CIRCULAR 3.106/02

Sets provisions on credit derivative operations dealt with in Resolution 2.933 of February 28, 2002.

The Collegiate Board of the Central Bank of Brazil, at a meeting held April 10, 2002, based on article 1 of Resolution 2.933 of February 28, 2002,

RESOLVED:

Article  1. Establish the following modalities of credit derivative susceptible of performance by the financial institutions referred to in Article 1 of Resolution 2.933 of February 28, 2002:

I – credit swap when the risk receiving counterparty is compensated based on hedging;

II – total return rate swap when the risk receiving counterparty is compensated based on the incoming flow of charges and considerations attached to the underlying asset referred to in Article 1, paragraph 3, item II, of Resolution 2.933/2002;

Sole Paragraph. The following is precluded:

I – option operations tied to such modalities;

II – credit derivative operations between individuals or corporations, parent companies, affiliates or subsidiaries, including companies referred to in Article 3 and 18 of Resolution 2.723 of May 31, 2000, as amended by Resolution 2.743 of June 28, 2000;

III – receipt of credit risk of the individuals referred to in paragraph II; and

IV – operations involving credit derivatives the flows of which are not in the same currency or indexing rate of the underlying asset.

Article 2. The following definitions apply for purposes of the provisions in this circular:

I – swap operations: are those operations carried out between the transferor counterparty and receiving counterparty in connection with the credit risk for settlement on a future date, implying, upon the occurrence of one or more credit deterioration events, restoration, either wholly or in part, of the reference value set in the contract in behalf of the counterparty transferring the risk;

II – credit deterioration events (credit events): those facts defined between the parties under the contract related to the underlying asset or their obligors which, irrespective of their motivation, cause payment by the risk receiving counterparty of the protection engaged by the transferor counterparty;

Article 3. The operations performed under the terms of this circular by the risk transferor counterparty, provided that directly holding the underlying asset or indirectly by means of a credit derivative operation, may, at the institution’s discretion, be considered in computing the amount of the Required Net Worth dealt with in Resolution 2.099 of August 17, 1994 as amended, depending on the degree of transfer of the underlying asset credit risk. 

Paragraph One  For purposes of the provisions in this article, transfer of the underlying asset credit risk is so considered when:

I – the contract establishes as a minimum the following situations as credit events:

a) adjudication of bankruptcy or civil insolvency of the underlying asset obligors;

b) filing of voluntary petition for composition with creditors by the underlying asset obligors;

c) judicial or extra-judicial liquidation of the underlying asset obligors;

d) restructuring of obligors’ liabilities when such represents loss in value or quality deterioration of the underlying asset credit;

e) change to control, merger or acquisition of obligors when representing loss in value or deterioration of the underlying asset credit;

f) moratorium by the underlying asset obligors;

g) underlying asset default;

h) underlying asset payment mandatory anticipation if contemplated in the agreement;

i) rejection or judicial dispute in respect of the underlying asset;

II – the underlying asset is lawfully susceptible of assignment in those cases where contemplated in the credit derivative contract upon the occurrence of the credit event;

III – no joint obligation whatsoever exists by the risk transferor counterparty regarding the underlying asset portion object of the operation;

IV – no provision exists allowing one-sided cancellation of the contract by the risk receiving counterparty except for the event of failure to make payment by the compensation assigning counterparty set forth in Article 1, item I and II;

V – no provision exists allowing the credit risk receiving counterparty not to comply with the obligation of making prompt payment of the amount due to the transferor counterparty upon the occurrence of the credit event.

Paragraph Two   With a view to utilization of the privilege referred to in the head of this article, the weighting factor in percent value to be applied to the underlying asset protection for purposes of determination of the PLE value shall be obtained based on the following formula:

FP= (PRP x FPP)/PRA + [1- (PRP/PRA)] X FPA, where:

FP = weighting factor in percent value applicable to the underlying asset protection value;

PRP = credit derivative remaining term (in business days);

FPP = protection weighting factor, in percent value, equal to 50%.

PRA = underlying asset remaining term (in business days);

FPA = weighting factor, in percent value, regarding underlying asset per Property Classification Schedule referred to in article 2, Paragraph One of the Regulation – Exhibit IV to Resolution 2.099/1994 as amended.

Paragraph Three   Exposure of underlying asset to risk in excess of the amount of the hedge should be weighed by its original factor as shown on the Property Classification Schedule referred to in Article 2, Paragraph One of the Regulation Exhibit IV to Resolution 2.099/1994 as amended.

Paragraph Four   In the event of a provision regarding minimum underlying asset loss values or percentages for recomposing either wholly or in part, an additional PLE provision equal to the minimum amount or percentage contemplated should be substantiated.

Article 4. Regarding compliance with current regulations on exposure limits per client, It is incumbent on the risk transferor counterparty;

I – to benefit from the credit derivative operation proportionately to the transferred risk, provided that the counterpary is the direct owner of the underlying asset or indirectly by means of a credit derivative operation, subject to the minimum requirements contemplated in Article 3, Paragraph One, regarding the underlying asset obligors;

II – to consider the credit derivative operation in proportion to the transferred risk within the exposure limit in respect of the risk receiving counterparty.

Article 5. The risk receiving counterparty is exposed to the underlying asset risk proportionally to the risk assumed, subject to the provisions in Regulation Exhibit IV to Resolution 2.099/1994 as amended.

Sole Paragraph   Regarding exposure to risk dealt with in the head of this article, the risk receiving counterparty shall:

I – comply with the provisions contained in the current regulation as regards exposure limits per client; and

II – create a specific reserve determined pursuant to the same criteria established under Resolution 2.682 of December 21, 1999.

Article 6. Further to the provisions in Article 6 of Circular 3.082 of January 30, 2002, the disclosure on explanatory notes to the financial statements of information containing at least the following aspects in connection with the credit derivative operations is mandatory: 

I – policy, purposes and strategies of the institution;

II – credit risk volumes received and transferred (book and market value), both total and in the period; 

III – impact (increase/decrease) on PLE value computation;

IV – amount and characteristics of credit operations transferred or received over the period resulting from the events contemplated in the contract; and

V – segregation per type (credit swap and total return rate swap).

Article 7. The institutions shall maintain available to the Central Bank of Brazil, properly documented, their policy and procedures for carrying out credit derivative operations as well as the exposure limits set irrespective of their risk receiver or transferor status.

Article 8. The making of a credit derivative contract whose operation accumulated amount with one and the same counterparty is equal to or in excess of ten per cent (10%) of the Reference Net Worth (PR) value of any institution acting as counterparties to the contract, shall be communicated to the Central Bank of Brazil.

Sole Paragraph. The notice referred to in this article should be addressed within five business days from the contract execution date to the Financial System Reference File and Information Department (Decad) component to which the institution falling in the condition referred to in the head of this article is subordinate. 

Article 9. The institution shall inform Decad on the name of the officer in charge of credit derivative operations as contemplated in Article 3 of Resolution 2.933/2002.

Article 10. This Circular shall be effective upon publication.

Brasília, April 10, 2002

Sérgio Darcy da Silva Alves

Director

