Trading and Capital-Markets Activities Manual

Supplement 14—1July 2011

Nature of Changes

The “Liquidity Risk™ section (3005.1) has been
revised to incorporate, in part, provisions of the
March 17, 2010, “Interagency Policy State-
ment on Funding and Liquidity Risk Manage-
ment.” The policy statement provides guid-
ance on sound practices for managing the
funding and liquidity risks of depository institu-
tions. The guidance explains the process that
depository institutions should follow in
appropriately identifying, measuring, monitor-
ing, and controlling their funding and liquidity
risks. In particular, the guidance reemphasizes
the importance of cash flow projections; diversi-
fied funding sources; stress testing; a cushion of
liquid assets; and a formal, well-developed
contingency funding plan as primary tools for
measuring and managing funding and liquidity
risks. The interagency guidance also is
consistent with the principles of sound liquidity-
risk management issued in September 2008 by
the Basel Committee on Banking Supervision

Filing Instructions

entitled, Principles for Sound Liquidity Risk
Management and Supervision.

The Federal Reserve expects all supervised
financial institutions to manage their liquidity
risk using processes and systems that are com-
mensurate with their complexity, risk profile,
and scope of operations. See SR-10-6 and its
attachment.

Small corrections were made to other Liquid-
ity Risk sections (3005.2, 3005.3, 3005.4, and
3005.5). In addition, the following changes were
made to the Liquidity Risk appendixes section
(3005.5): the Fourteen Principles for the Assess-
ment of Liquidity Management in Banking Or-
ganizations was removed as appendix 2; the
Joint Agency Advisory on Brokered and Rate-
Sensitive Deposits (SR-01-14) was removed as
appendix 4; the Interagency Advisory on the
Use of the Federal Reserve’s Primary Credit
Program in Effective Liquidity Management
(SR-03-15) was removed as appendix 5; and the
Summary of Major Legal and Regulatory Con-
siderations was redesignated as appendix 2.

Remove pages

Insert pages

3005.1, pages 1-19
3005.2, page 1
3005.3, pages 1-5
3005.4, pages 1-2

3005.5, pages 1-37

3005.1, pages 1-23
3005.2, page 1
3005.3, pages 1-5
3005.4, pages 1-2

3005.5, pages 1-29
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Trading and Capital-Markets Activities Manual

Supplement 13—January 2009

Nature of Changes

The “Investment Securities and End-User-
Activities” section (3000.1) has been revised to
conform the discussion of the Uniform Agree-
ment on the Classification of Assets and
Appraisal of Securities Held by Banks and
Thrifts (the uniform agreement) with the guid-

Filing Instructions

ance contained in the Commercial Bank Exami-
nation Manual. The Uniform Agreement was
jointly issued by the federal banking and thrift
agencies on June 15, 2004. The agreement sets
forth the definitions of the classification catego-
ries and the specific examination procedures and
information for classifying securities.

Remove pages

Insert pages

3000.1, pages 1-20

3000.1, pages 1-27
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Trading and Capital-Markets Activities Manual

Supplement 12—April 2007

Nature of Changes

Examination objectives, examination proce-
dures, and an internal control questionnaire
(sections 2030.2, 2030.3, and 2030.4, respec-
tively) have been added to the Market Liquidity
Risk of Trading Activities section.

An internal control questionnaire (section
3005.4) has been added to the Liquidity Risk

Filing Instructions

sections. Small corrections were made to other
Liquidity Risk sections (3005.1, 3005.3, and
3005.5). In addition, the Interagency Advisory
on the Use of the Federal Reserve's Primary
Credit Program in Effective Liquidity Manage-
ment (SR-03-15) has been added as appendix 5
to section 3005.5

Remove pages

Insert pages

3005.1, pages 13-14
3005.3, pages 1-2
3005.4, page 1

3005.5, pages 19-20
pages 33-34

Subject Index, pages 3-6

2030.2, page 1
2030.3, pages 1-2
2030.4, page 1
3005.1, pages 13-14
3005.3, pages 1-2
3005.4, pages 1-2

3005.5, pages 19-20
pages 33-37

Subject Index, pages 3-6
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Trading and Capital-Markets Activities Manual
Supplement 11—September 2006

