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Credit and Trading Agreements with Institutional Customers

To the Chief Executive O fficers o f All Member Banks, Branches and Agencies 
o f Foreign Banks and Bank Holding Companies in the Second Federal 
Reserve D istrict:

The rapid g row th  o f trading activ ities o f institu tiona l investors, including 
leveraged funds, has been an im portant source o f new business for banks active 
in foreign exchange, securities and over-the-counter derivatives businesses. This 
new ly im portant and expanding group o f institu tiona l custom ers is one w ith  w hich 
banks do not have long experience. Moreover, the capacity o f some institu tiona l 
custom ers to  alter s w iftly  their financial positions and, in some cases, the lim ited 
ava ilability  o f public financial in form ation about these custom ers may make the ir 
integration into existing bank cred it processes d ifficu lt.

A ccord ing ly, banks have been active ly developing risk management 
procedures fo r the establishm ent and contro l o f cred it exposures to  institu tiona l 
custom ers. A key element in the contro l o f these cred it exposures is the increased 
use o f cred it and trading agreements tha t incorporate margin or colla tera l. These 
agreements include both arrangements in w hich margin is posted at the inception 
o f a trad ing con tract and those in w hich margin is posted upon a certain agreed- 
upon reduction in the value o f positions, o ften called a "loss th resho ld ".

As is custom ary w ith  new developm ents in banking, we have been 
review ing the policies, practices, and risks tha t pertain to  trading agreements w ith  
institu tiona l custom ers, and the appropriate use o f margin to  lim it risk. W hile we 
recognize tha t margin arrangements can play an im portant role in managing cred it 
exposure in trading operations, we believe tha t they should com plem ent, rather 
than substitu te  for, more trad itiona l approaches to  managing cred it exposure.
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M oreover, margin and collateral arrangements must be su ffic ien tly  robust to 
provide confidence tha t they w ill produce the intended level o f cred it p rotection 
in tim es o f stress. To th is end, exposure and collateral m onitoring system s must 
meet high standards o f timeliness, accuracy and com prehensive coverage.

The remainder o f th is letter sets out our prelim inary thoughts about sound 
practices in five areas o f potential supervisory concern: the cred it process, cred it 
lim its and concentrations, margin setting, exposure and collateral m onitoring, and 
internal contro ls.

The Credit Process

M ost banks have well-developed cred it processes covering both com m ercial 
lending and trad ing activ ities fo r the ir trad itiona l banking custom ers, such as 
com m ercial businesses, other banks, and governm ents. Im portantly , these 
processes include a series o f internal checks and balances designed to  prom ote 
prudent cred it analysis and tim ely cred it m onitoring. The entire cred it process is 
docum ented in w ritte n  policies and procedures, w hich provide a foundation fo r the 
overall cred it cu lture o f a bank.

Some types o f new institu tiona l custom ers exhib it characteristics w hich  may 
make the ir in tegration into existing bank cred it processes d ifficu lt. For example, 
many custom ers th a t are institu tiona l investors are not subject to  s ta tu to ry  or 
regulatory disclosure requirements, and some do not routine ly prepare audited 
financia l sta tem ents. Moreover, the sta tic  nature o f financial statem ents lim it the ir 
value in understanding the current financial position o f institu tiona l investors w ho 
trade very active ly . In the v iew  o f many banks, the m utab ility  o f financial 
positions renders the trad itional tools o f financial sta tem ent analysis, such as ratio 
and trend analyses, considerably less e ffective .

As a result, banks often supplem ent trad itional financial analysis w ith  on-site 
v is its  and evaluations o f a custom er's  risk-management practices, the custom er's  
trad ing strategies, and the past perform ance o f the custom er's  prim ary trading 
advisor. And, as noted, banks frequently  incorporate margin arrangements into 
the ir trad ing agreements w ith  these custom ers to  fac ilita te  day-to-day contro l o f 
cred it exposure.

