Maine Bureau of Financial Institutions

Basis Statement Relating to the Proposed Repeal and Replacement of Regulation 28

Derivative transactions, when used appropriately, are a valuable tool for financial institutions.  Derivative transactions can range from relatively simple to extremely complex. The following general descriptions are for the limited purpose of aiding the reader in understanding the intent of the proposed regulation.

A derivative transaction is a financial contract, agreement, swap, warrant, note, or option that is based, in whole or in part, on the value of any interest in, or any quantitative measure or the occurrence of any event relating to, one or more commodities, securities, currencies, interest or other rates, indices, or other assets. Derivative contracts include interest rate derivative contracts, credit derivatives, and any other instrument that poses similar counterparty credit risks.

Derivatives are risk-shifting devices. For example, to mitigate risks that occur from ordinary lending activities, smaller financial institutions typically use and rely almost exclusively on derivatives known as "swaps," a simultaneous buying and selling of the same security or obligation. In a low interest rate environment, most borrowers desire fixed rate loans. Most financial institutions prefer making floating rate loans to better match the inevitable changes in interest rates they pay for deposits and wholesale loans that serve as the funding source for customer loans. To allow the borrower to pay a fixed rate, a financial institution can enter into an interest rate swap with a counterparty and swap its fixed rate loan payment stream for a floating rate payment stream based on an identical principal amount, as a hedge to better control fluctuations in its borrowing costs.  These derivative activities can be highly useful in managing or hedging existing risk in a financial institution’s loan or investment portfolio.

The Dodd-Frank Act provisions require state-chartered financial institutions to identify and manage the risks being assumed in derivative transactions.  Part of the risk identification and management process is determining the potential monetary exposure of the parties under the terms of the derivative instrument.  This proposed regulation will require state-chartered financial institutions to make determinations at loan inception of potential credit exposure from a derivative transaction in a manner similar to that required of their federally-chartered counterparts.

Dodd-Frank Requirements

On June 20, 2012, the Office of the Comptroller of the Currency (the OCC) released its interim final regulation for nationally-chartered financial institutions to implement Section 610 of the Dodd-Frank Act. Published in the June 21, 2012 edition of the Federal Register (77 Fed. Reg. 37265).  The regulation sets out procedures and methodologies for calculating the credit exposure under these newly-covered transactions.  In order to reduce the practical burden of these calculations, particularly for smaller financial institutions, the OCC provided different options for measuring credit exposures in new 12 CFR §32.9. These alternatives appear to implement the statutory changes, consistent with safety and soundness and the goals of the statute, in a manner that seeks to reduce unnecessary new regulatory burden.   The Bureau’s regulation adopts the derivative evaluation methods used by the OCC, except for the Internal Model Method.

The effective date for Section 611 of Dodd-Frank is January 21, 2013. The OCC interim final rule may be amended prior to that date.  Interested parties should therefore be made aware that the Bureau may amend the proposed regulation prior to adoption to incorporate amendments similar to those that may be made by the OCC.  Such amendments will serve to align state and federal law thereby streamlining regulation and reducing regulatory burdens.

Description of the Proposed Regulation

The credit exposure arising from a derivative transaction is commonly viewed as the sum of the current credit exposure on the contract or portfolio plus some measure of potential future exposure (PFE). Under Section 8 of the proposed regulation, the current credit exposure is determined by the mark-to-market value (MTM) of the derivative contract. The current MTM is generally zero at execution of the contract. Subsequent to the execution of the contract, if the MTM value is positive, then the current credit exposure equals that MTM value. If the MTM value is zero or negative, then the current credit exposure is zero.

PFE, on the other hand, recognizes the possibility that the MTM amount may increase over time, based upon changes in market factors. The PFE, when added to the MTM amount, can be viewed as the anticipated ceiling of credit exposure at the execution of a derivative transaction.

Section 8 of the proposed regulation provides two methods for calculating credit exposure of derivative transactions other than credit derivatives. Unless required to use a specific method by the Superintendent pursuant Section 9 of the proposed regulation, a financial institution may choose which of these methods it will use. However, a financial institution must use the same method for calculating credit exposure arising from all derivative transactions.

Method One:  A financial institution may choose to measure the credit exposure arising from a derivative transaction under the "conversion factor matrix method." Under this method, the credit exposure will equal and remain fixed at the PFE of the derivative transaction, as determined at execution of the transaction by reference to a simple look-up table (Table 1 in the Section 8 of the proposed regulation). 

While the simplicity and stability of the “conversion factor matrix method” will make it easy to apply, actual credit exposure can arise during the life of a derivative contract that is not captured under this method. The Bureau believes that the potentially unmeasured risks can be addressed in the supervisory process by examiners appropriately responding to unsafe and unsound concentrations, and that the certainty and simplicity of allowing non-complex financial institutions to "lock in" the attributable exposure at the execution of the contract balances the possible risks.

Method Two: A financial institution may choose to measure the credit exposure arising from a derivative transaction under the "remaining maturity method."  This measurement of the credit exposure incorporates both the current MTM and the transaction's remaining maturity (measured in years) as well as a fixed add-on for each year of the transaction's remaining life.  Specifically, this method measures credit exposure by adding the current MTM value of the transaction to the product of the notional amount of the transaction, the remaining maturity of the transaction, and a fixed multiplicative factor. These multiplicative factors differ based on product type and are determined by a look-up table (Table 2 in Section 8 of the proposed regulation).

The credit exposure calculated under the remaining maturity method accounts for the diminishing maturity of the transaction as well as the current MTM of the transaction. A financial institution may find that any additional burden involved with determining the MTM under this optional method is balanced by the fact that, depending on the MTM, as the maturity decreases, the credit exposure also decreases, thereby permitting additional extensions of credit under the lending limit.

In the case of credit derivatives, in which a financial institution buys or sells credit protection against loss on a third-party reference entity, a special rule would apply as set forth in Section 8 of the proposed regulation. Specifically, a financial institution that uses the “conversion factor matrix” method or “remaining maturity method” calculates the counterparty credit exposure arising from credit derivatives by adding the net notional value of all protection purchased from the counterparty on each reference entity. For example, financial institution A buys and sells credit protection from and to financial institution B on Firms X, Y and Z. Financial institution A's net notional protection purchased from financial institution B is $50 for Firm X and $100 for Firm Y. Financial institution A's net protection sold to financial institution B is $35 for Firm Z. The lending limit exposure of financial institution A to financial institution B is $150.

In addition, a financial institution would calculate the credit exposure to a reference entity arising from credit derivatives by adding the notional value of all protection sold on the reference entity. For example, financial institution C buys and sells credit protection on Firms 1, 2 and 3. Financial institution C's notional protection sold is $100 for Firm 1, $200 for Firm 2 and $300 for Firm 3. The lending limit exposure of financial institution C to Firm 1 is $100, to Firm 2 is $200 and to Firm 3 is $300.

However, the financial institution may reduce its exposure to a reference entity by the amount of any "eligible credit derivative," defined in Section 3 of the proposed regulation, purchased on that reference entity from an "eligible protection provider," also defined in Section 3 of the proposed regulation. In the last example, if financial institution C purchases protection on Firm 3 from an eligible protection provider in the amount of $25 via an eligible credit derivative, financial institution C can reduce its $300 lending limit exposure to Firm 3 to $275.

� The OCC’s comments on the interim final rule on lending limits for certain credit exposures to derivatives and securities financing transactions published on June 21, 2012 have been used as the primary source for this discussion.