Nature of Changes the Currency, the Federal Deposit Insuranc
Corporation, and the Basel Committee on Bank
Capital-Markets Activities ing Supervision. The section also includes ¢

discussion of the analytical process for evaluat
An expanded discussion of well-establishedng and rating an institution’s inherent liquidity-
sound practices for managing the funding liquidsisk exposure and the quality of its liquidity-risk
ity and liquidity-risk exposure of financial insti- management. Examination objectives ant
tutions (section 3005.1, “Liquidity Risk”) has examination procedures have been added (se
been added. The new section summarizes intions 3005.2 and 3005.3, respectively). An
portant concepts surrounding the liquidity ofappendix section (3005.5) provides additiona
financial institutions, explains the basic objechackground on special topics related to liquidity-
tives of liquidity-risk management, and dis-risk management, including the various measure
cusses the key elements and practices associatadnt tools, techniques, and considerations th:
with sound liquidity-risk management. The secinstitutions generally consider when they evalu
tion incorporates existing liquidity-risk manage-ate their liquidity-risk management practices.
ment guidance, which is discussed in separate The new section replaces the general liquidity
sections of this manual and th@ommercial risk discussion formerly found in section 2030.1,
Bank Examination Manual, as well as in guid- which has been renamed “Market Liquidity
ance issued by the Office of the Comptroller oRisk of Trading Activities.”
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Table of Contents, page 1 Table of Contents, page 1
2030.1, pages 1-5 2030.1, pages 1-4
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Supplement 10—September 2003

Nature of Changes receivables related to credit card securitizations
) o SR-02-22 (December 4, 2002) clarifies the ear
Capital-Markets Activities lier guidance to state that, when the institution’s

) ) (seller’s) right to an accrued interest receivable
Two SR-letters on accrued interest receivableig subordinated as a result of a securitization, th
have been added to section 3020.1, “Securitizase|ler generally should include the accrued inter
tion and Secondary-Market Credit Activities.” est receivable as a subordinated retained intere
Both letters include interagency guidance. SRin accounting for the sale of credit card receiv-

02-12 (May 17, 2002) provides guidance on thples and in computing the gain or loss on sale
regulatory capital treatment of accrued interest
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Remove pages Insert pages
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Trading and Capital-Markets Activities Manual
Supplement 9—April 2003

Nature of Changes Section 2140.1, “Regulatory Compliance,”
was updated to reflect that, under the Gramrmn
Trading Activities Leach-Bliley Act enacted in 1999, financial

holding companies are permitted to establisl

Section 2030.1, “Liquidity Risk,” has been broker-dealer subsidiaries engaged in securitie
revised to include information on the Federalnderwriting, dealing, and market making, with-
Reserve’s new discount window programs: priout the restrictions that were applicable to sec
mary credit and secondary credit. Effective Januion 20 subsidiaries.
ary 9, 2003, these programs replaced the adjust-Section 2150.1, “Ethics,” was revised to
ment credit and extended credit programs. Aeinforce that an institution’s policies and pro-
banking organization’s funding-liquidity plans cedures should provide for at least an annus
may include accessing the Federal Reserveigview, revision, and approval of its ethical
discount window. The examination proceduresstandards and code of conduct. The standar
section 2030.3, have also been updated. and code should be communicated throughot

In section 2100.1, “Financial Performance,”the organization and reinforced by periodic
several revisions were made to the discussion d¢faining. The discussion of legal and reputa:
pricing models. Institutions that use pricingtional risks notes that, although banking organi
models to value and hedge complex financiatations are not directly accountable for the
securities in illiqguid markets should have aactions of their customers, organizations shoul
sound model-validation process. Such a processcognize that, to the extent their name ol
evaluates, among other things, a model’'s sengiroduct is associated with a customer’s miscon
tivity to material sources of model risk. An duct, additional legal and reputational risks may
institution’s model-validation function should arise. An organization’s policies and procedure!
also work closely with the new-product-approvakhould ensure that legal- and reputational-ris|
function to determine what effect a new productssues are vetted and resolved at an appropriz
has on the institution’s pricing model. level of seniority. The examination objectives,

The definitions of tier 1 and tier 2 capital in €xamination procedures, and internal contro
section 2110.1, “Capital Adequacy,” have beerfluestionnaire, sections 2150.2, 2150.3, an
updated. The section was further revised in thd150.4 respectively, were also revised.
market-risk subsection to state that, for purposes
of the market-risk capital calculation, an insti-
tution must meet an additional restriction: TheCapital-Markets Activities
sum of its tier 2 capital and tier 3 capital
allocated for market risk may not exceed 25@ection 3020.1, “Securitization and Secondary
percent of tier 1 capital allocated for market risk Market Activities,” has been updated to include