Our discussions w ith  banks suggest tha t the risk-managem ent principles 
and practices norm ally associated w ith  the cred it process fo r trad itiona l bank 
custom ers can, and as a m atter o f sound practice should, be applied to  trad ing 
agreements w ith  institu tiona l custom ers w hich incorporate margin or collateral 
arrangem ents. This process begins w ith  the bank's w ritten  policies and 
procedures. Banks using margin agreements to contro l trading-based cred it 
exposures to  institu tiona l and other custom ers should maintain specific  w ritten
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policies and procedures tha t address the risk management ob jectives o f margin, 
the criteria fo r the ir use fo r particular custom ers, and the necessary cred it analysis 
fo r establishing margins, credit lim its, and conditions fo r closing out or liquidating 
custom er positions. These policies should be periodically reviewed by senior 
management and the board of d irectors in the same manner as the bank's other 
cred it policies.

Credit analysis o f these custom ers by the bank should exp lic itly  recognize 
tha t margin arrangements can m itigate, but do not elim inate, counte rparty  cred it 
risk from  trad ing transactions. In stressful market conditions, m arket price moves 
can qu ickly exceed margins, and the custom er's  ab ility  to  meet margin calls and 
maintain m arket access to  manage its risks w ill depend on its underlying financial 
strength. W hile on-site v is ita tion and o ff-s ite  m onitoring o f trad ing counterparties 
are clearly valuable tools in assessing and m onitoring the cred itw orth iness o f some 
institu tiona l custom ers, we believe tha t trad itional cred it analysis, including 
financial analysis o f the custom er tha t takes account o f the dynam ics o f the 
custom er's  financial position, is essential to  determ ining the financial capacity  o f 
the custom er. Some banks find tha t they need to  m odify trad itiona l financial 
analysis techniques in order to  get meaningful assessments o f cred it quality, much 
as banks have adapted the ir financial techniques to  reflect the specific  cred it risk 
characteristics o f other custom er groups.

Besides policies and analysis, the cred it process for institu tiona l custom ers 
should include all the custom ary checks and balances in the bank's trad itiona l 
cred it process. Am ong other th ings, su ffic ien t expertise in th is form  o f cred it is 
crucial to  strong cred it contro ls. Depth o f s ta ffing  should be su ffic ien t to  preclude 
concentra tion o f expertise in too few  individuals, always a m atter o f concern 
from  an internal contro l perspective, as well as to  provide adequate custom er 
m onitoring. A nother essential internal contro l element is a separate, independent 
rev iew  o f cred it decisions by expert s ta ff.

Credit Limits and Credit Concentrations

Credit lim its fo r custom ers are an essential too l fo r cred it risk management. 
W hile cred it lim its, margin, and closeout terms taken together should constitu te  
an integrated system  o f cred it-risk contro l, cred it lim its also should recognize tha t 
margin can only m itigate, but not elim inate, cred it risk. Therefore, cred it lim its 
must re flect the bank's assessment o f the custom er's  underlying cred itw orth iness, 
especially the custom er's  capacity to  bear and manage cred it, price and liqu id ity  
risks in stressfu l market conditions. Consistent w ith  trad itiona l cred it practices, 
banks should establish fo r each custom er a maximum overall cred it lim it, as well 
as any sublim its normally required by the bank's cred it policies.
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M oreover, we believe tha t trading-related margin arrangements, taken 
together, can create potential cred it concentrations. A lthough trading strategies 
and financial perform ance may vary substantia lly  among individual institu tiona l 
investors subject to  margin agreements, these custom ers may be subject to  some 
com m on vu lnerabilities. They may, fo r example, exh ib it sim ilar sensitiv ities 
to  m arket stresses, such as market and funding liqu id ity  pressures. These 
sensitiv ities, as w ell as the risks inherent in the general uncerta in ty among 
m arket partic ipants about the overall a c tiv ity  o f some individual institu tiona l 
custom ers and the ir financial condition , represent su ffic ien tly  com m on risks to  
w arran t a tten tion  as a potential cred it concentra tion. We w ould expect banks to  
use trad itiona l too ls, including a lim it on to ta l cred it exposure to  such custom ers, 
to  manage the potential concentration.

In evaluating th is potential cred it concentra tion, banks need to  consider 
carefu lly the assum ptions tha t are used in defining aggregate exposure. In 
particular, d iffe ren tia tion  o f funds managed by major financial institu tions from  
other types o f funds should not rest on an implied financial support from  the 
sponsoring ins titu tion  when such support is not exp lic itly  set out in the fund 's  
docum entation.

