACTICES

Examiners should verify that an institution

incorporates the risks involved in its securitiza-
tion activities into its overall risk-management
process. The process should entail (1) inclusion
of risk exposures in reports to the ingtitution’s
senior management and board to ensure proper
management oversight; (2) adoption of appro-
priate policies, procedures, and guidelines to
manage the risks involved; (3) appropriate mea-
surement and monitoring of risks; and (4) assur-
ance of appropriate internal controls to verify
the integrity of the management process with
respect to these activities. The formality and
sophistication of aningtitution’ srisk-management
system should be commensurate with the nature
and volume of its securitization activities. Insti-
tutions with significant activitiesin this area are
expected to have more elaborate and formal
approaches to manage therisk of their secondary-
market credit activities.

Board and Senior Management
Oversight

Both the board of directors and senior manage-
ment are responsible for ensuring that they fully
understand the degree to which the organization
is exposed to the credit, market, liquidity, oper-
ational, legal, and reputational risks involved in
the institution’s securitization activities. They
are al so responsible for ensuring that the formal-
ity and sophistication of the techniques used to
manage these risks are commensurate with the
level of the organization’s activities. The board
should approve al significant policiesrelating to
risk management of securitization activities and
should ensure that risk exposures are fully
incorporated in board reports and risk-
management reviews.

Policies and Procedures

Senior management is responsible for ensuring
that the risks arising from securitization activi-
ties are adequately managed on both a short-
term and long-run basis. Management should
ensure that there are adequate policies and
procedures in place for incorporating the risk of
these activitiesinto the overall risk-management
process of the institution. Policies should ensure
that the economic substance of the risk expo-
sures generated by these activities is fully rec-
ognized and appropriately managed. In addition,
banking organizations involved in securitization

Trading and Capital-Markets Activities Manual
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activities should have appropriate policies,
procedures, and controls for underwriting asset-
backed securities; funding the possible return of
revolving receivables (for example, credit card
receivables and home equity lines); and estab-
lishing limits on exposures to individual insti-
tutions, types of collateral, and geographic and
industrial concentrations. Policies should specify
a consistently applied accounting methodology
and valuation methods, including FAS 140
residual-value assumptions and the procedures
to change those assumptions.

Risk Measurement and Monitoring

An institution’s management information and
risk-measurement systems should fully incor-
porate the risks involved in its securitization
activities. Banking organizations must be able to
identify credit exposures from all securitization
activities and to measure, quantify, and control
those exposures on a fully consolidated basis.
The economic substance of the credit exposures
of securitization activities should be fully incor-
porated into the institution’s efforts to quantify
its credit risk, including efforts to establish more
formal grading of credits to alow for statisti-
cal estimation of loss-probability distributions.
Securitization activities should aso be included
in any aggregations of credit risk by borrower,
industry, or economic sector.

An institution’s information systems should
identify and segregate those credit exposures
arising from the institution’s loan-sale and
securitization activities. These exposuresinclude
the sold portions of participations and syndica-
tions; exposures arising from the extension of
credit-enhancement and liquidity facilities; the
effects of an early-amortization event; and the
investment in asset-backed securities. Manage-
ment reports should provide the board and
senior management with timely and sufficient
information to monitor the institution’s expo-
sure limits and overall risk profile.

Stress Testing

The use of stress testing, including combina-
tions of market events that could affect a bank-
ing organization’s credit exposures and securi-
tization activities, is another important element
of risk management. Stress testing involves
identifying possible events or changes in market

behavior that could have unfavorable effects on
the institution and then assessing the organiza-
tion's ability to withstand them. Stress testing
should consider not only the probability of
adverse events, but also likely worst-case sce-
narios. Analysis should be on a consolidated
basis and consider, for instance, the effect of
higher than expected levels of delinquencies and
defaults, as well as the consequences of early-
amortization events for credit card securities,
that could raise concerns about the institution’s
capital adequacy and its liquidity and funding
capabilities. Stress-test analyses should also
include contingency plans for possible manage-
ment actions in certain situations.

Valuation of Retained Interests

Retained interests from securitization activities,
including interest-only strips receivable, arise
when abanking organization keeps an interest in
the assets sold to a securitization vehicle that, in
turn, issues bonds to investors. The methods and
models that banking organizations use to vaue
retained interests, as well as the difficulties in
managing exposure to these volatile assets, can
raise supervisory concerns. SR-99-37 and its
reference interagency guidance (included in the
“Selected Federal Reserve SR-Letters” at the
end of this section) address the risk management
and valuation of retained interests arising from
asset-securitization activities.

Appropriate valuation and modeling method-
ologies should be used in valuing retained inter-
ests. The carrying value of a retained interest
should be fully documented, based on reason-
able assumptions, and regularly analyzed for
any impairment in value. When quoted market
prices are not available, accounting rules alow
fair value to be estimated. An estimate must be
based on the “*best information available in the
circumstances’ and supported by reasonable
and current assumptions. If a best estimate of
fair value is not practicable, the asset is to be
recorded at zero in financial and regulatory
reports.

Internal Controls

One of management’s most important responsi-
bilities is establishing and maintaining an effec-
tive system of internal controls. Among other
things, internal controls should enforce the offi-
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cia lines of authority and the appropriate sepa-
ration of duties in managing the institution’s
risks. These internal controls must be suitable
for the type and level of risks at the institution,
given the nature and scope of its activities.
Moreover, internal controls should ensure that
financia reporting isreliable (in published finan-
cia reports and regulatory reports), including
the reporting of adequate allowances or liabili-
ties for expected losses.

The internal-control and risk-management
function should also ensure that appropriate
management information systems (M1S) exist to
monitor securitization activities. Reporting and
documentation methods must support the initial
vauation of retained interests and ongoing im-
pairment analyses of these assets. Pool-
performance information will help well-managed
banking organizations ensure, on a qualitative
basis, that a sufficient amount of economic
capital is being held to cover the various risks
inherent in securitization transactions. The
absence of quality MIS will hinder manage-
ment’s ability to monitor specific pool perfor-
mance and securitization activities.

At a minimum, MIS reports should address
the following:

» Securitization summaries for each transac-
tion. The summary should include relevant
transaction terms such as collateral type,
facility amount, maturity, credit-enhancement
and subordination features, financial cov-
enants (termination events and spread-account
capture “‘triggers’), right of repurchase, and
counterparty exposures. Management should
ensure that the summaries for each transaction
are distributed to all personnel associated with
securitization activities.

* Performance reports by portfolio and specific
product type. Performance factors include
gross portfolio yield, default rates and loss
severity, delinquencies, prepayments or pay-
ments, and excess spread amounts. The reports
should reflect the performance of assets, both
on an individual-pool basis and for total
managed assets. These reports should segre-
gate specific products and different marketing
campaigns.

 Vintage analysis for each pool using monthly
data. Vintage analysis will help management
understand historical performance trends and
their implications for future default rates,
prepayments, and delinquencies, and therefore
retained interest values. Management can use

these reports to compare historical perfor-
mance trends with underwriting standards,
including the use of a validated credit-scoring
model, to ensure loan pricing is consistent
with risk levels. Vintage analysis also helpsin
the comparison of deal performance at peri-
odic intervals and validates retained-interest
valuation assumptions.

Satic-pool cash-collection analysis. A static-
pool cash-collection analysis involves review-
ing monthly cash receipts relative to the
principal balance of the pool to determine the
cash yield on the portfolio, comparing the
cash yield with the accrual yield, and tracking
monthly changes. Management should com-
pare monthly the timing and amount of cash
flows received from the trust with those pro-
jected as part of the FAS 140 retained-interest
valuation analysis. Some master-trust struc-
tures allow excess cash flow to be shared
between series or pools. For revolving-asset
trusts with this master-trust structure, manage-
ment should perform a cash-collection analy-
sisfor each master-trust structure. These analy-
ses are essential in assessing the actual
performance of the portfolio in terms of default
and prepayment rates. If cash receipts are less
than those assumed in the original valuation of
the retained interest, this analysis will provide
management and the board with an early
warning of possible problems with collections
or extension practices and impairment of the
retained interest.

Sengitivity analysis. A sensitivity analysis mea-
sures the effect of changes in default rates,
prepayment or payment rates, and discount
rates to assist management in establishing and
validating the carrying value of the retained
interest. Stress tests should be performed at
least quarterly. Analyses should consider
potential adversetrends and determine ** best,”
“probable” and “‘worst-case” scenarios for
each event. Other factors that need to be
considered are theimpact of increased defaults
on collections staffing, the timing of cash
flows, spread-account capture triggers, over-
collateralization triggers, and early-
amortization triggers. An increase in defaults
can result in higher than expected costs and a
delay in cash flows, thus decreasing the value
of the retained interests. Management should
periodically quantify and document the poten-
tial impact to both earnings and capital, and
report the results to the board of directors.
Management should incorporate this analysis
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into their overal interest-rate risk measure-
ment system.1t

« Satement of covenant compliance. Ongoing
compliance with deal-performance triggers as
defined by the pooling and servicing agree-
ments should be affirmed at least monthly.
Performance triggers include early amortiza-
tion, spread capture, changes to overcollater-
alization requirements, and events that would
result in servicer removal.

EXAMINATION GUIDELINES

A banking organization may be involved in
asset securitization in many ways: originating
the assets to be pooled, packaging the assets for
securitization, servicing the pooled assets, act-
ing as trustee for the pool, providing credit
enhancements, underwriting or placing the ABS,
or investing in the securities. Individual securi-
tization arrangements often possess unique fea-
tures, and the risks addressed in this abbreviated
version of the examiner guidelines do not apply
to all securitization arrangements.’2 Arrange-
ments may also entail risks not summarized
here. Examiners should judge a banking organi-
zation's exposure to securitization with refer-
ence to (1) the specific structures in which the
organization is involved and (2) the degree to
which the organization has identified exposures
and implemented policies and controls to man-
age them. Examiners may tailor the scope of
their examinations if the banking organization's
involvement in securitization is immaterial rela-
tive to its size and financia strength.
Examiners should determine if a banking
organization involved in the issuance of ABS as
originator, packager, servicer, credit enhancer,
underwriter, or trustee has adequately analyzed
the assets underlying the asset-backed security
and the structure of its transactions, including—

« the characteristics and expected performance
of the underlying assets,

« the banking organization’'s ability to meet its
obligations under the securitization arrange-
ment, and

11. The Joint Agency Policy Statement on Interest-Rate
Risk (see SR-96-13) advises institutions with a high level of
exposure to interest-rate risk relative to capital that they will
be directed to take corrective action.

12. A complete version of the Examination Guidelines for
Asset Securitization is attached to SR-90-16.

« the ability of the other participants in the
arrangement to meet their obligations.

Analysis of the underlying assets should be
conducted independently by each participant
in the process, giving consideration to yield,
maturity, credit risk, prepayment risk, and the
accessibility of collateral in cases of default. An
originator should further consider the impact of
securitization on the remaining asset portfolio
and on the adequacy of loan-loss reserves and
overal capital.

The financial position and operational capac-
ity should be adequate to meet obligations to
other parties in a securitization arrangement,
even under adverse scenarios. Accordingly, a
banking organization should ensure that the
pricing of services is adequate to cover costs
over the term of the obligation, as well as to
compensate for associated risks. Furthermore,
the organization should have contingency plans
to transfer responsibilities to another institution
if those responsibilities can no longer be ful-
filled.
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SELECTED FEDERAL RESERVE SR-LETTERS

BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM
WASHINGTON, D.C. 20551

DIVISION OF BANKING
SUPERVISION AND REGULATION

SR 02-22
December 4, 2002

TO THE OFFICER IN CHARGE OF SUPERVISION
AND APPROPRIATE SUPERVISORY AND EXAMINATION STAFF
AT EACH FEDERAL RESERVE BANK AND TO EACH BANKING
ORGANIZATION SUPERVISED BY THE FEDERAL RESERVE

SUBJECT: Interagency Advisory on Accounting for Accrued Interest Receivable
Related to Credit Card Securitizations

The Federal Reserve Board, the Office of the Comptroller of the Currency, the
Federal Deposit Insurance Corporation, and the Office of Thrift Supervision today
issued the attached * Interagency Advisory on the Accounting Treatment of Accrued
Interest Recelvable Related to Credit Card Securitizations.” The purpose of the guid-
ance is to clarify the appropriate accounting treatment for financial institutions that
securitize credit card receivables and record an asset commonly referred to as accrued
interest receivable (AIR). The agencies consulted with the staffs of the Securities and
Exchange Commission and Financial Accounting Standards Board in developing this
guidance.

The guidance clarifies that, when the ingtitution’s (seller’s) right to the AIR is
subordinated as a result of a securitization, the seller generally should include the AIR
as a subordinated retained interest in accounting for the sale of credit card receivables
and in computing the gain or loss on sale. Consistent with generally accepted account-
ing principles (GAAP), this means that the value of the AIR, at the date of transfer,
must be adjusted based on its relative fair (market) value. This adjustment will typi-
cally result in the carrying amount of the AIR being lower than its book (face) value
prior to securitization. In addition, the AIR should be reported in *“ Other Assets’ in
regulatory reports and not as a loan receivable. If an ingtitution has not followed this
accounting approach in the past, it should adopt it in the next regulatory report that it
files (i.e., as of December 31, 2002) and in all subsequent periods.

1 For information and guidance on the regulatory capital treatment of accrued interest receivable,
see SR-letter 02-12 *Regulatory Capital Treatment of Accrued Interest Receivables Related to
Credit Card Securitizations,” dated May 17, 2002.
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While the interagency guidance applies to banks and savings associations, it
should also be followed by bank holding companies that file GAAP-based regulatory
reports. Accordingly, bank holding companies should look to this guidance for pur-
poses of preparing FR Y-9C Reports.2

Reserve Banks are instructed to distribute this SR-letter and attached guidance
to all state member banks and bank holding companies in their districts, as well as to
their examination staffs. Questions pertaining to this letter and the interagency advisory
should be directed to Charles Holm, Assistant Director, (202) 452-3502, Gregory Eller,
Project Manager, (202) 452-5277, or Dennis Hild, Senior Financial Analyst, (202) 452-
3622.

Richard Spillenkothen
Director

Attachment

Cross-Reference: SR-letter 02-12

2 On the FR Y-9C, the AIR should be reported in Schedule HC-F, item 5, and in Schedule HC-S,
item 2.b, column C (if reported as a stand-alone asset), in December 31, 2002, reports.
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Office of the Comptroller of the Currency

Board of Governors of the Federal Reserve System
Federal Deposit Insurance Corporation

Office of Thrift Supervision

INTERAGENCY ADVISORY ON THE ACCOUNTING TREATMENT OF ACCRUED
INTEREST RECEIVABLE RELATED TO CREDIT CARD SECURITIZATIONS

PURPOSE

The Office of the Comptroller of the Currency (OCC), the Board of Governors of the Federal
Reserve System (Board), the Federal Deposit Insurance Corporation (FDIC), and the Office of
Thrift Supervision (OTS) (collectively, the agencies) are issuing this advisory to clarify the
appropriate accounting treatment for banks and thrift institutions (institutions) that securitize
credit card receivables and record an asset commonly referred to as accrued interest receivable
(AIR).1 The guidance contained in this issuance is consistent with generally accepted account-
ing principles (GAAP) as specified in Financial Accounting Standards Board Statement No.
140, “Accounting for Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities” (FAS 140), and is applicable to ingtitutions preparing regulatory reports filed with
the federal banking agencies.2 The agencies consulted with the staffs of the Financial
Accounting Standards Board (FASB) and the Securities and Exchange Commission (SEC) in
developing this guidance.

The AIR asset represents the transferor’s (seller’s) subordinated retained interest in
cash flows that are initially allocated to the investors' portion of a credit card securitization.
Prior to the securitization transaction, the transferor directly owns a pool of credit card receiv-
ables, including the right to receive all of the accrued fees and finance charges on those
receivables. However, through the securitization process, the seller’s right to the cash flows
from the collection of the accrued fees and finance charges generaly is subordinated to the
rights of the other beneficial interest holders.

This guidance clarifies that, when the seller’s right to the AIR cash flows is subordi-
nated as a result of a credit card securitization, the seller generally should include the AIR as
one of the financial components in the initial accounting for the sale of credit card receivables
in a securitization and in computing the gain or loss on sale. As a result, after a securitization,
the alocated carrying amount of the AIR will typically be lower than its face amount. Consis-
tent with the agencies’ May 17, 2002, regulatory capital guidance, the seller should treat this
asset as a subordinated retained interest (beneficia interest). In addition, an institution should
account for the AIR separately from loans, and report it in ““Other Assets” in the institution’s
regulatory reports.

