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This report responds to requests concerning derivative products. Our objectives were to 
determine (1) what the extent and nature of derivatives use was, (2) what risks derivatives 
might pose to individual firms and to the financial system and how firms and regulators were 
attempting to control these risks, (3) whether gaps and inconsistencies existed in US. 
regulation of derivatives, (4) whether existing accounting rules resulted in financial reports that 
provided market participants and investors adequate information about firms’ use of 
derivatives, and (5) what the implications of the international use of derivatives were for U.S. 
regulations. 

We are sending copies of this report to other appropriate congressional committees and 
executive branch agencies, including the Secretary of the Treasury, the Chairman of the 
Securities and Exchange Commission, the Acting Chairman of the Commodity Futures Trading 
Commission, the Chairman of the Federal Reserve Board, the Comptroller of the Currency, the 
Acting Chairman of the Federal Deposit Insurance Corporation, and the Acting Director of the 
Office of Thrift Supervision and other interested parties. We will also make copies available to 
others on request. 

This report was prepared under the direction of James L. Bothwell, Director, Financial 
Institutions and Markets Issues, who may be reached on (202) 512-8678 if you or your offices 
have any questions. Major contributors are listed in appendix VI. 

Charles A. Bowsher 
Comptroller General 
of the United States 
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Executive Summary 

Purpose Severe financial shocks of the 1980s-the 1987 market crash; the savings 
and loan crisis; and the failures of major banks, securities firms, and 
insurance companies-cost billions of dollars. As part of an effort to better 
anticipate and prevent future financial crises, Congress and federal 
regulators have focused on the increasing use of financial products known 
as derivatives. Derivatives have enabled commercial corporations, 
governments, financial firms, and other institutions in the United States 
and worldwide to reduce their exposure to fluctuations in interest rates, 
currency exchange rates, and the prices of equities and commodities. 
Derivatives also have enabled users to reduce funding costs and speculate 
on changes in market rates and prices. The market value of a derivatives 
contract is derived from a reference rate, index, or the value of zm 
underlying asset-hence the term “derivative.“’ 

Congress, federal regulators, and some market participants were 
concerned that knowledge of how to manage and oversee risks associated 
with derivatives may not have kept pace with their increased use. These 
concerns have been heightened by recent reports of major losses from 
derivatives use. GAO'S principal objectives were to determine (1) what risks 
derivatives might pose to individual firms and to the financial system and 
how firms and regulators were attempting to control these risks, 
(2) whether gaps and inconsistencies existed in U.S. regulation of 
derivatives, (3) whether existing accounting rules resulted in financial 
reports that provided market participants and investors adequate 
information about firms’ use of derivatives, and (4) what the implications 
of the international use of derivatives were for U.S. regulation. 

Background In the past 2 decades, fundamental changes in global financial 
markets-particularly the increased volatility of interest rates and 
currency exchange rates-prompted a number of public and private 
institutions to develop and use derivatives. Derivatives use was 
accelerated by the continuing globalization of commerce and financial 
markets and by major advances in finance, information processing, and 
communications technology, 

The best available data indicate that the total volume of worldwide 
derivatives outstanding as of year-end 1992 was at least $12.1 trillion in 
terms of the notional, or principal, amount of derivatives contracts. The 
notional amount is one way that derivatives activity is measured. However, 

‘The underlying assets, rates, and indexes that determine the value of derivatives include stocks, 
bonds, commodities, interest rates, foreign currency exchange rates, and indexes that reflect the 
collective value of underlying financial products. 
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it is not a meaningful measure of the actual risk involved. The actual 
amounts at risk for many derivative products vary both by the type of 
product and the type of risk-credit, market, legal, or operational. For 
example, derivatives credit risk is the exposure to the possibility of loss 
resulting from a counterparty’s failure to meet its financial obligations. 
Gross credit risk for 14 major U.S. financial institutions that responded to 
a GAO survey was $114 billion, or 1.8 percent of their $6.6~trillion notional 
amount, as of year-end 1992. 

Other kinds of risk can be more diflicult to measure than credit risk and 
can also result in s&niEcantly larger exposures for fums depending on the 
type of product and the way it is used. Because of the numerous 
combinations of products and types of risks, no single measure exists that 
reflects the actual amount at risk from derivatives activities. 

But &ms that use derivatives can sustain significant losses. For example, 
in late 1993, the U.S. subsidiary of a large German commodities firm 
reportedly incurred major losses on various derivatives contracts related 
to oil prices. Financial assistance reportedly involving more than 120 
international banks and about $2 billion was needed to resolve the crisis. 
Poor operations controls were reportedly responsible for allowing the 
losses at this iirm to grow to such Ievels. Reports are also beginning to 
appear about unanticipated derivatives losses totaling in the hundreds of 
miLlions of dollars by some U.S. firms. 