Margins

The role o f margin and loss-threshold am ounts in an individual trading 
agreement is to  provide a level o f cred it protection in order to  contro l risk. Margin 
levels may re flect custom er cred itw orth iness, available custom er financial 
in form ation, m arket conditions, and market practices. The prim ary question in 
setting margins, however, is achieving the intended degree o f cred it p ro tection in 
light o f the price and liqu id ity risks in specific instrum ents. Our review  suggests 
tha t, as a m atter o f sound practice, banks should perform  su ffic ien t analysis to  
ensure tha t margins meet the bank's cred it-risk management objectives and, in 
particular, tha t banks establish m inimum margin levels or m axim um  loss thresholds 
based on strong analytical foundations.

The analysis o f the risk-reducing role o f margin must take into account the 
bank's c loseout rights in the event margin is not tim ely posted, and should also 
take into account the bank's risk o f loss if the bank closes out a position. That 
risk o f loss depends in part on the liqu id ity and cred it quality o f the collateral.
More fundam enta lly, a bank must have in place legally enforceable margin and 
collateral agreements and perfected security interests in the collateral.

An im portan t discipline for ensuring tha t analysis o f margin requirem ents is 
conducted and periodically updated is fu ll docum entation o f margin and closeout 
practices in the bank's cred it policy fo r trading-related credit. The m ethodologies 
fo r establishing m inim um  margins by product and for assigning appropriate margins
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and closeout conditions to  individual custom ers should receive an independent 
review . A review  o f compliance w ith  the bank's cred it policy in these areas should 
be incorporated into the bank's internal audit program.

Exposure and Collateral Monitoring

The bank's capacity to  m onitor exposures and collateral values is central to  
its ab ility  to  contro l cred it exposures through margin arrangements. A bank's level 
o f risk exposure and the expected vo la tility  o f tha t exposure should be consistent 
w ith  the frequency w ith  w hich the bank can m onitor cred it exposures and 
collateral values. For active ly trading custom ers, fo r example, the cred it-risk 
in form ation system s required for m onitoring cred it exposures, margin requirem ents, 
and loss threshold amounts should be global in nature and may require a nearly 
real-time m onitoring capability. We note w ith  encouragem ent tha t many banks are 
curren tly  enhancing system s and refining techniques for detecting, m onitoring and 
measuring risk w ith in  the ir institu tions.

Not on ly should margin and collateral ac tiv ity  be conducted in accordance 
w ith  a bank's capacity to  m onitor exposures and collateral values, but banks 
should have policies and procedures tha t fu lly  docum ent the ir collateral 
management system s, including policies for overrid ing cred it lim its, making margin 
calls and w aiv ing  margin requirements. Compliance w ith  these policies should be 
verified through independent review .

Internal Controls

In addition to  these trad itional cred it risk contro ls, banks should apply the 
same strong internal contro ls to  trading relationships w ith  institu tiona l custom ers 
tha t are in place fo r trading activ ities w ith  trad itional custom ers. One area tha t 
could pose particular d ifficu lty  to  banks is the assignment o f trades to specific 
funds w hen the bank is dealing w ith  an advisor to  several funds. As a m atter o f 
sound and proper practice, a bank must know  w ith  w hich individual fund it is 
trading at the tim e o f each transaction. Appropriate a ttention should also be given 
to  obtaining from  the custom er the necessary authorizations to  trade w ith  specific 
traders, in specific products, and in specific types o f trades.
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In conclusion, banks must ensure tha t sound risk-managem ent policies and 
procedures are in place if they are making margin-based extensions o f cred it to  
institu tiona l investors and other nonpublic trading counterparties. Furthermore, in 
review ing the ir existing polices and procedures, banks should seek to  establish 
solid analytical foundations fo r making cred it judgm ents, assessing concentra tion 
risk, and establishing margins, lim its and closeout conditions. Banks should also 
have in place e ffective  cred it m onitoring systems and strong internal contro ls 
covering trad ing and credit activ ities. We plan to  take a close look at the adequacy 
o f bank risk management policies and practices in th is area in the course o f our 
ongoing supervisory process. If you have any questions or concerns in th is area, 
please con tact me or Christine Cumming, Senior Vice President, Specialized 
Examinations, 212-720 -1830 .

Yours tru ly ,

Chester B. Feldberg 
Executive Vice President
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