1 For information and guidance on the regulatory capital treatment of the AIR asset, see the *Interagency
Advisory on the Regulatory Capital Treatment of Accrued Interest Receivable Related to Credit Card Secu-
ritizations,” dated May 17, 2002.

2 These regulatory reports include the bank Consolidated Reports of Condition and Income (call report) and
the Thrift Financial Report (TFR).
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Institutions should ensure that they are following the accounting guid-
ance described in this advisory. If an institution has not followed this
accounting approach in the past, it should adopt it in the next regulatory
report that it files and in all subsequent reports. Ingtitutions that have been
properly accounting for the AIR are expected to continue to do so.

BACKGROUND
Creation of the Accrued Interest Receivable Asset

In atypical credit card securitization, an ingtitution transfers a pool of receiv-
ables and the right to receive the future collections of principal, finance
charges, and fees on the receivables to a trust. If a securitization transaction
qualifies as a sale under FAS 140, the selling institution removes the receiv-
ables that were sold from its reported assets and continues to carry any
retained interests in the transferred receivables on its balance sheet.

Many credit card securitizers recognize accrued fee and finance
charge income on the investors' portion of the transferred credit card receiv-
ables (the AIR) as a receivable due from customers, even though the right to
receive this income, if and when collected, has been transferred to the trust.
An AIR asset reflecting the amount due from the trust is typically reported
throughout the life of the securitization because the seller continually trans-
fers new receivables to the trust to replace receivables held by the trust that
have been repaid or written off.

Subordination of the Accrued Interest Receivable Asset

The accounting for the securitization of credit card receivables depends upon
the terms and requirements of the specific securitization structure. Although
some terms and requirements of individual structures vary, most credit card
securitizations provide similar credit enhancements to investors and should be
accounted for in a similar manner.3 Typically, the seller transfers receivables

3 The legal documentation and structure of the securitization transaction set forth the specific rights
to trust assets and cash flows purchased by the investor and retained by the transferor. In some
securitizations, the investor maintains a pro rata share of all trust assets, whether principal, finance
charges, or fees. In other securitizations, the transferor does not legaly sell the accrued fees and
finance charges to the trust, but is obligated to remit cash collections of these fees and finance
charges to the trust. In either case, the trust will generally have a senior claim on the accrued inter-
est receivable. However, the structure of the transaction may affect how the retained interests
(including subordinated retained interests) are measured for accounting (and regulatory capital) pur-
poses. Accordingly, the legal opinion that an institution obtains in connection with recording the
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to the trust consisting of loan principa (credit card purchases and cash
advances) as well as accrued fees and finance charges. The AIR typically
consists of the seller’s retained interest in the investor’s portion of (1) the
accrued fees and finance charges that have been billed to customer accounts,
but have not yet been collected (““billed but uncollected”) and (2) the right to
finance charges that have been accrued on cardholder accounts, but have not
yet been billed (*accrued but unbilled™).

While the selling institution retains a right to the excess cash flows
generated from the fees and finance charges collected on the transferred
receivables, the transferor generally subordinates its right to these cash flows
to the investors in the securitization. The seller’s right to the excess cash
flows related to the AIR asset is similar to other subordinated residual inter-
ests in securitized assets in that the AIR serves as a credit enhancement to
protect third-party investors in the securitization from credit losses.# If and
when cash payments on the accrued fees and finance charges are collected,
they flow through the trust, where they are available to satisfy more senior
obligations before any excess amount is remitted to the seller. Only after
trust expenses (such as servicing fees, investor-certificate interest, and
investor-principal charge-offs) have been paid will the trustee distribute any
excess fee and finance charge cash flow back to the seller. Since investors
are paid from these cash collections before the selling institution receives the
amount of AIR that is due, the seller may or may not realize the full amount
of its AIR asset.

APPROPRIATE ACCOUNTING TREATMENT FOR ACCRUED
INTEREST RECEIVABLE

Accounting at Inception of the Securitization Transaction

Generaly, if a securitization transaction meets the criteria for sale treatment
and the AIR is subordinated either because the asset has been isolated from

securitization as a sale should also address whether the rights to the AIR cash flows have been
legally isolated from the transferor, even in the event of the transferor’s bankruptcy or other receiv-
ership.

An institution with a securitization structure that differs from the fact pattern described in this
guidance should ensure its accounting approach is consistent with GAAP. Such institutions may
contact their appropriate federal banking agency for further guidance, if appropriate.

4 Examples of other retained interests in securitized assets include an interest-only strip and a cash
collateral or ““spread” account.
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the transferor (see paragraph 9(a) of FAS 140) or because of the operation of
the cash flow distribution (or *‘waterfall’’) through the securitization trust, the
total AIR (both the “hilled and uncollected” and *‘accrued and unbilled”)
should be considered to be one of the components of the sale transaction.
Thus, when accounting for a credit card securitization, institutions should
alocate the previous carrying amount of the AIR (net of any related allow-
ance for uncollectible amounts) and the other transferred assets between the
assets that are sold and the retained interests, based on their relative fair val-
ues at the date of transfer. As aresult, after a securitization, the allocated
carrying amount of the AIR will typically be lower than its face amount.

Subsequent Accounting

After securitization, the AIR asset should be accounted for at its allocated
cost basis (as discussed above). In addition, institutions should treat the AIR
as a retained (subordinated) beneficial interest. Accordingly, it should be
reported in ““Other Assets” in regulatory reports® and not as a loan
receivable.®

In addition, because the AIR is a retained beneficial interest, institu-
tions should follow the guidance provided in FASB Emerging Issues Task
Force Issue No. 99-20, ““Recognition of Interest Income and Impairment on
Purchased and Retained Beneficial Interests in Securitized Financial Assets’
(EITF 99-20), in subsequent accounting. EITF 99-20 specifies the accounting
approach that an institution should follow to evaluate a retained beneficial
interest for impairment and how to account for any impairment that occurs.

Relationship Between the Accrued Interest Receivable and the Interest-Only
Strip Asset

In assessing whether the AIR is appropriately measured for regulatory report-
ing purposes, institutions should carefully consider the accounting treatment

5 In the call report, the carrying value of the AIR asset should be reported in Schedule RC-F, item
5, and in Schedule RC-S, item 2.b, column C (if reported as a stand-alone asset). In the TFR, the
AIR should be reported in Schedule SC, line SC 690, and Schedule SI, line S| 404.

6 In addition to the regulatory reporting requirements described in the above footnote, the agencies
note that for financial statements prepared in accordance with GAAP, the AIR asset would be sub-
ject to the disclosure requirements pertaining to retained interests in securitized financial assets that
are specified in paragraphs 17(f) and 17(g) of FAS 140.
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for the interest-only strip asset. The interest-only strip and the AIR are
closely related. Both represent the seller’s subordinated beneficial interest in
excess cash flows from the trust. Despite their close relationship, these cash
flows have different risk characteristics. The AIR represents the right to
receive the cash flows from fees and finance charges that have aready
accrued on cardholders’ accounts. The interest-only strip, on the other hand,
represents an estimate of cash flows from fees and finance charges that will
accrue on cardholders’ accounts in the future. Because the interest-only strip
cash flows can be contractually prepaid or settled in such a way that the
seller would not recover substantially all of its investment, the interest-only
strip must be accounted for at fair value like a trading or available-for-sale
security in accordance with paragraph 14 of FAS 140. In contrast, the AIR
cannot be contractually prepaid or otherwise settled in such a way that the
owner would not recover substantialy all of its recorded investment.

Institutions should consider the close relationship between these
assets and ensure that the amount of assets recognized for the right to receive
excess cash flows from securitizations, in total, is not overstated. In addition,
institutions should describe the accounting treatment for the AIR and the
interest-only strip in their accounting policies and related disclosures and be
able to demonstrate that their accounting approach is consistent with GAAP.
Examiners will review this documentation when evaluating an institution’s
accounting for securitization activities.

ADDITIONAL INFORMATION

For further information on the appropriate risk-based capital treatment for the
AIR asset, please contact Thomas G. Rees, deputy chief accountant at the
OCC, at (202) 874-5411; Robert F. Storch, accounting section chief at the
FDIC, at (202) 898-8906; Charles H. Holm, assistant director, at the Board,
at (202) 452-3502; Timothy J. Stier, chief accountant, at the OTS, at (202)
906-5699.
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM
WASHINGTON, D.C. 20551

DIVISION OF BANKING
SUPERVISION AND REGULATION

SR 02-12
May 17, 2002

TO THE OFFICER IN CHARGE OF SUPERVISION
AND APPROPRIATE SUPERVISORY AND EXAMINATION
STAFF AT EACH FEDERAL RESERVE BANK AND
TO BANKING ORGANIZATIONS SUPERVISED
BY THE FEDERAL RESERVE

SUBJECT: Regulatory Capital Treatment of Accrued Interest Receivables Related to
Credit Card Securitizations

The federal banking agencies have identified inconsistencies across financial
institutions in the regulatory capital treatment of accrued interest receivables (AIRs)
related to credit card securitizations. The agencies have worked together and developed
guidance that clarifies the appropriate risk-based capital treatment for banking organi-
zations that securitize credit card receivables and record on-balance-sheet assets com-
monly referred to as AIRs. The interagency guidance is attached.

As further detailed in the attached guidance, when a banking organization
transfers a pool of credit card receivables to a trugt, it typically also transfers to the
trust the right to receive interest and fee income from those receivables. Some institu-
tions continue to accrue interest and fee income on the investors' portion of the trans-
ferred credit card receivables on their balance sheets, reporting the right to these future
cash flows as an AIR asset. Any accrued amounts the banking organization collects,
however, generally must be transferred to the trust upon collection. Because the bank-
ing organization passes al cash flows related to the AIR to the trust, where they are
available to satisfy more senior obligations before excess amounts are returned to the
seller, the AIR constitutes a residual interest in the securitized assets. The AIR serves
as a credit enhancement to protect third-party investors in the securitization from credit
losses and meets the definition of a ““residual interest” under the banking agencies’
rules on the capital treatment of recourse arrangements issued in November 2001,
which are specifically referenced in footnote 3 of the attachment. Under those rules, an
institution must hold ‘““dollar-for-dollar” capital against residual interests even if that
amount exceeds the full equivalent risk-based capital charge on the transferred assets.
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The banking agencies expect banking organizations to reflect the aforemen-
tioned treatment in their regulatory reports by no later than December 31, 2002. Insti-
tutions that have been properly reflecting the AIR asset as a credit enhancement for
risk-based capital purposes are expected to continue to do so. Notwithstanding these
expectations, the banking agencies highlight in their guidance that there may be cir-
cumstances where a banking organization may have to treat the AIR asset in the way
described by the guidance at an earlier date due to supervisory concerns or other
factors.

This letter and the attached guidance should be distributed to state member
banks, bank holding companies, and foreign banks with U.S. offices supervised by the
Federal Reserve, especially those that engage in credit card securitization activities.
Questions pertaining to this letter should be directed to Tom Boemio, Senior Supervi-
sory Financial Analyst, (202) 452-2982 or Anna Lee Hewko, Senior Financial Analyst,
(202) 530-6260.

Richard Spillenkothen
Director

Attachment
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Office of the Comptroller of the Currency

Board of Governors of the Federal Reserve System
Federal Deposit Insurance Corporation

Office of Thrift Supervision

INTERAGENCY ADVISORY ON THE REGULATORY CAPITAL TREATMENT OF
ACCRUED INTEREST RECEIVABLE RELATED TO CREDIT CARD SECURITIZATIONS

PURPOSE

The Office of the Comptroller of the Currency (OCC), the Board of Governors of the Federal
Reserve System (Board), the Federal Deposit Insurance Corporation (FDIC), and the Office of
Thrift Supervision (OTS) (collectively, the agencies) are issuing this advisory to clarify the
appropriate risk-based capital treatment for banking organizations (institutions) that securitize
credit card receivables and record an on-balance-sheet asset commonly referred to as an
accrued interest receivable.t

In general, the AIR asset represents a subordinated retained interest in cash flows that
are initialy allocated to the investors' portion of a credit card securitization. The AIR is sub-
ject to higher capital requirements under the agencies’ capital standards than many institutions
are currently applying to this asset. The agencies expect institutions to hold capital for AIR
assets consistent with the agencies positions articulated in this advisory by no later than
December 31, 2002, unless supervisory concerns warrant an institution’s earlier application of
this advisory. Institutions that have been properly reflecting the AIR as a credit enhancement
for risk-based capital purposes are expected to continue to do so.

CREATION OF ACCRUED INTEREST RECEIVABLE

In atypical credit card securitization, an institution transfers to a trust a pool of receivables,
as well as the rights to receive future payments of principal and interest. If a securitization
transaction qualifies as a sale under Financial Accounting Standards Board Statement No. 140,
“Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabili-
ties” (FAS 140), the selling ingtitution removes the receivables that were sold from its
reported assets and continues to carry any retained interests in the transferred receivables on
its balance sheet. Institutions should ensure that their accounting for securitization transac-
tions, including the reporting of any related AIR, is in accordance with generally accepted
accounting principles.

1 The accrued interest receivable represents fees and finance charges that have been accrued on receivables
that the institution has securitized and sold to other investors. For example, in credit card securitizations,
this accrued interest receivable asset may include both finance charges billed but not yet collected and
finance charges accrued but not yet billed on the securitized receivables.
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The agencies have found that many institutions continue to accrue fee
and finance charge income on the investors' portion of the transferred credit
card receivables even though the right to receive this income, if and when
collected, has been transferred to the trust. These institutions report the rights
to these accrued fees and finance charges as an asset commonly referred to
as an accrued interest receivable.2 However, any of the accrued fees and
finance charges that the institution collects generally must be transferred to
the trust and will be used first by the trustee for the benefit of third-party
investors. Only after trust expenses (such as servicing fees, investor-
certificate interest, and investor-principal charge-offs) have been paid will the
trustee distribute any excess fee and finance-charge cash flow back to the
seller, at which point the seller may or may not realize the full amount of its
AIR asset.

SUBORDINATION OF THE ACCRUED INTEREST RECEIVABLE

While the selling institution retains a right to the excess cash flows generated
from the fees and finance charges collected on the transferred receivables, the
institution generally subordinates its right to these cash flows to the investors
in the securitization. The seller’s right to the excess cash flows related to the
AIR asset is similar to other residual interests in securitized assets in that it
serves as a credit enhancement to protect third-party investors in the securiti-
zation from credit losses. If and when cash payments on the accrued fees and
finance charges are collected, they flow through the trust, where they are
available to satisfy more senior obligations before any excess amount is
remitted to the seller. Since investors are paid from these cash collections
before the selling institution receives the amount due on its AIR, the AIR is
available to absorb losses before more senior security holders.

APPROPRIATE REGULATORY CAPITAL TREATMENT FOR ACCRUED
INTEREST RECEIVABLE

Because the AIR asset as described represents a subordinated retained inter-
est in the transferred assets, it meets the definition of a recourse exposure for
risk-based capital purposes.2 Recourse exposures such as the AIR asset

2 Some ingtitutions may categorize part or all of this receivable as a loan, a *due from trust”
account, a retained interest in the trust, or as part of an interest-only strip receivable.

3 This is true for the risk-based capital standards in effect prior to January 1, 2002. See 12 CFR 3,
appendix A, section 3(b)(1)(iii), note 14 (OCC); 12 CFR 208 and 225, appendix A, section
111.D.1.g (Board); 12 CFR 325, appendix A, section 11.D.1 (FDIC); and 12 CFR 567.6(a)(2)(i)(C)
(OTS). Thisis aso true for the risk-based capital standards in effect after December 31, 2001. See
12 CFR 3, appendix A, section 4(a)(11) (2002) (OCC); 12 CFR 208 and 225, section I11.B.3.ax
(2002) (Board); 12 CFR 325, appendix A, section 11.B.5(a)(11) (2002) (FDIC); and 12 CFR
567.6(b) (2002) (OTS).
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require risk-based capital against the full, risk-weighted amount of the assets
transferred with recourse, subject to the low-level-recourse rule.# Further,
under the final rule the agencies published in November 2001, the AIR asset
also meets the definition of a “‘residual interest,” which requires ** dollar-for-
dollar” capital even if that amount exceeds the full equivalent risk-based
capital charge on the transferred assets.> Thus, the agencies expect institu-
tions to hold risk-based capital in an amount consistent with the subordinated
nature of the AIR asset and to reflect this treatment in their regulatory reports
by no later than December 31, 2002. However, where supervisory concerns
exist with respect to an ingtitution’s risk profile, the intitution’s primary fed-
eral supervisory agency may require it to treat the AIR asset in accordance
with this advisory at an earlier date. Institutions that have been properly
reflecting the AIR as a credit enhancement for risk-based capital purposes are
expected to continue to do so.

