FEDERAL RESERVE BANK
©F MEW YORK

Circular No. 10161
[ March 27, 1987

PROPOSED RISK-BASED CAPITAL FRAMEWORK

Additional Proposal to Include Specific Procedures
for Incorporating Credit Risks from
Interest Rate and Exchange Rate Contracts

Comment Invited toy May 22

To All Despositorié Institutions and Bank Holdin% Companies
in the Second Federal Reserve District, and Others Concerned:

- Following is the text of a statement issued by the Board of Governors of the Federal Reserve
ystem:

The Federal Reserve Board has requested comment on a proposal to incorporate credit risks on
off-balance sheet interest rate and exchange rate contracts (including interest rate swaps) into its pro-
posed risk-based capital measure.

. This proposal has been developed jointly with the Bank of England and is designed to be consistent
with treatment of other off-balance sheet crédit exposures in the overall U.S./U K, a%r_eement on pri-
mary capital and the assessment of capital adequacy, which was announced earlier this year.

Comments on this proposal should be received by the Board by May 22, 1987.

_Enclosed— for depository institutions, bank holding companies, and branches and agencies of
foreign banks in this District— is the complete text of the progosal, which supplements the Board’s
proposal sent to you with our Circular No. 10155, dated February 25, 1987, and which has been
reﬁrlnted from the Federal Register of March 24, 1987. Copies of the enclosure will be furnished to
otners upon request directed to the Circulars Division of this Bank (Tel. No. 212-720-5215 or
5216). Comments on this proposal should be sent to the Board of Governors, as specified in the
notice, by May 22, 1987; comments on the earlier proposal, sent to you with our Circular
No. 10155, should be sent to the Board by May 13

Questions regarding this proposal may be directed to Betsy B. White, Assistant Vice President
Tel. No. 212-72 -58743, or Thomas M. Heffeman, Financial Analyst, Bank Analysis Department
Tel. No. 212-720-6715).

E. Gerald Corrigan,
President.
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PROPOSED RISK-BASED CAPITAL FRAMEWORK

Additiopal Progosal 0 IncIudg,S echic Procedures
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loating/floating interest rate swaps; the credit
exposure on these contracts would be evalu-
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market value.

8 Exchange rate contracts include cross-cur-
rency interest rate swaps, forward foreign ex-
change contracts, and foreign exchange op-
tions purchased (except those purchased on
exchanges), and similar instruments.

4 (Me to 1 pet.) per complete year remaining
to maturity.

s(5 to 10 pct)+ (1 to 2 pet.) per complete
year remaining to maturity.
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proposed credit conversion factor.4 The
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and in some cases on the maturity of the
contract or the presence of certain

coI ateral or Fgu) rantees, as described in
the Board's February 17,1987 r[JroposaI
Table 2 provides examples of
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Table 2.—Calculation of Credit Equivalent Amounts, Interest Rate and Foreign Exchange Rate Related Transactions

Notional Potential
Type of contract (remaining maturity) pnncipal X c%ﬁr\)/g?giroen =
(dollars) factor:
(D @)
120-day forward foreign exchange..........ccccccevvveveennene 5,000,000 0.4
&j 120-day forward foreign exchange...........ccccccceenne 6,000,000 .04
(3) 3-year single-current fixed/floating interest rate swap... 10,000,000 .015
(4) 3-year single-currency fixed/floating interest rate
L3221 o PP OURT 10,000,000 .015
(5) 7-year cross-currency floating/floating interest rate
SWAP vttt ese et er ettt sttt ettt er ettt 20,000,000 12

The mark-to-market value i |s th re ent value Rate Related [nstru

Of e net paﬁ/nhenﬁstream specifie BX( econtract, U’%On I’E(iUESl* m E % 5(]- g%ager s ?Va”able
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ould incluge the gfrnterestthat asaccrued  Interest rabe ang exchange rate contract
ut has not been recerve estr ates ased on srn% contracts Because
2The meth dol%gYu on \%hl&h hesatrstrcal organizations often act as mternhedranes
%ses are based1s descr F I detal % etwee -US rso contract? % are 0
Ical wor mo paper entitled * Potentral redit- therr or IQ Often consists of matched—or nearly
Exposure on Interest Rate and Foreign Exchange matched—pairs.

Potential Current Credit

exposure  + exposure =  equivalent

(dollars) (dollars) 2 (dollars)
(©) @ @)
200,000 100,000 300,000
240,000 - 120,000 120,000
150,000 200,000 350,000
150,000 -250,000 0

2,400,000 -1,300,000 1,100,000

4 The notional principal amount, or value, is a
reference amount of money used to calculate
Interest payment streams. Principal amounts
generally are not exchanged in srngle currency
interest Tate swaps, but generally dre exchanded in
foreign exchange contracts (incldding cross-
currency Interest rate swaps).

s Ifthis sum is ner_{atlve the credit equivalent
amount would be set equal to zero, becauge a
hanking organrzatron would not necessarily profit
from the hankruptcy ofa counterparty.