In section 2120.1, “Accounting,” references information on banking organizations’ provid-
to Statement of Financial Accounting Standard§d implicit recourse to a securitization. Implicit
No. 133 (FAS 133), “Accounting for Derivative fécourse is of supervisory concern because
Instruments and Hedging Activities,” were demonst_rates_ that the 'securitizing institution i
updated to state that FAS 133 was amended B§assuming risk assoc_late_d v_wth the securitize
Statement of Financial Accounting Standard@ssets—risk that the institution initially trans-
Nos. 137 and 138 (FAS 137 and FAS 138). Théerred to the marketplace. (See SR-02-15.) I
examination objectives, examination proceﬁ.ddltlon., the section was .reV|sed to |nclyde é
dures, internal control questionnaire, and apperliscussion on the inclusion of supervisory-
dix on related financial-statement disclosuredinked covenants in securitization documents
sections 2120.2, 2120.3, 2120.4, and 2120.5his practice has significant implications for an
respectively, were also updated for this changd?stitution’s liquidity and is considered an unsafe

Section 2130.5, the appendix to “Regulatoryand unso_und banking “prac'Flce. (See SR-02-14
Reporting,” was updated to include a descrip- !N section 3040.1, “Equity Investment and
tion of Form FR Y-12, Consolidated BHC Merchant Banking Activities,” a reference to

Report of Equity Investments in NonfinancialPAS 133 was updated to reflect its amendmer
Companies. by FAS 137 and FAS 138. The examination
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Supplement 9—April 2003

objectives and procedures, sections 3040.2 and
3040.3 respectively, have also been updated for
this change.

Instrument Profiles

The following international instrument profiles
have been updated:

* section 4215.1, “ French Government Bonds
and Notes”

* section 4220.1, “ German Government Bonds
and Notes”

* section 4225.1, “ Irish Government Bonds”

¢ section 4230.1, “ Italian Government Bonds
and Notes”

Filing Instructions

* section 4235.1, “ Japanese Government Bonds
and Notes”

* section 4240.1, “ Spanish Government Bonds”

 section 4250.1, “ United Kingdom Govern-
ment Bonds”

In section 4350.1, “ Credit Derivatives,” the
discussion of credit-default swaps was amended
to include alist of common market conventions.
The information on market participants was also
revised and references to the 2003 Credit
Derivatives Definitions of the International
Swaps and Derivatives Association were added.

References to FAS 133 in the instrument
profiles (sections 4010.1 through 4355.1) have
been updated to reflect that the statement was
amended by FAS 137 and FAS 138.

Remove pages

Insert pages

2020.1, pages 11-14
2030.1, pages 2.1-2.3
2030.3, pages 1-2
2040.1, pages 34
2060.1, pages 1-2
2060.4, page 5
2100.1, pages 3-9
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pages 25-29
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2120.5, pages 1-3

2130.5, pages 34, 4.1
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2140.1, pages 1-3
2150.1, pages 1-3
2150.2, page 1
2150.3, page 1
2150.4, pages 1-2
3000.1, pages 34

3020.1, pages 5-6
pages 11-67

3040.1, pages 17-18
3040.2, page 1
3040.3, pages 3-5
4010.1, pages 14
4015.1, pages 34
4020.1, pages 34
4025.1, page 3
4030.1, page 3
4035.1, page 3
4040.1, pages 9-10
4045.1, pages 56
4050.1, pages 3-5
4055.1, pages 1-2
4105.1, pages 3-6
4110.1, pages 13-14
4205.1, page 3
4210.1, pages 1-3

4215.1, pages 14

2140.1, pages 1-3
2150.1, pages 14
2150.2, page 1
2150.3, page 1
2150.4, pages 1-2

3000.1, pages 34

3020.1, pages 5-6, 6.1

pages 11-58
3040.1, pages 17-18

3040.2, pages 1-2
3040.3, pages 3-5
4010.1, pages 14
4015.1, pages 34
4020.1, pages 34
4025.1, page 3
4030.1, page 3
4035.1, page 3
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4050.1, pages 3-5
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Remove pages

Insert pages

4220.1, pages 14
4225.1, pages 1-3
4230.1, pages 14
4235.1, pages 14
4240.1, pages 1-3
4245.1, pages 1-2
4250.1, pages 1-4
4255.1, pages 34
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4310.1, pages 34
4315.1, pages 34
4320.1, pages 5-7
4325.1, pages 11-12
4330.1, pages 7-9
4335.1, page 5
4340.1, pages 34
4345.1, pages 34
4350.1, pages 1-10
4355.1, pages 56