ADDITIONAL INFORMATION

For further information on the appropriate risk-based capital treatment for the
AIR asset, please contact Amrit Sekhon at (202) 874-5211, risk expert, Capi-
tal Policy Division, a the OCC; Robert F. Storch at (202) 898-8906, account-
ing section chief, or Stephen G. Pfeifer at (202) 898-8904, examination spe-
cialist, Division of Supervision, at the FDIC; Tom Boemio at (202) 452-
2982, senior supervisory financial analyst, Supervisory and Risk Policy, at
the Board; Michael D. Solomon at (202) 906-5654, senior program manager,
Capital Palicy, at the OTS.

4 The low-level-recourse rule limits the maximum risk-based capital requirement to the lesser of a
banking organization’s maximum contractual exposure or the full capital charge against the out-
standing amount of assets transferred with recourse.

5 For a complete description of the appropriate capital treatment for recourse, residual interests,
and credit-enhancing interest-only strips, see, *‘ Recourse, Direct Credit Substitutes, and Residual
Interests in Asset Securitizations,” 66 Fed. Reg. 59614 (November 29, 2001).
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM
WASHINGTON, D.C. 20551

DIVISION OF BANKING
SUPERVISION AND REGULATION

SR 99-37 (SUP)
December 13, 1999

TO THE OFFICER IN CHARGE OF SUPERVISION
AND APPROPRIATE SUPERVISORY AND EXAMINATION STAFF
AT EACH FEDERAL RESERVE BANK AND TO CERTAIN BANKING
ORGANIZATIONS SUPERVISED BY THE FEDERAL RESERVE

SUBJECT: Risk Management and Valuation of Retained Interest Arising
from Securitization Activities

Significant weaknesses in the asset securitization practices of some
banking organizations have raised concerns about the general level of understanding
and controls in institutions that engage in such activities. Securitization activities
present unique and sometimes complex risks that require the attention of senior
management and the board of directors. The purpose of this SR letter is to
underscore the importance of sound risk management practices in all aspects of
asset securitization. This letter and the attached guidance, developed jointly by the
federal banking agencies, should be distributed to state member banks, bank holding
companies, and foreign banking organizations supervised by the Federal Reserve
that engage in securitization activities.

Retained interests, including interest-only strips receivable, arise when
a selling ingtitution keeps an interest in assets sold to a securitization vehicle that, in
turn, issues bonds to investors. Supervisors are concerned about the methods and
models banking organizations use to value these interests and the difficulties in
managing exposure to these volatile assets. Under generally accepted accounting
principles (GAAP), a banking organization recognizes an immediate gain (or loss)
on the sale of assets by recording its retained interest at fair value. The valuation of
the retained interest is based upon the present value of future cash flows in excess
of amounts needed to service the bonds and cover credit losses and other fees of the
securitization vehicle.r Determination of fair value should be based on reasonable,
conservative assumptions about such factors as discount rates, projected credit
losses, and prepayment rates. Bank supervisors expect retained interests to be
supported by verifiable documentation of fair value in accordance with GAAP. In

1 See Financial Accounting Standard No. 125, “‘Accounting for Transfers and Servicing of Finan-
cial Assets and Extinguishments of Liabilities””*

* FAS 140 has superseded FAS 125.
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the absence of such support, the retained interests should not be carried as assets on
an ingtitution’s books, but instead should be charged off. Other supervisory
concerns include failure to recognize and hold sufficient capital against recourse
obligations generated by securitizations, and the absence of an adequate
independent audit function.

The concepts underlying the attached guidance are not new. They
reflect the long-standing supervisory principles that i) a banking organization should
have in place risk management systems and controls that are adequate in relation to
the nature and volume of its risks, and ii) asset values that cannot be supported
should be written off. The guidance incorporates fundamental concepts of
risk-focused supervision: active oversight by an institution’s senior management and
board of directors, effective policies and limits, accurate and independent
procedures to measure and assess risk, and strong internal controls.2 Bank
supervisors are particularly concerned about institutions that are relatively new
users of securitization techniques and institutions whose senior management and
directors are not fully aware of the risks, as well as the accounting, legal, and
risk-based capital nuances, of this activity. The interagency guidance discusses
sound risk management, modeling, valuation, and disclosure practices for asset
securitization, and complements previous supervisory guidance on this subject.3

The federal banking agencies will continue to study supervisory issues
relating to securitization, including the valuation of retained interests, and may in
the future make adjustments to their regulatory capital requirements to reflect the
riskiness, volatility, and uncertainty in the value of retained interests. Questions
pertaining to this letter should be directed to Tom Boemio, Senior Supervisory
Financial Analyst, (202) 452-2982, or Anna Lee Hewko, Financial Analyst,
(202) 530-6260.

Richard Spillenkothen
Director
Attachment

2 See SR letters 96-14, ** Risk-focused Safety and Soundness Examinations and Inspections,” and
95-51, “Rating the Adequacy of Risk Management Processes and Internal Controls at State Mem-

ber Banks and Bank Holding Companies.”

3 See SR letters 97-21, " Risk Management and Capital Adequacy of Exposures Arising from Sec-
ondary Market Credit Activities,” 96-40, ““Interim Guidance for Purposes of Applying FAS 125 for
Regulatory Reporting in 1997 and for the Treatment of Servicing Assets for Regulatory Capital;”
and 96-30, ““Risk-Based Capital Treatment for Spread Accounts that Provide Credit Enhancement
for Securitized Receivables.”
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Office of the Comptroller of the Currency

Federal Deposit Insurance Corporation

Board of Governors of the Federal Reserve System
Office of Thrift Supervision

INTERAGENCY GUIDANCE ON ASSET SECURITIZATION ACTIVITIES
BACKGROUND AND PURPOSE

Recent examinations have disclosed significant weaknesses in the asset securitization practices
of some insured depository institutions. These weaknesses raise concerns about the general
level of understanding and controls among institutions that engage in such activities. The most
frequently encountered problems stem from: (1) the failure to recognize and hold sufficient
capital against explicit and implicit recourse obligations that frequently accompany securitiza-
tions, (2) the excessive or inadequately supported valuation of *retained interests,” * (3) the
liquidity risk associated with over reliance on asset securitization as a funding source, and

(4) the absence of adequate independent risk management and audit functions.

The Office of the Comptroller of the Currency, the Federal Deposit Insurance Corporation, the
Board of Governors of the Federal Reserve System, and the Office of Thrift Supervision,
hereafter referred to as ““the Agencies,” are jointly issuing this statement to remind financial
institution managers and examiners of the importance of fundamental risk management prac-
tices governing asset securitization activities. This guidance supplements existing policy state-
ments and examination procedures issued by the Agencies and emphasizes the specific expec-
tation that any securitization-related retained interest claimed by a financial institution will be
supported by documentation of the interest’s fair value, utilizing reasonable, conservative
valuation assumptions that can be objectively verified. Retained interests that lack such objec-
tively verifiable support or that fail to meet the supervisory standards set forth in this docu-
ment will be classified as loss and disallowed as assets of the institution for regulatory capital
purposes.

The Agencies are reviewing ingtitutions' valuation of retained interests and the concentration
of these assets relative to capital. Consistent with existing supervisory authority, the Agencies
may, on a case-by-case basis, require institutions that have high concentrations of these assets
relative to their capital, or are otherwise at risk from impairment of these assets, to hold addi-
tional capital commensurate with their risk exposures. Furthermore, given the risks presented

1 In securitizations, a seller typically retains one or more interests in the assets sold. Retained interests rep-
resent the right to cash flows and other assets not used to extinguish bondholder obligations and pay credit
losses, servicing fees and other trust related fees. For the purpose of this statement, retained interests
include over-collateralization, spread accounts, cash collateral accounts, and interest only strips (10 strips).
Although servicing assets and liabilities also represent a retained interest of the seller, they are currently
determined based on different criteria and have different accounting and risk-based capital requirements. See
applicable comments in Statement of Financial Accounting Standard No. 125, ““Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of Liabilities” (FAS 125), for additional information
about these interests and associated accounting requirements.
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by these activities, the Agencies are actively considering the establishment of
regulatory restrictions that would limit or eliminate the amount of certain
retained interests that may be recognized in determining the adequacy of
regulatory capital. An excessive dependence on securitizations for day-to-day
core funding can also present significant liquidity problems—either during
times of market turbulence or if there are difficulties specific to the institution
itself. As applicable, the Agencies will provide further guidance on the
liquidity risk associated with over reliance on asset securitizations as a fund-
ing source and implicit recourse obligations.
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DESCRIPTION OF ACTIVITY

Asset securitization typically involves the transfer of on-balance sheet assets
to a third party or trust. In turn the third party or trust issues certificates or
notes to investors. The cash flow from the transferred assets supports repay-
ment of the certificates or notes. For severa years, large financial institutions,
and a growing number of regional and community institutions, have been
using asset securitization to access aternative funding sources, manage con-
centrations, improve financial performance ratios, and more efficiently meet
customer needs. In many cases, the discipline imposed by investors who buy
assets at their fair value has sharpened selling institutions' credit risk selec-
tion, underwriting, and pricing practices. Assets typically securitized by insti-
tutions include credit card receivables, automobile receivable paper, commer-
cial and residential first mortgages, commercial loans, home equity loans, and
student loans.

* Page numbers have been updated for this format.
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While the Agencies continue to view the use of securitization as an efficient
means of financial intermediation, we are concerned about events and trends
uncovered at recent examinations. Of particular concern are institutions that
are relatively new users of securitization techniques and institutions whose
senior management and directors do not have the requisite knowledge of the
effect of securitization on the risk profile of the intitution or are not fully
aware of the accounting, legal and risk-based capital nuances of this activity.
Similarly, the Agencies are concerned that some institutions have not fully
and accurately distinguished and measured the risks that have been trans-
ferred versus those retained, and accordingly are not adequately managing
the retained portion. It is essential that institutions engaging in securitization
activities have appropriate front and back office staffing, internal and external
accounting and legal support, audit or independent review coverage, informa-
tion systems capacity, and oversight mechanisms to execute, record, and
administer these transactions correctly.

Additionally, we are concerned about the use of inappropriate valuation and
modeling methodologies to determine the initial and ongoing value of
retained interests. Accounting rules provide a method to recognize an imme-
diate gain (or loss) on the sale through booking a “ retained interest;” how-
ever, the carrying value of that interest must be fully documented, based on
reasonable assumptions, and regularly analyzed for any subsequent value
impairment. The best evidence of fair value is a quoted market price in an
active market. In circumstances where quoted market prices are not available,
accounting rules alow fair value to be estimated. This estimate must be
based on the “ best information available in the circumstances.” 2 An estimate
of fair value must be supported by reasonable and current assumptions. If a
best estimate of fair value is not practicable, the asset is to be recorded at
zero in financia and regulatory reports.

History shows that unforeseen market events that affect the discount rate or
performance of receivables supporting a retained interest can swiftly and dra-
matically alter its value. Without appropriate internal controls and indepen-
dent oversight, an institution that securitizes assets may inappropriately gen-
erate “ paper profits’ or mask actual losses through flawed loss assumptions,
inaccurate prepayment rates, and inappropriate discount rates. Liberal and
unsubstantiated assumptions can result in material inaccuracies in financial
statements, substantial write-downs of retained interests, and, if interests

2 FAS 125, at par.43
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represent an excessive concentration of the institution’s capital, the demise of the spon-
soring institution.

Recent examinations point to the need for institution managers and directors to ensure
that:

« Independent risk management processes are in place to monitor securitization pool
performance on an aggregate and individual transaction level. An effective risk man-
agement function includes appropriate information systems to monitor securitization
activities.

« Conservative valuation assumptions and modeling methodologies are used to estab-
lish, evaluate and adjust the carrying value of retained interests on a regular and
timely basis.

.

Audit or internal review staffs periodically review data integrity, model agorithms,
key underlying assumptions, and the appropriateness of the valuation and modeling
process for the securitized assets retained by the institution. The findings of such

reviews should be reported directly to the board or an appropriate board committee.

Accurate and timely risk-based capital calculations are maintained, including recog-
nition and reporting of any recourse obligation resulting from securitization activity.

« Internal limits are in place to govern the maximum amount of retained interests as a
percentage of total equity capital.

« The ingtitution has a redlistic liquidity plan in place in case of market disruptions.

The following sections provide additional guidance relating to these and other critical
areas of concern. Institutions that lack effective risk management programs or that
maintain exposures in retained interests that warrant supervisory concern may be sub-
ject to more frequent supervisory review, more stringent capital requirements, or other
supervisory action.

INDEPENDENT RISK MANAGEMENT FUNCTION

Institutions engaged in securitizations should have an independent risk management
function commensurate with the complexity and volume of their securitizations and
their overall risk exposures. The risk management function should ensure that securiti-
zation policies and operating procedures, including clearly articulated risk limits, are in
place and appropriate for the ingtitution’s circumstances. A sound asset securitization
policy should include or address, at a minimum:

« A written and consistently applied accounting methodol ogy;

« Regulatory reporting requirements;

Trading and Capital-Markets Activities Manual April 2003
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« Valuation methods, including FAS 125 residua value assumptions, and procedures to
formally approve changes to those assumptions,

» Management reporting process; and

» Exposure limits and requirements for both aggregate and individual transaction
monitoring.

It is essentia that the risk management function monitor origination, collection, and
default management practices. This includes regular evaluations of the quality of
underwriting, soundness of the appraisal process, effectiveness of collections activities,
ability of the default management staff to resolve severely delinquent loans in a timely
and efficient manner, and the appropriateness of loss recognition practices. Because the
securitization of assets can result in the current recognition of anticipated income, the
risk management function should pay particular attention to the types, volumes, and
risks of assets being originated, transferred and serviced. Both senior management and
the risk management staff must be aert to any pressures on line managers to originate
abnormally large volumes or higher risk assets in order to sustain ongoing income
needs. Such pressures can lead to a compromise of credit underwriting standards. This
may accelerate credit losses in future periods, impair the value of retained interests and
potentialy lead to funding problems.

The risk management function should also ensure that appropriate management infor-
mation systems (MIS) exist to monitor securitization activities. Reporting and docu-
mentation methods must support the initial valuation of retained interests and ongoing
impairment analyses of these assets. Pool performance information has helped well-
managed institutions to ensure, on a qualitative basis, that a sufficient amount of eco-
nomic capital is being held to cover the various risks inherent in securitization transac-
tions. The absence of quality MIS hinders management’s ability to monitor specific
pool performance and securitization activities more broadly. At a minimum, MIS
reports should address the following:

Securitization summaries for each transaction - The summary should include relevant
transaction terms such as collateral type, facility amount, maturity, credit enhancement
and subordination features, financial covenants (termination events and spread account
capture “ triggers” ), right of repurchase, and counterparty exposures. Management
should ensure that the summaries are distributed to all personnel associated with secu-
ritization activities.

Performance reports by portfolio and specific product type - Performance

factors include gross portfolio yield, default rates and loss severity, delinquencies, pre-
payments or payments, and excess spread amounts. The reports should reflect perfor-
mance of assets, both on an individual pool basis and total managed assets. These
reports should segregate specific products and different marketing campaigns.

April 2003 Trading and Capital-Markets Activities Manual
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Vintage analysis for each pool using monthly data - Vintage analysis helps manage-
ment understand historical performance trends and their implications for future default
rates, prepayments, and delinquencies, and therefore retained interest values. Manage-
ment can use these reports to compare historical performance trends to underwriting
standards, including the use of a validated credit scoring model, to ensure loan pricing
is consistent with risk levels. Vintage analysis also helps in the comparison of deal
performance at periodic intervals and validates retained interest valuation assumptions.