OFor illustrative purposgs only, these examples

use the credit conversion factors at the lower ends
of the ranges shown in Table 1.
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Table 2— Calculation of Credit Equivalent Amounts, Interest Rate and Foreign Exchange Rate Related
T ransactions—"ontimmd

Potential

Notional exposure Potential Current Credit
Type of contract (remaining maturity) principal X con[\)/erstom = exposure  + exposure =  equivalent
(dollars) (factorl: (dollars) (dollars)2 (dollars)
(D @ (©) @ . ©)
Total.o i v o e 51,000,000 1,870,000

}For illustrative purposes only, these examples use credit conversion factors ® the tower ©nd of the ranges shown In Table 1.
These numbers are purely illustrative.
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Pr ort fa(o pro rrate vel of, gort Aside gm the cost of capital,
re neXChangZe contracts Z ca Ital support for g entra uture what other costs do bank rn%
or. ané atrogson each quarter- %sure onsequ rw ortqanrzatrons aétem ttoc errn pricing
reporti an rn% a Ishment of ex E sup%rvrior Interest rate an n%e
Grganizations whose gstim ted credit ta requir ent i contracts? What are the magnitudes of
Qc l\ghsgtratg%%rr]rttsra)ctlsn\}veerreestsrrr?a?land at frgc%nt e emBla]n o(%frntre?eart] rate therse Oéherr?OStts ds t full
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conduct Fe era efS esta and ban In or nizations as providers of and tQ make every effort to avorg
8anl2 tronse empted from suc contracts. affecting pricing a/nd competition
Por gsean mstruro(t)rtongsrg th LP?]TUHQ h bdevelopm%rthrs ptrroé)osallthe Board unhecesgsa)rry
P ecifiG se ect]on Criteria have et tobe fa r?ce,?] S%T]S' c\éemge i lo'ﬁ“m'gge'é’”fhe Mark-to-Market Values
eter '”et teatertr]atrves H’] ol dev Q[J %nt and issuance of this The proposal provides that current
cons etra on. curren EWOUt Im t20 posa with the Bank of Englan ex osJ)re %nacgntra wouélcb
Eifg ca Il?rholdt IS gro 0sal Ofﬁ 11! eflects the reco%nrtron oft enee to sured by the mark-t market value
0 t”] 0”% anies 5 ac Ieve mare consistent celrftrta oft ecohtr{ct that is, tﬁe value at
E’ﬂ N %a A texce e ?tandar s for Interpationa gactrve current mar etrnrlerest rates and
A rB nfi( E %eﬁ ar etet | Tnancia orgr%nrzatrons 50 a5 10 exchang ae rates of the net payments
é te I I which have tota mrhrmrzF petatrve |neq§urtres This specitie by the contract. Aethere
gg%etrs % ' Of}%rn arare Eropos rsrnte? t0 as urea equate ﬁacce te grocegures or
«0 an?zatronyo% A srze g Ita squort or the cre At risks mar | gt t Interest rate swaps,
g Inherent I Interest rate an exchaq e forwar orergn exchaneg ontracts, and
Issues for Further Consideration :#e contracts, without unnecessari other rnterest rate an xc&an e rate
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ompetition rmrts tha the estrmatess ould satisfy is exchan er fe coy racts,
y
Current capr Iadequac eIrnes nece bjective, oar cone de hat the

su trn
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or t at eh Wb como}etrtrve position af U.S. hankin g cation of the proposal to | arg
u ytr ro o 0 organizations as provrgerso such histicated banKing organizati B
WOU d exceedt so caprta contracts. In this regard, how do greater complexity may be acceptable.
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Shoyld the Board establish different
%u e Boar ?sa rstf] (fferen forth bel(?w the Board is nOW[ErjPOSlng ate contracts are

credl tCOﬂVGI’SIOﬂ actors Tor Interest a metho o]nvertrng princ fOﬂtl’ﬁCtS i S marnrng
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1[‘ t -market vallle 0 theé)%n'[ract OarJS %g) gru|emak|ng of centage of notional principal amount)]
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available in well-designed management  followin ete toft eBoar s - Interest £, change
Information system to measure Etro ? am ent to Pen dix A of Remaining e 2 rate Contracts
an control the credit rs sassocr ted tf atronY the 8 m) anpuage maturity Son- (percent)
?uc co tracts T dditiona nterest rate an
ca cu ﬁronst ahvfy H F urreﬁ are contracts are converte to on- aance Less th
atrveysrar tforwar eet credit equivalent amounts eos o one
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E uatr ns.could be automa? sure set ort in the ? Three days to
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CONTROL ec| C credi t conversion ac ors for posure would be calculated for single-currency

continues to read as follows:
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market value.
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Tree 0 ‘08 In considering aoproprateconversion
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KL W TR
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emarnln arto 37
Irements might unnecessar eotte
© rnaturr%/ }natunty a%(ilu (rJTtUS ang U.K. banking grganrzatrons
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S
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tracts com etrtrv Y é]
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aut OrIties wi care
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d) Examples