Subject Index, pages 1-7

4220.1, pages 14
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Trading and Capital-Markets Activities Manual
Supplement 8—September 2002

how a banking organization can mitigate the risk
that may arise if a counterparty claims that ¢
bank-recommended or -structured derivative
transaction was unsuitable for it. Other change
In section 2020.1, “Counterparty Credit Riskdiscuss the new-product approval process i
and Presettlement Risk,” a new subsection obanking organizations, including the role of
off-market or prefunded derivatives transaction#n-house or outside legal counsel in defining an
has been added to provide examples of derivapproving new products. The examination
tives transactions that are the functional equivesbjectives and examination procedures, sectior
lent of extensions of credit to counterparties an@070.2 and 2070.3, respectively, have also bee
to describe the risks associated with them. Thepdated.

discussion of assessment of counterparty credit

risk has been revised to specify that bankin . —
organizations should understand and confirr%\’aplta] Markets Activities

with their counterparties the business purpose @ection 3040.1, “Equity Investment and Mer-

derivatives tran§act|o.ns. ) ] chant Banking Activities,” has been completely

A more detailed discussion of contingencyrevised. The accounting, valuation, and ris
funding plans has been added to section 2030.hanagement of equity investments in banking
“Liquidity Risk.” The characteristics of effec- organizations are summarized. In addition, the
tive contingency funding plans, such as formingsection explains the legal and regulatory com
acriSiS'managementteam and establishing aCti%ance requirements for these transactions—
plans for different levels of liquidity stress, areincluding the January 2002 rule establishing
described. Specific information on contingencyninimum regulatory capital requirements for
liquidity for bank holding companies is alsoequity investments in nonfinancial companies
provided. Examination objectives and examination proce

Section 2070.1, “Legal Risk,” has been reor-dures, sections 3040.2 and 3040.3, respectivel
ganized and updated. A new subsection describbave been added.

Nature of Changes

Trading Activities

Filing Instructions

Remove pages

Insert pages

2020.1, pages 8.1-8.2
pages 11-13

2030.1, pages 1-2
2070.1, pages 1-6
2070.2, page 1

2070.3, pages 1-3

3040.1, pages 1-14

Subject Index, pages 1-7

2020.1, pages 8.1-8.2
pages 11-15

2030.1, pages 1-2, 2.1-2.3
2070.1, pages 1-7
2070.2, page 1
2070.3, pages 1-3
3040.1, pages 1-19
3040.2, page 1
3040.3, pages 1-5

Subject Index, pages 1-7
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Trading and Capital-Markets Activities Manual
Supplement 7—April 2002

Nature of Changes its affiliates are subject to the market-terms
requirement of section 23B.
Section 3000.1, “Investment Securities and End-
User Activities,” has been revised to explain In Section 3020.1, “Securitization and
recent interpretations of sections 23A and 23Becondary-Market Credit Activities,” the discus-
of the Federal Reserve Act. The internal contro$ion of risk-based provisions affecting asse
questionnaire, section 3000.4, has also beeggcuritizations has been updated to include
updated. final rule on the capital treatment of recourse
obligations, residual interests, and direct-credi
« Afinal rule, effective June 11, 2001, providessubstitutes resulting from asset securitizations
three exemptions from the quantitative limitsThe new rule treats recourse obligations an
and collateral requirements of section 23Adirect-credit substitutes more consistently thai
The exemptions apply to certain loans arthe current risk-based capital standards, adc
insured depository institution makes to thirdnew standards for the treatment of residua
parties that use the proceeds to purchadeterests, and introduces aratings-based approa
securities or assets through an affiliate of théo assigning risk weights within a securitization.
depository institution. There is a one-year transition period for apply-
« Afinal rule, effective June 11, 2001, exemptdng the new rules to existing transactions. All
from section 23A an insured depository insti-transactions settled on or after January 1, 200:
tution’s purchase of a security from an affili-are subject to the revised rules.
ated broker-dealer registered with the Securi- Revisions to section 3040.1, “Equity Invest-
ties and Exchange Commission (SEC)ment and Merchant Banking Activities,” incor-
provided several conditions are met. Amongorate a final rule establishing special minimurr
other conditions, the purchased security musegulatory capital requirements for equity invest:
have a ready market, as defined by the SE@nents in nonfinancial companies. The new
and a publicly available market quotation. requirements, effective April 1, 2002, impose &
« An interim rule, effective January 1, 2002,series of marginal capital charges on covere
confirms that (1) derivative transactionsequity investments. The charges increase wit
between an insured depository institution andhe level of a banking organization’s overall
its affiliates and (2) intraday extensions ofexposure to equity investments relative to tier
credit by an insured depository institution tocapital.
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Trading and Capital-Markets Activities Manual