Satic pool cash collection analysis - This analysis entails reviewing monthly cash
receipts relative to the principal balance of the pool to determine the cash yield on the
portfolio, comparing the cash yield to the accrua yield, and tracking monthly changes.
Management should compare the timing and amount of cash flows received from the
trust with those projected as part of the FAS 125 retained interest valuation analysis on
amonthly basis. Some master trust structures alow excess cash flow to be shared
between series or pools. For revolving asset trusts with this master trust structure, man-
agement should perform a cash collection analysis for each master trust structure.
These analyses are essential in assessing the actual performance of the portfolio in
terms of default and prepayment rates. If cash receipts are less than those assumed in
the original valuation of the retained interest, this analysis will provide management
and the board with an early warning of possible problems with collections or extension
practices, and impairment of the retained interest.

Sensitivity analysis - Measuring the effect of changes in default rates, prepayment or
payment rates, and discount rates will assist management in establishing and validating
the carrying value of the retained interest. Stress tests should be performed at least
quarterly. Analyses should consider potential adverse trends and determine “ best,”

“ probable,” and “ worst case” scenarios for each event. Other factors to consider are
the impact of increased defaults on collections staffing, the timing of cash flows,

“ spread account” capture triggers, over-collateraization triggers, and early amortiza-
tion triggers. An increase in defaults can result in higher than expected costs and a
delay in cash flows, decreasing the value of the retained interests. Management should
periodically quantify and document the potential impact to both earnings and capital,
and report the results to the board of directors. Management should incorporate this
analysis into their overall interest rate risk measurement system.3 Examiners will
review the analysis conducted by the institution and the volatility associated with
retained interests when assessing the Sensitivity to Market Risk component rating.

Satement of covenant compliance - Ongoing compliance with deal performance trig-
gers as defined by the pooling and servicing agreements should be affirmed at least
monthly. Performance triggers include early amortization, spread capture, changes to
overcollateralization requirements, and events that would result in servicer removal.

3 Under the Joint Agency Policy Statement on the Interest Rate Risk, institutions with a high level
of exposure to interest rate risk relative to capital will be directed to take corrective action. Savings
associations can find OTS guidance on interest rate risk in Thrift Bulletin 13a - Management of
Interest Rate Risk, Investment Securities, and Derivative Activities.

-6-

Trading and Capital-Markets Activities Manual

April 2003

Page 19



3020.1 Securitization and Secondary-Market Credit Activities

SELECTED FEDERAL RESERVE SR-LETTERS—Continued

VALUATION AND MODELING PROCESSES

The method and key assumptions used to value the retained interests and servicing
assets or liabilities must be reasonable and fully documented. The key assumptions in
al valuation analyses include prepayment or payment rates, default rates, loss severity
factors, and discount rates. The Agencies expect institutions to take a logical and con-
servative approach when developing securitization assumptions and capitalizing future
income flows. It is important that management quantifies the assumptions on a pool-
by-pool basis and maintains supporting documentation for all changes to the assump-
tions as part of the valuation process, which should be done no less than quarterly.
Policies should define the acceptable reasons for changing assumptions and require
appropriate management approval.

An exception to this pool-by-pool valuation analysis may be applied to revolving asset
trusts if the master trust structure allows excess cash flows to be shared between series.
In a master trust, each certificate of each series represents an undivided interest in all
of the receivables in the trust. Therefore, valuations are appropriate at the master trust
level.

In order to determine the value of the retained interest at inception, and make appro-
priate adjustments going forward, the institution must implement a reasonable model-
ing process to comply with FAS 125. The Agencies expect management to employ
reasonable and conservative valuation assumptions and projections, and to maintain
verifiable objective documentation of the fair value of the retained interest. Senior
management is responsible for ensuring the valuation model accurately reflects the
cash flows according to the terms of the securitization’s structure. For example, the
model should account for any cash collateral or overcollateralization triggers, trust
fees, and insurance payments if appropriate. The board and management are account-
able for the "model builders' possessing the necessary expertise and technical profi-
ciency to perform the modeling process. Senior management should ensure that inter-
nal controls are in place to provide for the ongoing integrity of MIS associated with
securitization activities.

As part of the modeling process, the risk management function should ensure that peri-
odic validations are performed in order to reduce vulnerability to model risk. Valida-
tion of the model includes testing the internal logic, ensuring empirical support for the
model assumptions, and back-testing the models with actual cash flows on a pool-by-
pool basis. The validation process should be documented to support conclusions.
Senior management should ensure the validation process is independent from line man-
agement as well as the modeling process. The audit scope should include procedures to
ensure that the modeling process and validation mechanisms are both appropriate for
the institution’s circumstances and executed consistent with the institution’s asset secu-
ritization policy.
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USE OF OUTSIDE PARTIES

Third parties are often engaged to provide professional guidance and support regarding
an ingtitution’s securitization activities, transactions, and valuing of retained interests.
The use of outside resources does not relieve directors of their oversight responsibility,
or senior management of its responsihilities to provide supervision, monitoring, and
oversight of securitization activities, and the management of the risks associated with
retained interests in particular. Management is expected to have the experience, knowl-
edge, and abilities to discharge its duties and understand the nature and extent of the
risks presented by retained interests and the policies and procedures necessary to
implement an effective risk management system to control such risks. Management
must have a full understanding of the valuation techniques employed, including the
basis and reasonableness of underlying assumptions and projections.

INTERNAL CONTROLS

Effective internal controls are essential to an institution’s management of the risks
associated with securitization. When properly designed and consistently enforced, a
sound system of internal controls will help management safeguard the ingtitution’s
resources, ensure that financial information and reports are reliable, and comply with
contractual obligations, including securitization covenants. It will also reduce the possi-
bility of significant errors and irregularities, as well as assist in their timely detection
when they do occur. Internal controls typicaly: (1) limit authorities, (2) safeguard
access to and use of records, (3) separate and rotate duties, and (4) ensure both regular
and unscheduled reviews, including testing.

The Agencies have established operational and managerial standards for internal con-
trol and information systems.# An institution should maintain a system of interna con-
trols appropriate to its size and the nature, scope, and risk of its activities. Institutions
that are subject to the requirements of FDIC regulation 12 CFR Part 363 should
include an assessment of the effectiveness of internal controls over their asset securiti-
zation activities as part of management’s report on the overall effectiveness of the sys-
tem of internal controls over financia reporting. This assessment implicitly includes
the internal controls over financia information that is included in regulatory reports.

AUDIT FUNCTION OR INTERNAL REVIEW

It is the responsibility of an ingtitution’s board of directors to ensure that its audit staff
or independent review function is competent regarding securitization activities. The
audit function should perform periodic reviews of securitization activities, including
transaction testing and verification, and report all findings to the board or appropriate
board committee. The audit function also may be useful to senior management in iden-
tifying and measuring risk related to securitization activities. Principal audit targets

4 Safety and Soundness Standards 12 CFR Part 30 (OCC), 12 CFR Part 570 (OTS).
-8-
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should include compliance with securitization policies, operating and accounting proce-
dures (FAS 125), and deal covenants, and accuracy of MIS and regulatory reports. The
audit function should also confirm that the institution’s regulatory reporting process is
designed and managed in such a way to facilitate timely and accurate report filing.
Furthermore, when a third party services loans, the auditors should perform an inde-
pendent verification of the existence of the loans to ensure balances reconcile to inter-
nal records.

REGULATORY REPORTING

The securitization and subsequent removal of assets from an institution’s balance sheet
requires additional reporting as part of the regulatory reporting process. Common regu-
latory reporting errors stemming from securitization activities include:

« Failure to include off-balance sheet assets subject to recourse treatment when calcu-
lating risk-based capital ratios;

« Failure to recognize retained interests and retained subordinate security interests as a
form of credit enhancement;

« Failure to report loans sold with recourse in the appropriate section of the regulatory
report; and

¢ Over-valuing retained interests.

An ingtitution’s directors and senior management are responsible for the accuracy of its
regulatory reports. Because of the complexities associated with securitization account-
ing and risk-based capital treatment, attention should be directed to ensuring that per-
sonnel who prepare these reports maintain current knowledge of reporting rules and
associated interpretations. This often will reguire ongoing support by qualified account-
ing and lega personnel.

Institutions that file the Report of Condition and Income (Call Report) should pay par-
ticular attention to the following schedules on the Call Report when institutions are
involved in securitization activities: Schedule RC-F: Other Assets; Schedule RC-L: Off
Balance Sheet Items; and Schedule RC-R: Regulatory Capital. Institutions that file the
Thrift Financial Report (TFR) should pay particular attention to the following TFR
schedules: Schedule CC: Consolidated Commitments and Contingencies, Schedule
CCR: Consolidated Capital Requirement, and Schedule CMR: Consolidated Maturity
and Rate.

Under current regulatory report instructions, when an institution’s supervisory agency’'s
interpretation of how generally accepted accounting principles (GAAP) should be
applied to a specified event or transaction differs from the institution’s interpretation,
the supervisory agency may require the institution to reflect the event or transaction in
its regulatory reports in accordance with the agency’s interpretation and amend previ-
ously submitted reports.

-9-
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MARKET DISCIPLINE AND DISCLOSURES

Transparency through public disclosure is crucia to effective market discipline and can
reinforce supervisory efforts to promote high standards in risk management. Timely
and adequate information on the institution’s asset securitization activities should be
disclosed. The information contained in the disclosures should be comprehensive; how-
ever, the amount of disclosure that is appropriate will depend on the volume of securi-
tizations and complexity of the institution. Well-informed investors, depositors, credi-
tors and other bank counterparties can provide a bank with strong incentives to
maintain sound risk management systems and internal controls. Adequate disclosure
allows market participants to better understand the financial condition of the institution
and apply market discipline, creating incentives to reduce inappropriate risk taking or
inadeguate risk management practices. Examples of sound disclosures include:

« Accounting policies for measuring retained interests, including a discussion of the
impact of key assumptions on the recorded value;

* Process and methodology used to adjust the value of retained interests for changes in
key assumptions;

« Risk characteristics, both quantitative and qualitative, of the underlying securitized
assets,

« Role of retained interests as credit enhancements to special purpose entities and other
securitization vehicles, including a discussion of techniques used for measuring
credit risk; and

« Sensitivity analyses or stress testing conducted by the institution showing the effect
of changes in key assumptions on the fair value of retained interests.

RISK-BASED CAPITAL FOR RECOURSE AND LOW LEVEL RECOURSE
TRANSACTIONS

For regulatory purposes, recourse is generally defined as an arrangement in which an
institution retains the risk of credit 1oss in connection with an asset transfer, if the risk
of credit loss exceeds a pro rata share of the ingtitution’s claim on the assets.5 In addi-
tion to broad contractual language that may require the selling institution to support a
securitization, recourse can also arise from retained interests, retained subordinated
security interests, the funding of cash collateral accounts, or other forms of credit
enhancements that place an institution’s earnings and capital at risk.

These enhancements should generally be aggregated to determine the extent of an
ingtitution’s support of securitized assets. Although an asset securitization qualifies for

5 The risk-based capital treatment for sales with recourse can be found at 12 CFR Part 3 Appendix
A, Section (3)(b)(2)(iii) {OCC}, 12 CFR Part 567.6(a)(2)(i)(c) { OTS}. For a further explanation of
recourse see the glossary entry “ Sales of Assets for Risk-Based Capital Purposes’ in the instruc-
tions for the Call Report. 10
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sales treatment under GAARP, the underlying assets may still be subject to regulatory
risk-based capital reguirements. Assets sold with recourse should generally be risk-
weighted as if they had not been sold.

Securitization transactions involving recourse may be eligible for “ low level recourse”
treatment.® The Agencies' risk-based capital standards provide that the dollar amount
of riskbased capital required for assets transferred with recourse should not exceed the
maximum dollar amount for which an institution is contractualy liable. The “low level
recourse” treatment applies to transactions accounted for as sales under GAAP in
which an institution contractually limits its recourse exposure to less than the full risk-
based capital requirements for the assets transferred. Under the low level recourse prin-
ciple, the institution holds capital on approximately a dollar-for-dollar basis up to the
amount of the aggregate credit enhancements.

Low level recourse transactions should be reported in Schedule RC-R of the Call
Report or Schedule CCR of the TFR using either the "direct reduction method" or the
“ gross-up method” in accordance with the regulatory report instructions.

If an institution does not contractually limit the maximum amount of its recourse obli-
gation, or if the amount of credit enhancement is greater than the risk-based capital
requirement that would exist if the assets were not sold, the low level recourse treat-
ment does not apply. Instead, the institution must hold risk-based capital against the
securitized assets as if those assets had not been sold.

Finaly, as noted earlier, retained interests that lack objectively verifiable support or
that fail to meet the supervisory standards set forth in this document will be classified
as loss and disallowed as assets of the ingtitution for regulatory capital purposes.

INSTITUTION IMPOSED CONCENTRATION LIMITS ON RETAINED INTERESTS

The creation of a retained interest (the debit) typically also results in an offsetting
“gain on sale” (the credit) and thus generation of an asset. Institutions that securitize
high yielding assets with long durations may create a retained interest asset value that
exceeds the risk-based capital charge that would be in place if the institution had not
sold the assets (under the existing riskbased capital guidelines, capital is not required
for the amount over eight percent of the securitized assets). Serious problems can arise
for institutions that distribute contrived earnings only later to be faced with a down-
ward valuation and charge-off of part or all of the retained interests.

As a basic example, an institution could sell $100 in subprime home equity loans and
book a retained interest of $20 using liberal "gain on sale" assumptions. Under the cur-

6 The banking agencies’ low level recourse treatment is described in the Federal Register in the
following locations: 60 Fed. Reg. 17986 (April 10, 1995) (OCC); 60 Fed. Reg. 8177 (February 13,
1995)(FRB); 60 Fed. Reg. 15858 (March 28, 1995)(FDIC). OTS has had a low level recourse rule
in 12 CFR Part 567.6(8)(2)(i)(c) since 1989. A brief explanation is also contained in the instruc-
tions for regulatory reporting in section RC-R for the Call Report or schedule CCR for the TFR.
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rent capital rules, the institution is required to hold approximately $8 in capital. This
$8 is the current capital requirement if the loans were never removed from the balance
sheet (eight percent of $100 = $8). However, the institution is still exposed to substan-
tialy all of the credit risk, plus the additional risk to earnings and capital from the
volatility of the retained interest. If the value of the retained interest decreases to $10
due to inaccurate assumptions or changes in market conditions, the $8 in capital is
insufficient to cover the entire loss.

Normally, the sponsoring institution will eventually receive any excess cash flow
remaining from securitizations after investor interests have been met. However, recent
experience has shown that retained interests are vulnerable to sudden and sizeable
write-downs that can hinder an institution’s access to the capital markets, damage its
reputation in the market place, and in some cases, threaten its solvency. Accordingly,
the Agencies expect an institution’s board of directors and management to develop and
implement policies that limit the amount of retained interests that may be carried as a
percentage of total equity capital, based on the results of their valuation and modeling
processes. Well constructed internal limits also serve to lessen the incentive of institu-
tion personnel to engage in activities designed to generate near term “ paper profits”
that may be at the expense of the institution’s long term financial position and
reputation.

SUMMARY

Asset securitization has proven to be an effective means for ingtitutions to access new
and diverse funding sources, manage concentrations, improve financial performance
ratios, and effectively serve borrowing customers. However, securitization activities
also present unique and sometimes complex risks that require board and senior man-
agement attention. Specifically, the initial and ongoing valuation of retained interests
associated with securitization, and the limitation of exposure to the volatility repre-
sented by these assets, warrant immediate attention by management.

Moreover, as mentioned earlier in this statement, the Agencies are studying various
issues relating to securitization practices, including whether restrictions should be
imposed that would limit or eliminate the amount of retained interests that qualify as
regulatory capital. In the interim, the Agencies will review affected institutions on a
case-by-case basis and may require, in appropriate circumstances, that institutions hold
additional capital commensurate with their risk exposure. In addition, the Agencies will
study, and issue further guidance on, institutions’ exposure to implicit recourse obliga-
tions and the liquidity risk associated with over reliance on asset securitization as a
funding source.