Table 2 provides examples of how credit
equivalent amounts for several types of
Interest rate and foreron exchande rate
contracts would be calculated. In each case,

—_

calculate the credit equivalent amount: The
current mark-to-market value, the notional
principal, and the remaining maturity of the
contract. Once the credit equivalent amounts
have been calculated, they are allocated to
the appropriate risk category on the basis of
the Re of obligor and IN some cases, the
remaining matdrity of the contract or the
resence of certain types of collateral or
uarantees (collaterd] and tg)uarantees are
iscussed In section 1V[b) below)

tégel Cross Cur- three pieces of information are needed to

Table 2—Calculation of Credit Equivalent Amounts, Interest Rate and Foreign Exchange Rati Related Transactions

Notional

Type of contract (remaining maturity) principal

(dollars)

(D
(1) 120-day forward foreign exchange..........cccccoviveeneienens 5,000,000
(2) 120-day forward foreign exchange............ccccoccvevniiniinens 8,000,000
(3) 3-year -single-currency ffixed/floating interest rat©

10,000,000
10,000,000
ES3 V= o 20,000,000
TOtAL it 51,000,000

illustrative purpose

ure

%Fr?rrese NUMOETS are

IVE.

[V. Additional Issues

(&) Accounting ankrnegrorganrzagons enerally reco(rd
In C%I‘tal ies credrt exposures arising: curren coun} (-,P tx redit expasures (mar
fromt (f’ ance sheet | strirments arke tva orwabr oreign.

covere s proposal may already be k me g ebalancesneet. In -

e
reflected |n par on the balance sheet. To ? tIOﬁ
also Inc

avoid double ounting stich exposures in the Goral counterpa
assessment of caprtalga g uac@ and, perhaps, ~ &X osuresr]ﬁtatarrse 50”r‘] It
assr |npg |nappro riate r1is Werghts Pmr?ﬁlo Sﬁg C aseC 0

CoUNtErphrty creot éxposures a i from prl o ﬁrﬁ@ g

the types of mstruments covered (l%
Broposal may need to be excluded Trom
alance sheet assets in calculating bankrn%
organizations’ total weighted risk assets and
risk asset ratios. The supervisory authorities

typically as either sun
will address this issue in designing reporting 848

itors.

X

|n

Cgm jstom
et unma) UI’F| f¥Vgl’ oreign excnange
contracts and otner off-dalance Sheet orer
exch adﬂ'([,]r(]? an mterest rate ¢
record these amount sgn i

Potential
exposure
conversion
factorl

(@]

0.04
.04

= .015
.015

12

sgsterns The following examples have been

0?1?[&;3 rons
nFt)ere f rate swatt)

halance shee
accountin

t0

qtnt[acts and
ance sheet,
ebtors or sundry

Potential Current Credit
exposure - exposure equivalent
(dollars) (dollars) 2 * (dollars)
<3) @ (®)
200,000 100,000 300,000
240,000 -120,000 120,000
150,000 200,000 350,000
150,000 -250,000 0
2,400,000 -1,300,000 1,100,000
1,870,000

onugfrat[hese examples use credit conversion factors at the lower end of the ranges shown in Table 1

(b) Collateral and Guarantees
t] exrsb nce of coII%teraI aind guarante S
Wou e Ieco nrf In calcul trﬂg credit

e e
Ca.%?HO nce sheet

werg hts, Just srﬂ
assets, Specifica
reement on the ssess ento C grta
?uac explicit recognr es thr Res of
ateral: Domestic. natigna ernme
d tcas ong 0sit In the Ie ([1
(ﬁtr Pon and (for t eUnrte States onlg(
%ov rnment agencies an
government g nsored ag Incres n this
Vantext th? d nee t ave

[late
ue equal to t e{ |cre It Equlva font
amount—current plus potential exposure. The
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gvernment or nited States only) by
Hmestrc natio gover ment ta enc es

us, qu ran(seesr 8
[etters™of credit or suret SIS

Insurance co r ereswﬁa not afS ec(lil?re

assignment o Welg 510 an gred
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