Supplement 6—September 2001

Nature of Changes

Sections 2120.1, “Accounting,” and 3020.1,
“Securitization and Secondary-Market Credit
Activities,” have been corrected to remove ref-
erences to Statement of Financial Accounting
Standards No. 125 (FAS 125), which has been
replaced by Statement of Financial Accounting

Filing Instructions

Standards No. 140 (FAS 140). Section 2120.1
was further corrected to replace a reference to
Accounting Principles Board (APB) Opinion
No.16 with Statement of Financial Accounting
Standards No. 141 (FAS 141), “Business Com-
binations.” References to FAS 125 have also
been removed from the instrument profiles (sec-
tions 4010.1 through 4255.1 and section 4353.1).
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3020.1, pages 34
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Trading and Capital-Markets Activities Manual
Supplement 5—April 2001

Nature of Changes regulator of securities firms. Section 2140.1
“Regulatory Compliance,” has been revised to

Trading Activities incorporate these provisions of the GLB Act.

Section 2120.1, “Accounting,” has been revised . o
to incorporate the following recent guidanceCapital-Markets Activities
from the Financial Accounting Standards Board: ) . . .
Statement of Financial Accounting Standard&/éW information on the valuation of retained
(SFAS) No. 133, “Accounting for Derivative !nterests, mclu_dlng SR-99-37 and its relate_c
Instruments and Hedging Activities,” and SFASiNtéragency guidance, has been added to secti
No. 140, “Accounting for Transfers and Servic-3020-1, “Sepyrlt!;atlon and Secondary-Marke
ing of Financial Assets and Extinguishments ofcredit Activities.” The subsection on internal
Liabilities." (SFAS 140 supersedes SFAS 125¢ontrols has also been expanded to include tt
which had the same title). The accounting treatNinimum requirements for management infor-
ment for securitizations, repurchase agreement$1ation systems reports on securitizatior
derivative instruments, and foreign-currency2ctivities.
instruments has been updated. The discussionA new section 3040.1, “Equity Investment
on accounting for derivatives includes informa-and Merchant Banking Activities,” has been
tion on fair-value, cash-flow, and foreign-added. The new section incorporates the supe
currency hedges. The examination objectivesy,isory letter on these activities (SR-00-9) that
examination procedures, internal control queswas formerly in section 4360.1. The section alst
tionnaire, and appendix on financial statemerprovides new guidance on merchant bankin
disclosures, sections 2120.2, 2120.3, 2120.4ctivities of financial holding companies, includ-
and 2120.5, respectively, have also been updatetlg investment limitations, cross-marketing limi-
In section 2130.1, “Regulatory Reporting,” tations, and special rules for private equity
references to the obsolete Monthly Consolidatetiinds.
Foreign Currency Report (FFIEC form 035)
have been removed, and the guidance on insti-
tutions that are required to file the FR Y-20Instrument Profiles
report has been revised. The examination objec-
tives, examination procedures, internal controlhe “Accounting Treatment” subsections in the
guestionnaire, and appendix on reports for tradastrument profiles have been revised to delet
ing instruments, sections 2130.2, 2130.3, 2130.4eferences to obsolete accounting standards al
and 2130.5, respectively, have also been updateatid references to SFAS 133 and SFAS 14(
The Gramm-Leach-Bliley Act (GLB Act), Section 4350.1, “Credit Derivatives,” was fur-
enacted in 1999, removed some restrictions thaéer revised to expand the risk-based capitz
were formerly applicable to section 20 subsidiweighting guidance. In section 4353.1, “Collat-
aries engaged in underwriting, dealing, aneralized Loan Obligations,” more detailed infor-
other related activities. Under the GLB Act,mation was provided on the risk-based capita
banking regulators are also required to rely taveighting of three types of transactions for
the greatest extent possible on the functionaynthetic collateralized loan obligations.
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2130.3 Regulatory Reporting—Examination 1 1
Procedures
2130.4 Regulatory Reporting—Internal Control 1 1
Questionnaire
2130.5 Regulatory Reporting—Reports for Trading 1-7 1-7
Instruments
2140.1 Regulatory Compliance 1-3 1-3
3000
3020.1 Securitization and Secondary-Market Credit 34 34,41
Activities 7-10 7-10
10.1-10.2
53 53-67
3040.1 Equity Investment and Merchant Banking 114
Activities
4000
4010.1 Commercial Paper 14 14
4015.1 Repurchase Agreements 14 14
4020.1 U.S. Treasury Bills, Notes, and Bonds 1-3 14
4025.1 U.S. Treasury STRIPS 1-3 1-3
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Remove Insert
Tab Section Title Pages Pages
4030.1 Treasury Inflation-Indexed Securities 1-3 1-3
4035.1 U.S. Government Agency Securities 1-3 1-3
4040.1 Structured Notes 9-10 9-10
4045.1 Corporate Notes and Bonds 56 56
4050.1 Municipal Securities 35 35
4055.1 Eurodollar Certificates of Deposit 1-2 1-2
4105.1 Asset-Baked Securities and Asset-Backed 37 37
Commercia Paper
4110.1 Residential Mortgage-Backed Securities 13-14 13-14
4205.1 Australian Commonwealth Government Bonds 1-3 1-3
4210.1 Canadian Government Bonds 3 3
4215.1 French Government Bonds and Notes 34 34
4220.1 German Government Bonds and Notes 34 34
4225.1 Irish Government Bonds 1-3 1-3
4230.1 Italian Government Bonds and Notes 34 34
4235.1 Japanese Government Bonds and Notes 34 34
4240.1 Spanish Government Bonds 3 3
4245.1 Swiss Government Notes and Bonds 1-3 1-3
4250.1 United Kingdom Government Bonds 34 34
4255.1 Brady Bonds and Other Emerging-Markets 34 34
Bonds
4305.1 Foreign Exchange 7 7
4310.1 Forwards 35 34
4315.1 Forward Rate Agreements 34 34
4320.1 Financia Futures 5-7 5-7
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Remove Insert
Tab Section Title Pages Pages
4325.1 Interest-Rate Swaps 9-12 9-12
4330.1 Options 7-9 7-9
4335.1 Currency Swaps 5 5
4340.1 Swaptions 34 34
4345.1 Equity Derivatives 34 34
4350.1 Credit Derivatives 9-10 9-10
4353.1 Collateralized Loan Obligations 9-11 9-17
4355.1 Commodity-Linked Transactions 56 56
4360.1 Equity Investment and Merchant Banking 111
Activities
Index
Subject Index 1-6 17
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Trading and Capital-Markets Activities Manual
Supplement 4—September 2000