-12 -
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM
WASHINGTON, D.C. 20551

DIVISION OF BANKING
SUPERVISION AND REGULATION

SR 97-21 (SUP)
July 11, 1997

TO THE OFFICER IN CHARGE OF SUPERVISION
AT EACH FEDERAL RESERVE BANK

SUBJECT: Risk Management and Capital Adequacy of Exposures Arising from
Secondary Market Credit Activities

Introduction and Overview

In recent years, some banking organizations have substantially increased
their secondary market credit activities such as loan syndications, loan sales and
participations, credit derivatives, and asset securitizations, as well as the provision of
credit enhancements and liquidity facilities to such transactions. These activities can
enhance both credit availability and bank profitability, but managing the risks of these
activities poses increasing challenges. This is because the risks involved, while not
new to banking, may be less obvious and more complex than the risks of traditional
lending activities. Some secondary market credit activities involve credit, liquidity,
operational, legal, and reputational risks in concentrations and forms that may not be
fully recognized by bank management or adequately incorporated in an institution’s risk
management systems. In reviewing these activities, supervisors and examiners should
assess Whether banking organizations fully understand and adequately manage the full
range of the risks involved in secondary market credit activities.

The heightened need for management attention to these risks is
underscored by reports from examiners, senior lending officer surveys, and discussions
with trade and advisory groups that have indicated that competitive conditions over the
past few years have encouraged an easing of credit terms and conditions in both
commercial and consumer lending. In addition, indications are that some potential
participants in loan syndications have felt it necessary to make complex credit decisions
within a much shorter timeframe than has been customary. Although the recent easing
may not be imprudent, the incentives and pressures to lower credit standards have
increased as competition has intensified and borrowers have experienced generally
favorable business and economic conditions. Supervisors and bank management alike
should remain aert to the possibility that loan performance could deteriorate if certain
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sectors of the economy experience problems. The recent rise in consumer
bankruptcies, credit card delinquencies, and credit charge-offs illustrates this concern.
These types of developments could have significant implications for the risks
associated with secondary market credit activities.

This letter identifies some of the important risks involved in severa of the
more common types of secondary market credit activities. It also provides guidance on
sound practices and discusses specia considerations supervisors should take into
account in assessing the risk management systems for these activities. A copy of this
letter should be sent to each state member bank, bank holding company, Edge
corporation, and U.S. branch or agency of a foreign bank. A suggest transmittal letter
is attached.

A fundamental principle advanced by this guidance is that banking
ingtitutions should explicitly incorporate the full range of risks of their secondary market
credit activities into their overall risk management systems. In particular, supervisors
and examiners should determine whether institutions are recognizing the risks of
secondary market credit activities by: 1) adequately identifying, quantifying, and
monitoring these risks; 2) clearly communicating the extent and depth of these risks in
reports to senior management and the board of directors and in regulatory reports; 3)
conducting ongoing stress testing to identify potential losses and liquidity needs under
adverse circumstances; and 4) setting adequate minimum internal standards for
alowances or liabilities for losses, capital, and contingency funding. Incorporating
secondary market credit activities into banking organizations' risk management systems
and internal capital adequacy allocations is particularly important since the current
regulatory capital rules do not fully capture the economic substance of the risk
exposures arising from many of these activities.

Failure to understand adequately the risks inherent in secondary market
credit activities and to incorporate them into risk management systems and internal
capital allocations may constitute an unsafe and unsound banking practice.

Scope

This guidance applies to the secondary market credit activities conducted
by state member banks, bank holding companies, Edge corporations and U.S.
branches and agencies of foreign banks.® For purposes of this guidance, secondary
market credit activities include, but are not limited to, loan syndications, loan
participations, loan sales and purchases, credit derivatives, asset securitization, and

1This guidance applies to U.S. branches and agencies of foreign banks with recognition that
appropriate adaptations may be necessary to reflect that: 1) those offices are an integral part of a foreign
bank, which should be managing its risks on a consolidated basis and recognizing possible obstacles to
cash movements among branches, and 2) the foreign bank is subject to overall supervision by its home
country authorities.
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both implied and direct credit enhancements that may support these or the related
activities of the ingtitution, its affiliates, or third parties. Asset securitization activities
refer to issuance, underwriting, and servicing of asset-backed securities; provision of
credit or liquidity enhancements to securitized transactions; and investment in asset-
backed securities. This guidance builds on, supports, and is fully consistent with
existing guidance on risk management issued by the Federal Reserve.2

Background

Improvements in technology, greater standardization of lending products,
and the use of credit enhancements have helped to increase dramatically the volume of
loan syndications, loan sales, loan participations, asset securitizations, and credit
guarantees undertaken by commercia banks, affiliates of bank holding companies, and
some U.S. branches and agencies of foreign banks. In addition, the advent of credit
derivatives permits banking organizations to trade credit risk, manage it in isolation from
other types of risk, and maintain credit relationships while transferring the associated
credit risk. These developments have improved the availability of credit to businesses
and consumers, allowed management to better tailor the mix of credit risk within loan
and securities portfolios, and helped to improve overall bank profitability.

At the same time, however, certain credit and liquidity enhancements that
banking organizations provide to facilitate various secondary market credit activities
may make the evaluation of the risks of these activities less straightforward than the
risks involved in traditional banking activities in which assets are held in their entirety on
the balance sheet of the originating intitution. These enhancements, or guarantees,
generally manifest themselves as recourse provisions, securitization structures that
entail credit-linked early amortization and collateral replacement events, and direct
credit substitutes such as letters of credit and subordinated interests that, in effect,
provide credit support to secondary market instruments and transactions.3

2For a more detailed discussion of risk management, refer to SR letter 95-51, "Rating the Adequacy of
Risk Management Processes and Internal Controls at State Member Banks and Bank Holding
Companies;" SR letter 95-17, "Evaluating the Risk Management and Internal Controls of Securities and
Derivative Contracts Used in Nontrading Activities;," SR letter 93-69, "Risk Management and Internal
Controls for Trading Activities of Banking Organizations;" and SR letter 90-16, "Implementation of
Examination Guidelines for the Review of Asset Securitization Activities."

3Examiners should also review SR letter 96-30, "Risk-Based Capital Treatment for Spread Accounts
that Provide Credit Enhancement for Securitized Receivables." In addition, banking organizations have
retained the risk of loss, i.e., recourse, on sales and securitizations of assets when, in accordance with
generally accepted accounting principles, they record on their balance sheets interest-only strip
receivables or other assets that serve as credit enhancements. For more information, see Statement of
Financial Accounting Standard No. 125, "Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities'* and the instructions to the Reports of Income and Condition.

-3-

* FAS 140 has superseded FAS 125.
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The transactions that such enhancements are associated with tend to be
complex and may expose institutions extending the enhancements to hidden
obligations that may not become evident until the transactions deteriorate. In
substance, such activities move the credit risk off the balance sheet by shifting risks
associated with traditional on-balance-sheet assets into off-balance-sheet contingent
liabilities. Given the potential complexity and, in some cases, the indirect nature of
these enhancements, the actual credit risk exposure can be difficult to assess,
especially in the context of traditional credit risk limit, measurement, and reporting
systems.

Moreover, many secondary market credit activities involve new and
compounded dimensions of reputational, liquidity, operational and legal risks that are
not readily identifiable and may be difficult to control. For example, recourse provisions
and certain asset-backed security structures can give rise to significant reputational and
liquidity risk exposures and ongoing management of underlying collateral in
securitization transactions can expose an institution to unique operating and legal risks.

Accordingly, for those institutions involved in providing credit
enhancements in connection with loan sales and securitizations, and those involved in
credit derivatives and loan syndications, supervisors and examiners should assess
whether the institutions’ systems and processes adequately identify, measure, monitor,
and control all of the risks involved in the secondary market credit activities. In
particular, the risk management systems employed should include the identification,
measurement, and monitoring of these risks as well as an appropriate methodology for
the interna allocation of capital and reserves. The stress testing conducted within the
risk measurement element of the management system should fully incorporate the risk
exposures of these activities under various scenarios to identify their potential effect on
an ingtitution’s liquidity, earnings, and capital adequacy. Moreover, management
reports should adequately communicate to senior management and the board of
directors the risks associated with these activities and the contingency plans that are in
place to deal with adverse conditions.

Credit Risks in Secondary Market Credit Activities

Institutions should be aware that the credit risk involved in many
secondary market credit activities may not always be obvious. For certain types of loan
sales and securitization transactions, a banking organization may actually be exposed
to essentially the same credit risk as in traditional lending activities, even though a
particular transaction may, superficially, appear to have isolated the institution from any
risk exposure. In such cases, removal of an asset from the balance sheet may not
result in a commensurate reduction in credit risk. Transactions that can give rise to
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such instances include loan sales with recourse, credit derivatives, direct credit
substitutes, such as letters of credit, and liquidity facilities extended to securitization
programs, as well as certain asset securitization structures, such as the structure
typically used to securitize credit card receivables.

Loan Syndications - Recently, the underwriting standards of some
syndications have been relaxed through the easing or elimination of certain covenants
or the use of interest-only arrangements. Bank management should continualy review
syndication underwriting standards and pricing practices to ensure that they remain
consistent over time with the degree of risk associated with the activity and the potential
for unexpected economic developments to affect adversely borrower creditworthiness.

In some cases, potential participants in loan syndications have felt it
necessary to make decisions to commit to the syndication within a shorter period of
time than is customary. Supervisors and examiners should determine whether
syndicate participants are performing their own independent credit analysis of the
syndicated credit and make sure they are not placing undue reliance on the analysis of
the lead underwriter or commercial loan credit ratings. Banking organizations should
not feel pressured to make an irrevocable commitment to participate in a syndication
until such an analysis is complete.

Credit Derivatives - Credit derivatives are off-balance sheet financial
instruments that are used by banking organizations to assume or mitigate the credit risk
of loans and other assets.4 Banking organizations are increasingly employing these
instruments either as end-users, purchasing credit protection from--or providing credit
protection to--third parties, or as dealers intermediating such protection. In reviewing
credit derivatives, supervisors should consider the credit risk associated with the
reference asset, as well as general market risk and the risk of the counterparty to the
contract.

With respect to credit derivative transactions where banking organizations
are mitigating their assets' credit risk, supervisors and examiners should carefully
review those situations where the reference assets are not identical to the assets
actually owned by the institutions. Supervisors should consider whether the reference
asset is an appropriate proxy for the loan or other asset whose credit exposure the
banking organizations intend to offset.

4See SR letter 96-17, "Supervisory Guidance for Credit Derivatives," for a discussion of supervisory
issues regarding credit derivatives, including the risk-based capital treatment of credit derivatives held in
the banking book. SR letter 97-18, "Application of Market Risk Capital Requirements to Credit
Derivatives," provides guidance on the risk-based capital treatment of credit derivatives held in the trading
book.
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Recourse Obligations and Direct Credit Substitutes - Partial, first loss
recourse obligations retained when selling assets, and the extension of partial credit
enhancements (e.g., 10 percent letters of credit) can be a source of concentrated credit
risk by exposing institutions to the full amount of expected losses on the protected
assets. For instance, the credit risk associated with whole loans or pools of assets that
are sold to secondary market investors can often be concentrated within the partial, first
loss recourse obligations retained by banking organizations selling and securitizing the
assets. In these situations, even though institutions may have reduced their exposure
to catastrophic loss on the assets sold, they generally retain the same credit risk
exposure as if they continued to hold the assets on their balance sheets.

In addition to recourse obligations, institutions assume concentrated credit
risk through the extension of partial direct credit substitutes such as through the
purchase of subordinated interests and extension of letters of credit. For example,
banking organizations that sponsor certain asset-backed commercia paper programs,
or so-called "remote origination" conduits, can be exposed to high degrees of credit risk
even though it may seem that their notional exposure is minimal. Such a remote
origination conduit lends directly to corporate customers referred to it by the sponsoring
banking organization that used to lend directly to these same borrowers. The conduit
funds this lending activity by issuing commercial paper that, in turn, is guaranteed by
the sponsoring banking organization. The net result is that the sponsoring institution
has much the same credit risk exposure through this guarantee as if it had made the
loans directly and held them on its books. However, such credit extension is an off-
balance-sheet transaction and the associated risks may not be fully reflected in the
institution’s risk management system.

Furthermore, banking organizations that extend liquidity facilities to
securitized transactions, particularly asset-backed commercial paper programs, may be
exposed to high degrees of credit risk which may be subtly embedded within the
facilities' provisions. Liquidity facilities are commitments to extend short-term credit to
cover temporary shortfalls in cash flow. While all commitments embody some degree
of credit risk, certain commitments extended to asset-backed commercial paper
programs in order to provide liquidity may subject the extending institution to the credit
risk of the underlying asset pool, often trade receivables, or of a specific company using
the program for funding. Often the stated purpose of such liquidity facilities is to
provide funds to the program to retire maturing commercial paper when a mismatch
occurs in the maturities of the underlying receivables and the commercial paper, or
when a disruption occurs in the commercia paper market. However, depending upon
the provisions of the facility--such as whether the facility covers dilution of the
underlying receivable pool--credit risk can be shifted from the program’s explicit credit
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enhancements to the liquidity facility.> Such provisions may enable certain programs to
fund riskier assets and yet maintain the credit rating on the program’s commercia paper
without increasing the program’s credit enhancement levels.

Asset Securitization Structures - The structure of various securitization
transactions can also result in an institution retaining the underlying credit risk in a sold
pool of assets. Examples of this contingent credit risk retention include credit card
securitizations where the securitizing organization explicitly sells the credit card
receivables to a master trust, but, in substance, retains the majority of the economic risk
of loss associated with the assets because of the credit protection provided to investors
by the excess yield, spread accounts, and structural provisions of the securitization.
Excess yield provides the first level of credit protection that can be drawn upon to cover
cash shortfalls between the principal and coupon owed to investors and the investors
pro rata share of the master trust’s net cash flows. The excess yield is equal to the
difference between the overall yield on the underlying credit card portfolio and the
master trust’s operating expenses.® The second level of credit protection is provided by
the spread account, which is essentialy a reserve funded initially from the excess yield.

In addition, the structural provisions of credit card securitizations generally
provide credit protection to investors through the triggering of early amortization events.
Such an event usually is triggered when the underlying pool of credit card receivables
deteriorates beyond a certain point and requires that the outstanding credit card
securities begin amortizing early in order to pay off investors before the prior credit
enhancements are exhausted. As the early amortization accelerates the redemption of
principal (paydown) on the security, the credit card accounts that were assigned to the
master credit card trust return to the securitizing institution more quickly than had
originally been anticipated, thus, exposing the institution to liquidity pressures and any
further credit losses on the returned accounts.

Reputational Risks

The secondary market credit activities of many ingtitutions may also
expose them to significant reputational risks. Loan syndication underwriting may
present significant reputational risk exposure to lead underwriters because syndicate
participants may seek to hold the lead underwriter responsible for actual or perceived

5Dilution essentially occurs when the receivables in the underlying asset pool--prior to collection--are
no longer viable financial obligations of the customer. For example, dilution can arise from returns of
consumer goods or unsold merchandise by retailers to manufacturers or distributors.

6The monthly excess yield is the difference between the overall yield on the underlying credit card
portfolio and the master trust’s operating expenses. It is calculated by subtracting from the gross portfolio
yield the (1) coupon paid to investors, (2) charge-offs for that month, and (3) servicing fee, usually 200
basis points paid to the banking organization sponsoring the securitization.

-7-
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inadeguacies in the loan's underwriting even though participants are responsible for
conducting an independent due diligence evaluation of the credit. Such risk may be
compounded by the rapid growth of new investors in this market, usually nonbanks that
may not have previously endured a downturn in the loan market.

There is the potential that pressure may be brought to bear on the lead
participant to repurchase portions of the syndication if the credit deteriorates in order to
protect its reputation in the market even though the syndication was sold without
recourse. In addition, the deterioration of the syndicated credit also exposes the lead
organization to possible litigation, as well as increased operational and credit risk. One
way to mitigate reputational risk with respect to syndications is for banking
organizations to know their customers and to determine whether syndication customers
are in a position to conduct their own evaluation of the credit risks involved in the
transaction.

Asset securitization programs also can be a source of increasing
reputational risk. Often, banking organizations sponsoring the issuance of asset-
backed securities act as servicer, administrator, or liquidity provider in the securitization
transaction. It is imperative that these ingtitutions are aware of the potential losses and
risk exposure associated with reputational risk. The securitization of assets whose
performance has deteriorated may result in a negative market reaction that could
increase the spreads on an institution’s subsequent issuances. In order to avoid a
possible increase in their funding costs, institutions have supported their securitization
transactions by improving the performance of the securitized asset pool. This has been
accomplished, for example, by selling discounted receivables or adding higher quality
assets to the securitized asset pool. Thus, an ingtitution’s voluntary support of its
securitization in order to protect its reputation can adversely affect the
sponsoring/issuing organization’s earnings and capital.

These and other methods of improving the credit quality of securitized
asset pools have been used recently by banking organizations providing voluntary
support to their securitizations, especially for credit card master trusts. Such actions
generally are taken to avoid either a rating downgrade or an early amortization of the
outstanding asset-backed securities.

Liquidity Risks

The existence of recourse provisions in asset sales, the extension of
liquidity facilities to securitization programs, and the early amortization triggers of
certain asset securitization transactions can involve significant liquidity risk to
ingtitutions engaged in these secondary market credit activities. Institutions should
ensure that their liquidity contingency plans fully incorporate the potentia risk posed by
their secondary market credit activities. With the issuance of new asset-backed
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securities, the issuing banking organization should determine the potential effect on its
liquidity at the inception of each transaction and throughout the life of the securities in
order to better ascertain its future funding needs.

An ingtitution’s contingency plans should take into consideration the need
to obtain replacement funding, and specify the possible alternative funding sources, in
the event of the amortization of outstanding asset-backed securities. This is particularly
important for securitizations with revolving receivables, such as credit cards, where an
early amortization of the asset-backed securities could unexpectedly return the
outstanding balances of the securitized accounts to the issuing institution’s balance
sheet. It should be recognized that an early amortization of a banking organization's
asset-backed securities could impede its ability to fund itself--either through re-issuance
or other borrowings--since the ingtitution’s reputation with investors and lenders may be
adversely affected.

Incorporating the Risks of Secondary Market Credit Activities
Into Risk Management

Supervisors should verify that an institution incorporates in its overall risk
management system the risks involved in its secondary market credit activities. The
system should entail: 1) inclusion of risk exposures in reports to the institution’s senior
management and board to ensure proper management oversight; 2) adoption of
appropriate policies, procedures, and guidelines to manage the risks involved;

3) appropriate measurement and monitoring of risks; and 4) assurance of appropriate
internal controls to verify the integrity of the management process with respect to these
activities. The formality and sophistication with which the risks of these activities are
incorporated into an institution’s risk management system should be commensurate
with the nature and volume of its secondary market credit activities. Institutions with
significant activities in this area are expected to have more elaborate and formal
approaches to manage the risk of their secondary market credit activities.

Both the board of directors and senior management are responsible for
ensuring that they fully understand the degree to which the organization is exposed to
the credit, market, liquidity, operational, legal, and reputational risks involved in the
institution’s secondary market credit activities. They are also responsible for ensuring
that the formality and sophistication of the techniques used to manage these risks are
commensurate with the level of the organization’s activities. The board should approve
all significant polices relating to the management of risk arising from secondary market
credit activities and should ensure that the risk exposures are fully incorporated in
board reports and risk management reviews.

Senior management is responsible for ensuring that the risks arising from
secondary market credit activities are adequately managed on both a short-term and
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long-run basis. Management should ensure that there are adequate policies and
procedures in place for incorporating the risk of these activities into the overall risk
management process of the institution. Such policies should ensure that the economic
substance of the risk exposures generated by these activities is fully recognized and
appropriately managed. In addition, banking organizations involved in securitization
activities should have appropriate policies, procedures, and controls with respect to
underwriting asset-backed securities; funding the possible return of revolving
receivables (e.g., credit card receivables and home equity lines); and establishing limits
on exposures to individua institutions, types of collateral, and geographic and industrial
concentrations. Lead banking organizations in loan syndications should have policies
and procedures in place that address whether or in what situations portions of
syndications may be repurchased. Furthermore, banking organizations participating in
aloan syndication should not place undue reliance on the credit analysis performed by
the lead organization. Rather, the participant should have clearly defined policies and
procedures to ensure that it performs its own due diligence in analyzing the risks
inherent in the transaction.

An institution’s management information and risk measurement systems
should fully incorporate the risks involved in its secondary market credit activities.
Banking organizations must be able to identify credit exposures from all secondary
market credit activities, and be able to measure, quantify, and control those exposures
on afully consolidated basis. The economic substance of the credit exposures of
secondary market credit activities should be fully incorporated into the institution’s
efforts to quantify its credit risk, including efforts to establish more formal grading of
credits to allow for statistical estimation of loss probability distributions. Secondary
market credit activities should also be included in any aggregations of credit risk by
borrower, industry, or economic sector.

It is particularly important that an institution’s information systems can
identify and segregate those credit exposures arising from the institution’s loan sale and
securitization activities. Such exposures include the sold portions of participations and
syndications; exposures arising from the extension of credit enhancement and liquidity
facilities; the effects of an early amortization event; and the investment in asset-backed
securities. The management reports should provide the board and senior management
with timely and sufficient information to monitor the institution’s exposure limits and
overall risk profile.

Stress Testing
The use of stress testing, including combinations of market events that
could affect a banking organization’s credit exposures and securization activities, is

another important element of risk management. Such testing involves identifying
possible events or changes in market behavior that could have unfavorable effects on
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the ingtitution and assessing the organization’s ability to withstand them. Stress testing
should not only consider the probability of adverse events, but also likely "worst case"
scenarios. Such an analysis should be done on a consolidated basis and consider, for
instance, the effect of higher than expected levels of delinquencies and defaults as well
as the consequences of early amortization events with respect to credit card securities
that could raise concerns regarding the institution’s capital adequacy and its liquidity
and funding capabilities. Stress test analyses should also include contingency plans
regarding the actions management might take given certain situations.

One of management’s most important responsibilities is establishing and
maintaining an effective system of internal controls that, among other things, enforces
the official lines of authority and the appropriate separation of duties in managing the
risks of the ingtitution. These internal controls must be suitable for the type and level of
risks given the nature and scope of the ingtitution’s activities. Moreover, these internal
controls should provide reasonable assurance of reliable financial reporting (in
published financial reports and regulatory reports), including adequate allowances or
liabilities for expected losses.

Capital Adeguacy

As with all risk-bearing activities, institutions should fully support the risk
exposures of their secondary market credit activities with adequate capital. Banking
organizations should ensure that their capital positions are sufficiently strong to support
all of the risks associated with these activities on a fully consolidated basis and should
maintain adequate capital in all affiliated entities engaged in these activities. The
Federal Reserve's risk-based capital guidelines establish minimum capital ratios, and
those banking organizations exposed to a high or above average degrees of risk are,
therefore, expected to operate significantly above the minimum capital standards.

The current regulatory capital rules do not fully incorporate the economic
substance of the risk exposures involved in many secondary market credit activities.
Therefore, when evaluating capital adequacy, supervisors should ensure that banking
organizations that sell assets with recourse, assume or mitigate credit risk through the
use of credit derivatives, and provide direct credit substitutes and liquidity facilities to
securitization programs, are accurately identifying and measuring these exposures and
maintaining capital at aggregate levels sufficient to support the associated credit,
market, liquidity, reputational, operational, and legal risks.

Supervisors and examiners should review the substance of secondary
market transactions when assessing underlying risk exposures. For example, partial,
first loss direct credit substitutes providing credit protection to a securitization
transaction can, in substance, involve much the same credit risk as that involved in
holding the entire asset pool on the ingtitution's balance sheet. However, under current
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rules, regulatory capital is explicitly required only against the amount of the direct credit
substitute, which can be significantly different from the amount of capital that the
institution should maintain against the concentrated credit risk in the guarantee.
Supervisors and examiners should ensure that banking organizations have

implemented reasonable methods for alocating capital against the economic substance
of credit exposures arising from early amortization events and liquidity facilities
associated with securitized transactions since such facilities are usually structured as
short-term commitments in order to avoid a risk-based capital requirement, even though
the inherent credit risk may be approaching that of a guarantee.”

If, in the supervisor's judgment, an institution’s capital level is not sufficient
to provide protection against potential losses from such credit exposures, this deficiency
should be reflected in the banking organization’s CAMELS or BOPEC ratings.
Furthermore, supervisors and examiners should discuss the capital deficiency with the
institution’s management and, if necessary, its board of directors. Such an institution
will be expected to develop and implement a plan for strengthening the organization's
overall capital adeguacy to levels deemed appropriate given all the risks to which it is
exposed.

Please forward this letter to each state member bank, bank holding
company, Edge corporation and U.S. branch or agency of a foreign bank located in
your District--a suggested transmittal letter is attached. If you have any questions,
please contact Roger Cole, Deputy Associate Director (202/452-2618), Tom Boemio,
Supervisory Financial Analyst, (202/452-2982) or Jim Embersit, Manager,
(202/452-5249).

Richard Spillenkothen
Director

7For further guidance on distinguishing, for risk-based capital purposes, whether a facility is a short-
term commitment or a direct credit substitute, refer to SR letter 92-11, "Asset-Backed Commercial Paper
Programs.” Essentialy, facilities that provide liquidity, but which also provide credit protection to
secondary market investors, are to be treated as direct credit substitutes for purposes of risk-based
capital.
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM
WASHINGTON, D.C. 20551

DIVISION OF BANKING
SUPERVISION AND REGULATION

SR 97-18 (GEN)
June 13, 1997

TO THE OFFICER IN CHARGE OF SUPERVISION
AT EACH FEDERAL RESERVE BANK

SUBJECT: Application of Market Risk Capital Requirements to Credit Derivatives

In December 1995, the Basle Supervisors Committee approved an amendment to
the Basle Accord that sets forth capital requirements for exposure to general market risk for all
positions held in an institution’s trading account and for foreign exchange and commodity
positions wherever located, as well as for specific risk of debt and equity positions held in the
trading account.® In addition, this amendment requires capital to cover counterparty credit
exposure associated with over-the-counter (OTC) derivative positions in accordance with the
credit risk capital requirements set forth in the Basle Accord and implemented in the Federal
Reserve's risk-based capital guidelines (12 CFR Parts 208 and 225, Appendix A). The
requirements of the U.S. rules implementing the market risk amendment, contained in 12 CFR
Parts 208 and 225, Appendix E,2 were effective on an optional basis beginning January 1, 1997,
with mandatory compliance for certain banking organizations with significant market risk
exposure required as of January 1, 1998.3

1General market risk refers to changes in the market value of on-balance sheet assets and
liabilities, and off-balance sheet items resulting from broad market movements, such as changes in the
genera level of interest rates, equity prices, foreign exchange rates, and commodity prices. Specific risk
refers to changes in the market value of individual positions due to factors other than broad market
movements and includes such risks as the credit risk of an instrument’s issuer.

2See "Risk-Based Capital Standards: Market Risk," 61 Federal Register 47,358 (1996).

3The market risk amendment applies to banking organizations whose trading activity (on a
worldwide, consolidated basis) equals 1) 10 percent or more of total assets or 2) $1 billion or more.
Trading activity means the gross sum of trading assets and liabilities as reported in the bank’s most recent
quarterly Consolidated Report of Condition and Income (Call Report). Banking supervisors may require an
institution to comply with the market risk capital requirements if deemed necessary for safety and
soundness purposes. An institution that does not meet the applicability criteria may, subject to
supervisory approval, comply voluntarily with the amendment.
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This SR letter provides guidance on how credit derivatives held in the trading
account should be treated under the market risk capital requirements by state member banks and
bank holding companies. Specifically, the SR letter defines the risks to which credit derivative
transactions are exposed and sets forth the risk-based capital requirements for each type of risk.
In addition, the SR letter supplements SR letter 96-17 (GEN), dated August 12, 1996, which
provides a detailed discussion of the more prevalent credit derivative structures, and provides
guidance on a number of supervisory issues pertaining to the use of credit derivatives, including
the appropriate risk-based capital treatment for credit derivatives held in the banking book. The
risk-based capital guidance set forth in SR letter 96-17 will continue to apply to credit derivatives
held in the trading book of banks that have not implemented the market risk capital rule.

Credit derivatives are financial instruments used to assume or mitigate the credit
risk of loans and other assets through off-balance sheet transactions. Banking organizations may
employ these off-balance sheet instruments either as end-users, purchasing credit protection or
acquiring credit exposure from third parties, or as dealers intermediating such activity. End-user
banking organizations may use credit derivatives to reduce credit concentrations, improve
portfolio diversification, or manage overall credit risk exposure. Although the market for these
instruments is relatively small, banking organizations are entering into credit derivative
transactions with increasing frequency.

U.S. banking supervisors, together with banking supervisors abroad, have been
assessing the use and development of credit derivatives, as well as risk management practices
and risk modeling at major banks for some time. U.S. and international supervisors intend to
continue studying credit derivatives in the marketplace, which may result in additional or revised
guidance on regulatory issues, including the appropriate banking book and trading book capital
treatment.

Definitions

Credit derivative transactions held in the trading account are exposed to
counterparty credit risk and general market risk. In addition, they are exposed to the specific risk
of the underlying reference asset. This specific risk is the same as that associated with a cash
position in aloan or bond. Table 1 defines each of the three risks as they relate to derivatives.

This SR letter describes the three risk elements of credit derivatives against which
banking organizations should hold risk-based capital, based upon three defined types of
positions. These three position types are 1) open positions, 2) matched positions, and
3) offsetting positions. Matched positions encompass long and short positions in

4These include total rate of return swaps, credit default swaps and credit-linked notes.

-2-

Trading and Capital-Markets Activities Manual April 2003
Page 39



3020.1 Securitization and Secondary-Market Credit Activities

SELECTED FEDERAL RESERVE SR-LETTERS—Continued

Definitions

¢ Counterparty Credit Risk - The risk arising from
the possibility that the counterparty may default on
amounts owed on a derivative transactions.

* General Market Risk - The risk arising from
changes in the reference asset'’s value due to broad
market movements such as changes in the general
level of interest rates.

« Specific Risk - The risk arising from changes in
the reference asset's value due to factors other
than broad market movements, including changes
in the reference asset’s credit risk.

Table 1

identical credit derivative structures over identical maturities referencing identical assets.>
Offsetting positions encompass long and short credit derivative positions in reference assets

of the same obligor with the same level of seniority in bankruptcy. Offsetting positions include
positions that would otherwise be matched except that the long and short credit derivative
positions have different maturities or one leg is a total return product and the other is purely

a default product (i.e., credit default swap). Positions that do not qualify as matched or
offsetting are open positions. Table 2 identifies which of the three risk elements is

present for each of the three defined position types.

5Position structures are matched only if both legs are either total rate of return products or credit
default products. Matching treatment also requires that default definitions include the same credit events,
and that materiality thresholds and other relevant contract terms in the matched positions are not
substantially different. For purposes of this letter, cash instruments are considered total return products.
Hence, a long position in a bond and a short total return swap of identical maturity referencing that bond is
a matched position. If the maturities do not match, or if the swap is a credit default swap, the position is
offsetting (as long as the reference asset has the same obligor and level of seniority as the bond).
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Table 2
Credit Derivatives
Market Risk Capial Framework
Counterparty Genera Specific
Credit Risk Market Risk Risk
Open Position Y Y Y
Matched Position Y N N
Offsetting Position Y Y (Some) Y (Some)

Y - Risk is present; capital charge is indicated.
N - Risk is not present; no capital charge is indicated.

In summarizing Table 2, it is clear that all credit derivative positions create
exposures to counterparties and, thus, have counterparty risk.6 In the case of matched positions,
counterparty risk is the only risk present. The matched nature of the position eliminates the
general market and specific risk of the reference asset. Both open and offsetting positions have
al three risk elements, but general market and specific risk are present to a significantly lesser
degree in offsetting positions than in open positions.

Market Risk Capital Approach for Credit Derivatives in the Trading Account
General Market Risk
Beginning January 1, 1998, a banking organization subject to the market risk

amendment must use internal models to measure its daily value-at-risk (VAR) for covered
positions located in its trading account and for foreign exchange and commodity positions

6 An exception involves written options where the seller receives the premium at origination. In such
instances, risk-based capital is not required since there is no counterparty risk to the banking organization
writing the option.
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wherever located.” General market risk capital charges for credit derivatives are to be calculated
using internal models in the same manner as for cash market debt instruments.

Specific Risk

As set out in the market risk capital rule, if a banking organization can
demonstrate to the Federal Reserve that its internal model measures the specific risk of its debt
and equity positions in the trading account, and this measure is included in its VAR-based capital
charge, then the bank may reduce or eliminate its specific risk capital charges, subject to the
minimum specific risk charges prescribed in the amendment.2 This SR letter applies the same
treatment to credit derivatives. The Federal Reserve intends to continue discussions with the
banking industry on the measurement and management of specific risk.