Equity Investments and Merchant merchant banking authority to financial holding
Banking companies.

The new section outlines sound practices fo
The Federal Reserve's supervisory letteequity investments and merchant banking
SR-00-9, issued June 22, 2000, has been addappropriate disclosure practices for institutions
as a new instrument profile, section 4360.1engaging in these activities, and additional risk
The section provides guidance for managingnanagement issues for institutions engaging i
the risks of equity investments and merchantransactions with portfolio companies. A final
banking activities, which have become impor+ule on the conduct of equity investment anc
tant sources of earnings at some financial instimerchant banking activities is forthcoming and
tutions. Furthermore, the recently enacteavill be included in a future update to this
Gramm-Leach-Bliley Act provides additional manual.

Filing Instructions

Remove Insert
Tab Section Title Pages Pages
Contents
Table of Contents 1 1
4000
4360.1 Equity Investment and Merchant Banking 1-11
Activities
Index
Subject Index 1-7 1-6
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Page 1



Trading and Capital-Markets Activities Manual
Supplement 3—April 2000

Capital Adequacy Accounting

A subsection on the capital treatment of syn=Accounting,” section 2120.1, was revised in the
thetic collateralized loan obligations (CLOs) has'Netting or Offsetting Assets and Liabilities”

been added to section 2110.1, “Capitalsubsection to clarify the conditions necessar
Adequacy.” The use of credit derivatives tofor a master netting arrangement to exist and t
synthetically replicate CLOs has raised quesadd information from the Financial Accounting
tions about how to calculate their leverage an&tandards Board’s Interpretation 41. A new
risk-based capital ratios. The new material dissubsection also provides guidance on accoun
cusses supervisory and examination consideing for derivative instruments under FASB State-
ations for three types of synthetic CLO transacment of Financial Accounting Standard No. 133
tions in banking organizations: (1) the entire(SFAS 133), which is effective for fiscal years
notional amount of the reference portfolio isbeginning after June 15, 2000. SFAS 13:
hedged, (2) a high-quality senior risk position inrequires banking organizations to recognize al
the reference portfolio is retained, and (3) alerivatives on their balance sheets as assets
first-loss position is retained. liabilities, and to report them at their fair value.