Alternatively, standard specific risk charges for credit derivatives may be
calculated using the specific risk weighting factors that apply to the referenced asset. As set forth
in the market risk amendment, matched positions do not incur specific risk charges. For
offsetting positions, standard specific risk charges are to be applied only against the largest leg of
the offsetting credit derivative and cash positions.® That is, standard specific risk charges are not
to be applied to each leg separately. Open positions attract the same standard specific risk
charges that a cash position in the reference asset would incur.

Counterparty Risk

Counterparty risk is calculated by summing the mark-to-market value of the credit
derivative and an "add-on" factor representing potential future credit exposure. Under the Basle
Accord and the Federal Reserve's risk-based capital guidelines, the add-on factor is a specified
percentage of notional amount, depending on the type and maturity of the derivative transaction.
In order to calculate a capital charge for counterparty risk for credit derivatives, an appropriate
add-on factor is needed. However, the current matrix of add-on factors in the Basle Accord and
the Federal Reserve's guidelines does not include a specific factor for credit or other derivatives
for which the underlying transaction is a debt instrument.

7An ingtitution’s VAR is the estimate of the maximum amount that the value of covered positions could
decline during a fixed holding period within a stated confidence level. Covered positions encompass all
positions in a banking organization’s trading account, as well as all foreign exchange and commodity
positions, whether or not in the trading account. Positions include on-balance-sheet assets and liabilities
and off-balance sheet items. See 12 CFR Parts 208 and 225, Appendix E.

8The amount of capital held to cover specific risk must be equal to at least 50 percent of the specific
risk charge that would result from the standardized calculation.

9Exposure is measured by notional amount for credit derivatives or by market value for cash
instruments.
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Based on an analysis of typical debt instruments underlying credit derivative
transactions, the Federal Reserve has determined that the following add-on factors will apply to
credit derivative transactions. The equity add-on factors are to be used when the reference asset
is an investment grade instrument (or its bank-internal equivalent), or where the reference asset is
unrated but well-secured by high-quality collateral. The commodity add-on factor is to be used
when the reference asset is either below investment grade (or its bank-internal equivalent) or is
unrated and unsecured.

If you have questions on the supervisory or capital issues related to credit
derivatives, please contact Roger Cole, Deputy Associate Director (202/452-2618), Norah
Barger, Manager (202/452-2402), or Tom Boemio, Supervisory Financial Analyst (202/452-
2982).

Richard Spillenkothen
Director
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM
WASHINGTON, D.C. 20551

DIVISION OF BANKING
SUPERVISION AND REGULATION

SR 96-17 (GEN)
August 12, 1996

TO THE OFFICER IN CHARGE OF SUPERVISION
AT EACH FEDERAL RESERVE BANK

SUBJECT: Supervisory Guidance for Credit Derivatives
Overview

In recent months, examiners have encountered credit derivative
transactions at several dealer and end-user banking organizations. Credit
derivatives are financia instruments used to assume or lay off credit risk on loans
and other assets, sometimes to only a limited extent. Banking organizations are
increasingly employing these off-balance sheet instruments either as end-users,
purchasing credit protection from -- or providing credit protection to -- third parties,
or as dealers intermediating such protection. Banking organizations use credit
derivatives to reduce credit concentrations and manage overall credit risk exposure.
Although the market for these instruments is still quite small, banking organizations
are entering into credit derivative transactions with increasing frequency.
Questions have been raised about how credit derivatives should be treated in light
of existing supervisory capital and reporting rules and prudential guidance.

This SR letter provides guidance on supervisory issues pertaining to
the use of credit derivatives for such purposes as risk management, yield
enhancement, reduction of credit concentrations, or diversification of overall risk.
It is essentiad that banks, bank holding companies, and U.S. branches and agencies of
foreign banks that use credit derivatives establish sound risk management policies
and procedures and effective internal controls. Federal Reserve staff will continue
to review credit derivatives as their use and structure evolve in the marketplace.

The analytical techniques used to manage credit derivatives may
provide new insights into credit risk and its management. For this reason, U.S.
banking supervisors, as well as banking supervisors abroad, intend to continue
assessing the use and development of credit derivatives in the marketplace.
Discussions with the other U.S. and international banking supervisors may result in

S1-
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revised or additional guidance on the appropriate supervisory treatment of credit
derivatives. This is particularly true with respect to the treatment of dealer
banking organizations' positions in credit derivatives and how such transactions,
if held in banks' trading books, would be treated as market-risk instruments for
capital purposes once the proposed market risk capital rules become effective.

Background

Credit derivatives are off-balance sheet arrangements that allow one
party (the "beneficiary") to transfer the credit risk of a "reference asset," which it
often actually owns, to another party (the "guarantor").2 This arrangement allows
the guarantor to assume the credit risk associated with the reference asset without
directly purchasing it. Unlike traditional guarantee arrangements, credit derivatives
transactions often are documented using master agreements developed by the
International Swaps and Derivatives Association (ISDA) similar to those governing
swaps or options.

Under some credit derivative arrangements, the beneficiary may pay
the total return on a reference asset, including any appreciation in the asset’s price,
to a guarantor in exchange for a spread over funding costs plus any depreciation in
the value of the reference asset (a "total rate-of-return swap"). Alternatively, a
beneficiary may pay a fee to the guarantor in exchange for a guarantee against any
loss that may occur if the reference asset defaults (a "credit default swap"). These

10nce the proposed market risk capital rules are effective, credit derivatives that are held in a
bank’s trading book would be subject to those rules. These rules are scheduled to be effective by
January 1, 1998, although supervisors will have the discretion to permit institutions to adopt the
rules early. Under the market risk rules for derivatives, the risk of the reference asset generally is
included in the calculation of general market risk and specific risk. In addition, capital is
required to cover the counterparty credit exposure on the transaction. The assumptions that were
used in the development of the specific risk factors included in the proposed market risk capital
rules and the potential future exposure conversion factors under the credit risk capital rules,
however, did not take into account credit derivatives and may need to be reviewed if the market
risk capital treatment is applied to these instruments.

2For purposes of this supervisory letter, where the beneficiary owns the reference asset it will
be referred to as the "underlying” asset. However, in some cases, the reference asset and the
underlying asset are not the same. For example, the credit derivative contract may reference the
performance of an ABC Company bond, while the beneficiary bank may actually own an ABC
Company loan.
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two structures are the most prevalent types of credit derivatives and are described
in greater detail in the Appendix.?

The credit derivative market has been evolving rapidly, and credit
derivative structures are likely to take on new forms. For example, very recently a
market has developed for put options on specific corporate bonds or loans. While
the payoffs of these puts are expressed in terms of a strike price, rather than a
default event, if the strike price is sufficiently high, credit risk effectively could be
transferred from the buyer of the put to the writer of the put.

Overview of Guidance

In reviewing credit derivatives, examiners should consider the credit
risk associated with the reference asset as the primary risk, as they do for loan
participations or guarantees. A banking organization providing credit protection
through a credit derivative can become as exposed to the credit risk of the
reference asset as it would if the asset were on its own balance sheet. Thus, for
supervisory purposes, the exposure generally should be treated as if it were a letter
of credit or other off-balance sheet guarantee.# This treatment would apply, for
example, in determining an institution’s overall credit exposure to a borrower for
purposes of evaluating concentrations of credit. The institution’s overall exposure
should include exposure it assumes by acting as a guarantor in a credit derivative
transaction where the borrower is the obligor of the reference asset.®

In addition, banking organizations providing credit protection through a
credit derivative should hold capital and reserves against their exposure to the
reference asset. This broad principle holds for al credit derivatives, except for
credit derivative contracts that incorporate periodic payments for depreciation or
appreciation, including most total rate of return swaps. For these transactions, the
guarantor can deduct the amount of depreciation paid to the beneficiary from the

3The Appendix provides a detailed discussion on the mechanics and cash flows of the two
most prevalent types of credit derivatives; guidance on how credit derivatives are to be treated
for purposes of regulatory capital and other supervisory purposes, such as credit exposure, asset
classification, allowance for loan and lease losses, and transactions involving affiliates; and
guidance on the appropriate accounting and regulatory reporting treatment for credit derivatives.

4Credit derivatives that are based on a broad based index, such as the Lehman Brothers Bond
Index or the S&P 500 stock index, could be treated for capital and other supervisory purposes as
a derivative contract. This determination should be made on a case-by-case basis.

5Legal lending limits are established by the individual states for state-chartered banks and by
the Office of the Comptroller of the Currency (OCC) for national banks. The determination of
whether credit derivatives are guarantees to be included in the legal lending limits are the
purview of the state banking regulators and the OCC.
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notional amount of the contract in determining the amount of reference exposure
subject to a capital charge.

In some cases, such as total rate of return swaps, the guarantor also
is exposed to the credit risk of the counterparty, which for derivative contracts
generally is measured as the replacement cost of the credit derivative transaction
plus an add-on for the potential future exposure of the derivative to market price
changes. For banks acting as dealers that have matching offsetting positions, the
counterparty risk stemming from credit derivative transactions could be the
principal risk to which the dealer banks are exposed.

In reviewing a credit derivative entered into by a beneficiary banking
organization the examiner should review the organization’s credit exposure to the
guarantor, as well as to the reference asset -- if the asset is actually owned by the
beneficiary. The degree to which a credit derivative, unlike most other credit
guarantee arrangements, transfers the credit risk of an underlying asset from the
beneficiary to the guarantor may be uncertain or limited. The degree of risk
transference depends upon the terms of the transaction. For example, some credit
derivatives are structured so that a payout only occurs when a pre-defined event of
default or a downgrade below a pre-specified credit rating occurs. Others may
require a payment only when a defined default event occurs and a pre-determined
materiality (or loss) threshold is exceeded. Default payments themselves may be
based upon an average of dealer prices for the reference asset during some period
of time after default using a pre-specified sampling procedure or may be specified in
advance as a set percentage of the notional amount of the reference asset. Finally,
the term of many credit derivative transactions is shorter than the maturity of the
underlying asset and, thus, provides only temporary credit protection to the
beneficiary.

Examiners must ascertain whether the amount of credit protection a
beneficiary receives by entering into a credit derivative is sufficient to warrant
treatment of the derivative as a guarantee for regulatory capital and other
supervisory purposes. Those arrangements that provide virtually complete credit
protection to the underlying asset will be considered effective guarantees for
purposes of asset classification and risk-based capital calculations. On the other
hand, if the amount of credit risk transferred by the beneficiary is severely limited
or uncertain, then the limited credit protection provided by the derivative should not
be taken into account for these purposes.

In this regard, examiners should carefully review credit derivative
transactions in which the reference asset is not identical to the asset actually
owned by the beneficiary banking organization. In order to determine that the
derivative contract provides effective credit protection, the examiner must be
satisfied that the reference asset is an appropriate proxy for the loan or other asset
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whose credit exposure the banking organization intends to offset. In making this
determination, examiners should consider, among other factors, whether the
reference asset and owned asset have the same obligor and seniority in bankruptcy
and whether both contain mutual cross-default provisions.

The supervisory and regulatory treatment that is currently outlined will
continue to be reviewed to ensure the appropriate treatment for credit derivatives
transactions. Such a review will take into consideration the potential offsetting of
credit exposures within the portfolio and how the proposed market risk capital rules
would be applied to credit derivative transactions once they become effective.

An institution should not enter into credit derivative transactions
unless its management has the ability to understand and manage the credit and
other risks associated with these instruments in a safe and sound manner.
Accordingly, examiners should determine the appropriateness of these instruments
on an institution-by-institution basis. Such a determination should take into
account management’s expertise in evaluating such instruments; the adequacy of
relevant policies, including position limits; and the quality of the institution's
relevant information systems and internal controls.®

If you have any questions on the supervisory or capital issues related
to credit derivatives, please contact Norah Barger, Manager (202/452-2402), or
Tom Boemio, Supervisory Financial Analyst (202/452-2982). Questions concerning
the accounting treatment for these products may be addressed to Charles Holm,
Project Manager (202/452-3502), or Greg Eller, Supervisory Financial Analyst
(202/452-5277).

Richard Spillenkothen
Director

SFurther guidance on examining the risk management practices of banking organizations,
including guidance on derivatives, which examiners may find helpful in reviewing an
organization’s management of its credit derivative activity, is contained in the Commercial Bank
Examination Manual; Bank Holding Company Supervision Manual; Trading Activities Manual;
SR Letter 93-69 (12/20/93), "Examining Risk Management and Interna Controls for Trading
Activities of Banking Organizations;" SR Letter 94-45 (8/5/94), "Supervisory Policies Relating
to Structured Notes;" SR Letter 95-17 (3/28/95), "Evaluating the Risk Management and Internal
Controls of Securities and Derivatives Contracts Used in Nontrading Activities;" and SR Letter
95-51 (11/14/95), "Rating the Adequacy of Risk Management Processes and Internal Controls at
State Member Banks and Bank Holding Companies.”
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Appendix

Supervisory and Accounting Guidance
Relating to Credit Derivatives

|. Description of Credit Derivatives

The most widely used types of credit derivatives to date are credit default swaps
and total rate-of-return (TROR) swaps.t While the timing and structure of the cash flows
associated with credit default and TROR swaps differ, the economic substance of both
arrangements is that they seek to transfer the credit risk on the asset(s) referenced in the
transaction.

The use of credit derivatives may alow a banking organization to mitigate its
concentration to a particular borrower or industry without severing the customer
relationship. In addition, organizations that are approaching established in-house
limits on counterparty credit exposure could continue to originate loans to a particular
industry and use credit derivatives to transfer the credit risk to a third party. Furthermore,
institutions may use credit derivatives to diversify their portfolios by assuming credit
exposures to different borrowers or industries without actually purchasing the underlying
assets. Nonbank institutions may serve as counterparties to credit derivative transactions
with banks in order to gain access to the commercial bank loan market. These institutions
either do not lend or do not have the ability to administer a loan portfolio.

Credit Default Swaps

The purpose of a credit default swap, as its name suggests, is to provide
protection against credit losses associated with a default on a specified reference asset.
The swap purchaser, i.e., the beneficiary, "swaps' the credit risk with the provider of
the swap, i.e., the guarantor. While the transaction is called a "swap," it is very similar
to a guarantee or financial standby letter of credit.

1Another less common form of credit derivative is the credit linked note which is an
obligation that is based on a reference asset. Credit linked notes are similar to structured notes
with embedded credit derivatives. The payment of interest and principa are influenced by credit
indicators rather than market price factors. If there is a credit event, the repayment of the bond’s
principal is based on the price of the reference asset. When reviewing these transactions,
examiners should consider the purchasing bank’s exposure to the underlying reference asset as
well as the exposure to the issuing entity.
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In a credit default swap, illustrated in Figure 1, the beneficiary (Bank A) agrees
to pay to the guarantor (Bank B) a fee typicaly amounting to a certain number of basis
points on the par value of the reference asset either quarterly or annually. In return, the
guarantor agrees to pay the beneficiary an agreed upon, market-based, post-default
amount or a predetermined fixed percentage of the value of the reference asset if there
is a default. The guarantor makes no payment until there is a default. A default is
strictly defined in the contract to include, for example, bankruptcy, insolvency, or
payment default, and the event of default itself must be publicly verifiable. In some
instances, the guarantor is not obliged to make any payments to the beneficiary
until a pre-established amount of loss has been exceeded in conjunction with a default
event; this is often referred to as a materiality threshold.

The swap is terminated if the reference asset defaults prior to the maturity of the
swap. The amount owed by the guarantor is the difference between the reference asset’s

Credit Default Swap

Bank A Fixed payments per quarter Bank B

Payment upon default

Five-year note
If default occurs, then B pays A

for the depreciated amount of the
C& | Loan loan or an amount agreed upon at
the outset.

Principal and interest

£y

Figure 1 Credit Default Swap Cash Flow Diagram.
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initial principal (or notional) amount and the actual market value of the defaulted,
reference asset. The methodology for establishing the post-default market value of the
reference asset should be set out in the contract. Often, the market value of the defaulted
reference asset may be determined by sampling dealer quotes. The guarantor may have
the option to purchase the defaulted, underlying asset and pursue a workout with the
borrower directly, an action it may take if it believes that the "true" value of the reference
asset is higher than that determined by the swap pricing mechanism. Alternatively, the
swap may call for a fixed payment in the event of default, for example, 15 percent of the
notional value of the reference asset.