FILING INSTRUCTIONS

Remove Insert

Tab Section Title Pages Pages
2000
21101 Capital Adequacy 1-24 1-29
2120.1 Accounting 11-12 11-13
Index
Subject Index 1-7 1-7
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Trading and Capital-Markets Activities Manual
Supplement 2—September 1999

Nature of Changes Capital Adequacy

. ) A new subsection on assessing capital adequa
This supplement reflec_ts_ new or revised st_atuat large, complex banking organizations ha:
tory and regulatory provisions and new or revise§aen “added to section 2110.1, “Capital
supervisory instructions or guidance issued bygequacy.” The new guidance outlines the fun-
the Division of Banking Supervision and Regu-gamental elements of a sound internal analys|
lation since the publication of the March 1999 capital adequacy, describes the risks th
supplement. should be addressed in this analysis, and di

cusses the examiner’s review of an institution’s
capital adequacy analysis. Other revisions wer
made to expand the guidance on market-ris
measure, including the use of internal model:
Counterparty Credit Risk and qualitative and quantitative requirements fo
market-risk management.
Section 2020.1, “Counterparty Credit Risk and
Presettlement Risk,” has been revised to add a )
list of conditions examiners should use wherAccounting
evaluating credit-risk management in bankin ) ] o
institutions, as provided in SR-99-3 (February 1!n section 2120.1, “Accounting,” the description
1999). The guidance on collateral arrangemeng the Statement of Financial Accounting Stan:
has been expanded to incorporate recent recodard No. 133, “Accounting for Derivative
mendations from the central banks of the Groufstruments and Hedging Activities,” has been
of Ten countries on over-the-counter derivativegipdated. The Financial Accounting Standard
settlement procedures, as well as market-practi€&oard has delayed the statement’s effective da
recommendations from the 1999 collateralo fiscal years beginning after June 15, 1999.
review by the International Swaps and Deriva- A reference to an outdated Federal Reserv
tives Association. The examination objectivespolicy statement on securities activities has bee
examination procedures, and internal contralemoved. The appendix on financial-statemer
questionnaire (sections 2020.2, 2020.3, andisclosures, section 2120.5, has also bee
2020.4, respectively) have also been updated.updated.

Filing Instructions

Remove Insert

Tab Section Title Pages Pages
2000
2020.1 Counterparty Credit Risk and Presettlement1-8 1-8
Risk 8.1-8.2
2020.2 Counterparty Credit Risk and Presettlement 1 1

Risk—Examination Objectives

2020.3 Counterparty Credit Risk and Presettlement1-2 1-2
Risk—Examination Procedures

2020.4 Counterparty Credit Risk and Presettlement 1-2 1-2
Risk—Internal Control Questionnaire
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Supplement 2—September 1999

Remove Insert

Tab Section Title Pages Pages
2110.1 Capital Adequacy 1-16 1-24
2120.1 Accounting 1-6 1-6

9-12 9-12
2120.5 Accounting—Appendix: Related 3 3
Financial-Statement Disclosures
Index
1-7 1-7

Subject Index

September 1999 Trading and Capital-Markets Activities Manual

Page 2



Trading and Capital-Markets Activities Manual
Supplement 1—March 1999

This supplement reflects new or revised statuhe Division of Banking Supervision and Regu-
tory and regulatory provisions and new or revisetation since the publication of the manual in
supervisory instructions or guidance issued b¥ebruary 1998.