Total Rate-of-Return Swap

In atotal rate-of-return (TROR) swap, illustrated in Figure 2, the beneficiary
(Bank A) agrees to pay the guarantor (Bank B) the "total return” on the reference

Total Rate of Return Swap

Principal & Interest
plus appreciation

Bank A (Total Return) Bank B

(beneficiary) (guarantor)
— C—— — -

LIBOR plus spread
Five-year note plus depreciation

C& | Loan The swap has a maturity of one
year, with the C & | loan as the
“reference asset.” At each

payment date, or on default
- . of the loan, Bank B pays Bank A
Principal and interest for any depreciation of the loan.

£y

Figure 2 Total Return Swap Cash Flow Diagram
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asset, which consists of al contractual payments, as well as any appreciation in

the market value of the reference asset. To complete the swap arrangement, the
guarantor agrees to pay LIBOR plus a spread and any depreciation to the beneficiary.2
The guarantor in a TROR swap could be viewed as having synthetic ownership of the
reference asset since it bears the risks and rewards of ownership over the term of the

swap.

At each payment exchange date (including when the swap matures) -- or upon
default, at which point the swap may terminate -- any depreciation or appreciation in the
amortized value of the reference asset is calculated as the difference between the notional
principal balance of the reference asset and the "dealer price." 3 The dealer price is
generally determined either by referring to a market quotation source or by polling a
group of dealers and reflects changes in the credit profile of the reference obligor and
reference asset.

If the dealer price is less than the notional amount (i.e., the hypothetical original
price of the reference asset) of the contract, then the guarantor must pay the difference
to the beneficiary, absorbing any loss caused by a decline in the credit quality of the
reference asset.# Thus, a TROR swap differs from a standard direct credit substitute in
that the guarantor is guaranteeing not only against default of the reference obligor, but
also against a deterioration in that obligor’s credit quality, which can occur even if
there is no default.

Il. Supervisory Issues Relating to Credit Derivatives Risk-Based Capital Treatment

For purposes of risk-based capital, credit derivatives generally are to be treated
as off-balance sheet direct credit substitutes. The notional amount of the contract
should be converted at 100 percent to determine the credit equivalent amount to be
included in risk weighted assets of the guarantor.> A banking organization providing a

2The reference asset is often a floating rate instrument, e.g., a prime-based loan. Thus, if both
sides of a TROR swap are based on floating rates, interest rate risk is effectively eliminated with
the exception of some basis risk.

3Depending upon contract terms, a TROR swap may not terminate upon default of the
reference asset. Instead, payments would continue to be made on subsequent payment dates
based on the reference asset’s post-default prices until the swap’s contractual maturity.

4Asin acredit default swap, the guarantor may have the option of purchasing the underlying
asset from the beneficiary at the dealer price and trying to collect from the borrower directly.

5Guarantor banks which have made cash payments representing depreciation on reference
assets may deduct such payments from the notional amount when computing credit equivalent
amounts for capital purposes. For example, if a guarantor bank makes a depreciation payment of
$10 on a $100 notional total rate-of-return swap, the credit equivalent amount would be $90.
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guarantee through a credit derivative transaction should assign its credit exposure to

the risk category appropriate to the obligor of the reference asset or any collateral. On the
other hand, a banking organization that owns the underlying asset upon which effective
credit protection has been acquired through a credit derivative may under certain
circumstances assign the unamortized portion of the underlying asset to the risk category
appropriate to the guarantor, e.g., the 20 percent risk category if the guarantor is a bank.

Whether the credit derivative is considered an eligible guarantee for purposes of
risk-based capital depends upon the degree of credit protection actually provided. As
explained earlier, the amount of credit protection actually provided by a credit derivative
may be limited depending upon the terms of the arrangement. In this regard, for
example, a relatively restrictive definition of a default event or a materiality threshold
that requires a comparably high percentage of loss to occur before the guarantor is obliged
to pay could effectively limit the amount of credit risk actually transferred in the transaction.
If the terms of the credit derivative arrangement significantly limit the degree of risk
transference, then the beneficiary bank cannot reduce the risk weight of the "protected”
asset to that of the guarantor bank. On the other hand, even if the transfer of credit risk
is limited, a banking organization providing limited credit protection through a credit
derivative should hold appropriate capital against the underlying exposure while it is
exposed to the credit risk of the reference asset.

Banking organizations providing a guarantee through a credit derivative may
mitigate the credit risk associated with the transaction by entering into an offsetting credit
derivative with another counterparty, a so-called "back-to-back" position. Organizations
that have entered into such a position may treat the first credit derivative as guaranteed
by the offsetting transaction for risk-based capital purposes. Accordingly, the notional
amount of the first credit derivative may be assigned to the risk category appropriate
to the counterparty providing credit protection through the offsetting credit derivative
arrangement, e.g., the 20 percent risk category if the counterparty is an OECD bank.

In some instances, the reference asset in the credit derivative transaction may
not be identical to the underlying asset for which the beneficiary has acquired credit
protection. For example, a credit derivative used to offset the credit exposure of a loan
to a corporate customer may use a publicly-traded corporate bond of the customer as the
reference asset, whose credit quality serves as a proxy for the on-balance sheet loan. In
such a case, the underlying asset will still generally be considered guaranteed for capital
purposes as long as both the underlying asset and the reference asset are obligations of
the same legal entity and have the same level of seniority in bankruptcy. In addition,
banking organizations offsetting credit exposure in this manner would be obligated to
demonstrate to examiners that there is a high degree of correlation between the two
instruments; the reference instrument is a reasonable and sufficiently liquid proxy for the
underlying asset so that the instruments can be reasonably expected to behave in a similar
manner in the event of default; and, at a minimum, the reference asset and underlying
asset are subject to mutual cross-default provisions. A banking organization that uses
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a credit derivative, which is based on a reference asset that differs from the protected
underlying asset, must document the credit derivative being used to offset credit risk and
must link it directly to the asset or assets whose credit risk the transaction is designed to
offset. The documentation and the effectiveness of the credit derivative transaction are
subject to examiner review. Banking organizations providing credit protection through
such arrangements must hold capital against the risk exposures that are assumed.

Some credit derivative transactions provide credit protection for a group or
basket of reference assets and call for the guarantor to absorb losses on only the first
asset in the group that defaults. Once the first asset in the group defaults, the credit
protection for the remaining assets covered by the credit derivative ceases. If examiners
determine that the credit risk for the basket of assets has effectively been transferred to the
guarantor and the beneficiary banking organization owns all of the reference assets included
in the basket, then the beneficiary may assign the asset with the smallest dollar amount in
the group -- if less than or equal to the notional amount of the credit derivative -- to the
risk category appropriate to the guarantor. Conversely, a banking organization extending
credit protection through a credit derivative on a basket of assets must assign the
contract’s notional amount of credit exposure to the highest risk category appropriate to
the assets in the basket.

Other Supervisory |ssues

The decision to treat credit derivatives as guarantees could have significant
supervisory implications for the way examiners treat concentration risk, classified
assets, the adequacy of the allowance for loan and lease losses (ALLL), and transactions
involving affiliates. Examples of how credit derivatives that effectively transfer credit
risk could affect supervisory procedures are discussed below.

Credit Exposure

For internal credit risk management purposes, banks are encouraged to develop
policies to determine how credit derivative activity will be used to manage credit
exposures. For example, a bank’s internal credit policies may set forth situations in
which it is appropriate to reduce credit exposure to an underlying obligor through credit
derivative transactions. Such policies need to address when credit exposure is effectively
reduced and how all credit exposures will be monitored, including those resulting
from credit derivative activities.

For supervisory purposes, a concentration of credit generally exists when a bank’s
loans and other exposures -- e.g., fed funds sold, securities, and letters of credit -- to a
single obligor, geographic area, or industry exceed 25 percent of the bank’s Tier 1 capital
and ALLL.6 Examiners will not consider a bank’s asset concentration to a particular

6 See Section 2050.1 of the Commercial Bank Examination Manual.
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borrower reduced because of the existence of a non-government guarantee on one of the
borrower’s loans because the underlying concentration to the borrower still exists.
However, examiners should consider how the bank manages the concentration, which
could include the use of non-governmental guarantees. Asset concentrations are to be
listed in the examination report to highlight that the ultimate risk to the bank stems
from these concentrations, although the associated credit risk may be mitigated by the
existence of non-governmental guarantees.

Any non-government guarantee will be included with other exposures to the
guarantor to determine if there is an asset concentration with respect to the guarantor.
Thus, the use of credit derivatives will increase the beneficiary’s concentration exposure
to the guarantor without reducing concentration risk of the underlying borrower.
Similarly, a guarantor bank’s exposure to al reference assets will be included in its
overall credit exposure to the reference obligor.

Classification

The criteria used to classify assets are primarily based upon the degree of risk
and the likelihood of repayment as well as on the assets' potentia effect on the bank’s
safety and soundness.” When evaluating the quality of a loan, examiners should review
the overall financia condition of the borrower; the borrower’s credit history; any
secondary sources of repayment, such as guarantees; and other factors. The primary
focus in the review of aloan’s quality is the origina source of payment. The assessment
of the credit quality of a troubled loan, however, should take into account support
provided by a "financially responsible guarantor.”"8

The protection provided on an underlying asset by a credit derivative from a
financialy responsible guarantor may be sufficient to preclude classification of the
underlying asset, or reduce the severity of classification. Sufficiency depends upon
the extent of credit protection that is provided. In order for a credit derivative to be
considered a guarantee for purposes of determining the classification of assets, the credit
risk must be transferred from the beneficiary to the financialy responsible guarantor; the
financialy responsible guarantor must have both the financial capacity and willingness
to provide support for the credit; the guarantee (i.e., the credit derivative contract) must
be legally enforceable; and the guarantee must provide support for repayment of the
indebtedness, in whole or in part, during the remaining term of the underlying asset.

7Loans that exhibit potential weaknesses are categorized as "special mention,” while those
with well-defined weaknesses and a distinct possibility of loss are assigned to the general
category of "classified." The classified category is divided into the more specific subcategories
of "substandard,” "doubtful," and "loss." The amount of classified loans as a percent of capital is
the standard measure of the overall quality of a bank’s loan portfolio.

8See Section 2060.1 of the Commercial Bank Examination Manual.
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However, credit derivatives tend to have a shorter maturity than the underlying
asset being protected. Furthermore, there is uncertainty as to whether the credit derivative
will be renewed once it matures. Thus, examiners need to consider the term of the credit
derivative relative to the maturity of the protected underlying asset, the probability that
the protected underlying asset will default while the guarantee isin force, as well as
whether the credit risk has actually been transferred, when determining whether to
classify an underlying asset protected by a credit derivative. In general, the beneficiary
banking organization continues to be exposed to the credit risk of the classified
underlying asset when the maturity of the credit derivative is shorter than the underlying
asset. Thus, in situations of a maturity mismatch, the presumption may be against a
diminution of the severity of the classification of the underlying asset.

For guarantor banking organizations, examiners should review the credit
quality of individual reference assets in derivative contracts in the same manner as
other credit instruments, such as standby letters of credit. Thus, examiners should
evaluate a credit derivative, in which a banking organization provides credit protection,
based upon the overall financial condition and resources of the reference obligor; the
obligor’s credit history; and any secondary sources of repayment, such as collateral.
As arule, exposure from providing credit protection through a credit derivative should
be classified if the reference asset is classified.?

Allowance for Loan and Lease Losses

In accordance with the Interagency Policy Statement on the Allowance for Loan
and Lease Losses (ALLL), institutions must maintain an ALLL at alevel that is adequate
to absorb estimated credit losses associated with the loan and lease portfolio. Federal
Reserve staff continues to review accounting issues related to credit derivatives and
reserving practices and may issue additional guidance upon completion of this review or
when more definitive guidance is provided by accounting authorities. Likewise,
consideration will be given to improving disclosures in regulatory reports to improve
the transparency of credit derivatives and their effects on the credit quality of the loan
portfolio, particularly if the market for credit derivatives grows significantly.

Transactions Involving Affiliates

Although examiners have not seen credit derivative transactions involving two
or more legal entities within the same banking organization, the possibility of such
transactions exists. Transactions between or involving affiliates raise important

9A guarantor banking organization providing credit protection through the use of a credit
derivative on a classified asset of a beneficiary bank may preclude classification of its derivative
contract by laying off the risk exposure to another financialy responsible guarantor. This could
be accomplished through the use of a second offsetting credit derivative transaction.
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supervisory issues, especially whether such arrangements are effective guarantees

of affiliate obligations, or transfers of assets and their related credit exposure between
affiliates. Thus, banking organizations should carefully consider existing supervisory
guidance on interaffiliate transactions before entering into credit derivative arrangements
involving affiliates, particularly when substantially the same objectives could be

met using traditional guarantee instruments.

I11. Accounting and Regulatory Reporting
Treatment for Credit Derivatives

The instructions to the bank and bank holding company regulatory reports do
not contain explicit accounting guidance on credit derivatives at this time. Furthermore,
there is no authoritative accounting guidance under GAAP that directly applies to credit
derivatives. Accordingly, as a matter of sound practice, banking organizations entering
into credit derivative transactions should have a written accounting policy that has been
approved by senior management for credit derivatives and any asset (e.g., aloan or
security) for which protection has been purchased. Banking organizations are strongly
encouraged to consult with their outside accountants to ensure appropriate accounting
practices in this area.

Pending any authoritative guidance from the accounting profession, banking
organizations should report credit derivatives in the commercial bank Reports of
Condition and Income ("Call Reports") in accordance with the following instructions.1°
Beneficiary banking organizations that purchase credit protection on an asset
through a credit derivative should continue to report the amount and nature of the
underlying asset for regulatory reporting purposes, without regard to the
credit derivative transaction. That is, all underlying assets should be reported in
the category appropriate for that transaction and obligor. Furthermore, the underlying
asset should be reported as past due or nonaccrual, as appropriate, in Schedule RC-N
in the Call Report, regardless of the existence of an associated credit derivative
transaction.

The notional amount of al credit derivatives entered into by beneficiary
banking organizations should be reported in Schedule RC-L, item 13, "All other

10The accounting principles for the Call Reports are generally based on GAAP, and effective
March 1997 will be consistent with GAAP. When supervisory concerns arise with respect to the
lack of authoritative guidance under GAAR, the banking agencies may issue reporting guidance that is
more specific than, but within the range of, GAAP. As indicated in the Call Report instructions,
institutions should promptly seek a specific ruling from their primary federal bank supervisory agency
when reporting events and transactions are not covered by the instructions.
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off-balance-sheet assets,” of the Call Report.1t Furthermore, institutions may report the
amount of credit derivatives that provide effective protection for their past due and
nonaccrual assets in "Optional Narrative Statement Concerning the Amounts Reported
in the Reports of Condition and Income" or in item 9 of Schedule RI-E, "Other
explanations' of the Call Reports.12

In Schedule RC-R, the carrying value of all specifically identified underlying
assets that are effectively guaranteed through credit derivative transactions may be
assigned to the risk category of the guarantor or obligor, whichever is lower.

Both at inception and each reporting period thereafter, banking organizations
that extend credit protection through credit derivatives (guarantors) should report in the
Call Report the notional amount of the credit derivatives in Schedule RC-L, item 12,
"All other off-balance sheet liahilities," and Schedule RC-R, "credit equivalent
amounts of off-balance sheet items," in the appropriate risk category. In addition, all
liabilities for expected losses arising from these contracts should be reflected in financial
statements promptly. For regulatory reporting purposes, the notional value of credit
derivative transactions should not be reported as interest rate, foreign exchange,
commodity, or equity derivative transactions. Institutions that have been reporting credit
derivatives as such derivative transactions in the Call Report do not have to restate
past reports.

In Schedule RC-R, the guarantor bank must report the carrying value of
reference assets whose credit risk has been assumed in the risk category of the
reference asset obligor or any guarantor, whichever is lower. For example, a bank that
assumes the credit risk of a corporate bond would assign the exposure to the
100 percent risk category. However, if the bank laid off the corporate bond's credit
risk by purchasing a credit derivative from another bank, the exposure would instead be
assigned to the 20 percent risk category.

11 For credit derivatives where the apparent notional amount differs from the effective notional
amount, banking organizations must use the effective notional amount. For example, the
effective notional amount of a credit derivative that is based on a $100 million bond, the value of
which changes $2 for every $1 change in the value of the bond, is $200 million.

12Consideration may be given to capturing new information related to credit derivatives and
other guarantee arrangements in specific line items in regulatory reports. The amount of past due and
nonaccrua assets that are wholly or partially guaranteed by the U.S. Government is currently collected
in regulatory reports.
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