LIST OF CHANGES

Counterparty Credit Risk disruptions of 1998. A subsection on nondeliv-
erable forwards and the need for explicit docu:
Section 2020.1, Counterparty Credit Risk andnentation of these contracts is also added. Tk
Presettlement Risk, has been revised to incorp@xamination objectives and examination proce
rate the supervisory guidance on counterpartgures (sections 2070.2 and 2070.3, respectivel;
credit risk management provided in SR-99-dhave been updated.
(February 1, 1999). Specific guidance on the
calculation of potential future exposure, exposure-
monitoring and limit systems, the importance ofCapital Adequacy
stress testing and scenario analysis, and the
interrelationship between credit and market risk$ection 2110.1, Capital Adequacy, has bee
is included. Additional guidance on creditupdated to reflect regulatory changes to th
enhancements, including collateral, close-oudefinition of tier 1 and tier 2 capital and to
provisions, and margining requirements, is proinclude a revised discussion of the regulatory
vided. The section discusses in detail the neetieatment of credit derivatives.
for robust counterparty credit risk management
policies and internal controls to ensure that .
existing practice conforms to stated policiesAccounting
The unique risks posed by institutional investors
and hedge funds are detailed in a separate section 2120.1, Accounting, a brief descrip-
subsection, which includes a discussion of thgon of the Statement of Financial Accounting
January 1999 report of the Basle Committee ofstandards No. 133 (SFAS 133) for derivatives
Banking Supervision on the risks posed byhas been added. SFAS 133 is effective for fisce
hedge funds to creditors and the accompanyingears beginning after June 15, 1999, with ar
sound practices standards for interactions witkffective date of January 1, 2000, for mos
hedge funds. The examination objectiveshanks. The description of SFAS 133 will be
examination procedures, and internal controgxpanded in subsequent revisions to the manus
questionnaire (sections 2020.2, 2020.3, and
2020.4, respectively) have also been updated. »
Securities
In section 2021.1, Counterpary Credit Risk and
Settlement Risk, a discussion of the Board’sSection 3000.1, Investment Securities and Enc
June 1998 Policy Statement on Privately OperJser Activities, has been revised to reflect the
ated Multilateral Settlement Systems provide®olicy Statement on Investment Securities an
guidance on the additional settlement risks posddnd-User Derivatives Activities, published by
by these systems. the Federal Financial Institutions Examinatior
Council, and the recission of the high-risk tes
for mortgage-derivative products.

Legal Risk

Section 2070.1, Legal Risk, has been updated imterest-Rate Risk

include a discussion on the importance of prop-

erly and accurately defining the trigger eventsn section 3010.1, Interest-Rate Risk Manage
that provide for payments between counterpament, a discussion of an examination scope fc
ties, in light of experiences during the markenoncomplex institutions has been revised t

Trading and Capital-Markets Activities Manual March 1999
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Supplement 1—March 1999

delete specific criteria previously used to idenebligations (CLOs) has been added as section
tify institutions in which only baseline exami- 4353.1. CLOs are securitizations of portfolios of
nation procedures were necessary. The revise@mmercial and industrial loans through a
focus is on the overall risk profile of the indi- bankruptcy-remote special-purpose vehicle that
vidual institution in lieu of dependence on strictissues asset-backed securities in one or more
quantitative criteria. classes (or tranches). Alternatively, CLOs may
be synthetically created through the use of credit
. . . derivatives.
Collateralized Loan Obligations

A new product profile on collateralized loan

FILING INSTRUCTIONS

Remove Insert

Tab Section Title Pages Pages
Preface 1-2 1-2
Contents Table of Contents 1 1
2000
2020.1 Counterparty Credit Risk and Presettlement1-9 1-13
Risk
2020.2 Counterparty Credit Risk and Presettlement1 1
Risk—Examination Objectives
2020.3 Counterpart Credit Risk and Presettlement 1-2 1-2
Risk—Examination Procedures
2020.4 Counterparty Credit Risk and Presettlement1-2 1-2
Risk—Internal Control Questionnaire
2021.1 Counterparty Credit Risk and Settlement 1-4 1-5
Risk
2070.1 Legal Risk 1-2 1-2,21
5-6 5-6
2070.2 Legal Risk—Examination Objectives 1 1
2070.3 Legal Risk—Examination Procedures 1-3 1-3
2100.1 Financial Performance 7-8 7-8
2110.1 Capital Adequacy 1-4 1-4
7-16 7-16
2120.1 Accounting 11-12 11-12
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Remove Insert
Tab Section Title Pages Pages
3000
3000.1 Investment Securities and End-User Activites 5-6  5-6, 6.1
17-19 17-19
3010.1 Interest-Rate Risk Management 17 17
3020.1 Securitization and Secondary-Market Credit 1-2 1-2
Activities
4000
4010.1 Commercial Paper 1-2 1-2
4040.1 Structured Notes 1-2 1-2
4353.1 Collateralized Loan Obligations 1-11
Index
Subject Index 1-5 1-7
March 1999
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