The four basic types of derivative products that GAO focused on were 
forwards, futures, options, and swaps. These basic products can be 
combined to create more complex derivatives. As shown in table 1, some 
basic derivatives are standardized contracts traded on exchanges. Others 
are customized contracts that include negotiated terms, such as amounts, 
payment timing, and interest or currency rates. When contracts are not 
traded on an exchange, they are called over-the-counter (OTC) derivatives. 

f 

i 
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Tabie 1: The Four Major Types of Derivatives 
Derivatives Market Definition 
Forwards OTC markets for Forwards and futures obligate the holder 

customized contracts to buy or sell a specific amount or value of 
an underlying asset, reference rate, or 
index at a specified price on a specified 
future date. 

Futures Organized exchanges 
primarily for 
standardized contracts 

Example 
A U.S. importer promises to buy 
machinery at a future date for a price 
quoted in German currency. The importer 
can use a forward contract--or a futures 
contract, if one is available that meets the 
firm’s needs-to fix the dollar cost of 
converting to German currency at that 
future date. Thus, the importer avoids a 
loss if the dollar cost of German currency 
increases between the purchase and 
delivery dates. 

Options OTC and exchanges 

Swaps OTC 

Options contracts grant their purchasers 
the right but not the obligation to buy or 
sell a specific amount of the underlying at 
a particular price within a specified period. 

Swaps are agreements between 
counterparties to make periodic payments 
to each other for a specified period. In a 
simple interest rate swap, one party 
makes payments based on a fixed interest 
rate, while the counterparty makes 
payments based on a variable rate. The 
contractual payments are based on a 
notional amount that for interest rate 
swaps is never actually exchanged. 

A mutual fund buys an option on a given 
amount of Treasury bills. The fund will 
benefit if the price of the Treasury bills 
moves in a favorable direction. If the price 
moves in an unfavorable direction, the 
fund will not recover the option’s price. 
A bank has a portfolio of loans whose 
floating rates must be adjusted frequently 
because they are tied to changes in 
market interest rates. The bank also has 
deposits that pay customers at rates that 
are adjusted infrequently. This bank has 
interest rate risk, because a decline in 
interest rates reduces the interest receipts 
on its loans but not the interest payments 
the bank must pay depositors. The bank 
may enter into an interest rate swap with 
another financial institution to hedge its 
interest rate risk. 

Source: GAO. 

Participants in derivatives markets include end-users and dealers. F’irms 
that use derivatives to manage (hedge) their financial r isks or to speculate 
are called end-users. They include financial institutions, commercial firms, 
mutual and pension f’unds, and some government entities. 
Dealers--usually large banks, securities fjrms, insurance companies, or 
their affiliates--can use derivatives for the same purposes as end-users, 
but as dealers, they also earn income by meeting the demand for 
derivatives. To the extent that dealers are wWng to buy or sell derivatives, 
they provide liquidity to the OTC markets. In liquid markets, a large number 
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of contracts can be entered into easily, without unduly affecting market 
and price stability. 

Results in Brief 

Thousands of institutions use derivatives, but on: dealing activity is 
concentrated among a relatively few financial firms worldwide. U.S. bank 
regulatory data on the notional amount of derivatives contracts indicate 
that as of December 1992, the top seven domestic bank OTC derivatives 
dealers accounted for more than 90 percent of total U.S. bank derivatives 
activity. SimilarIy, securities’ regulatory data indicate that the top five U.S. 
securities firms dealing in OTC derivatives accounted for about 87 percent 
of total derivatives activity for all U.S. securities firms. U.S. dealers were a 
msjor part of world activity and, according to industry sources, accounted 
for about half of the total volume of OTC derivatives activity worldwide. 

General types of controls over risks associated with derivatives activities 
include management and regulatory controls. Management controls 
include the oversight efforts of firms’ boards of directors and senior 
management. The boards and senior managers are primarily responsible 
for ensuring, with the assistance of audit committees and external 
auditors, the effectiveness of their institutions’ derivatives 
risk-management systems. Regulatory controls include requirements for 
information reporting, capital, and examinations. Consistent, reliable, and 
complete financial reporting of derivatives activities provides for both 
effective management and regulatory oversight. 

GAO focused this report on derivatives but recognizes that many of the 
issues addressed by the report, such as risk management and corporate 
governance, have broader application to firms’ overall activities. 

Derivatives serve an important function in the global financial 
marketpIace, providing end-users with opportunities to better manage 
financial r isks associated with their business transactions. The rapid 
growth and increasing complexity of derivatives reflect both the increased 
demand from end-users for better ways to manage their financial r isks and 
the innovative capacity of the financial services industry to respond to 
market demands. However, Congress, federal regulators, and some 
members of the industry are concerned about these products and the risks 
they may pose to the financial system, individual fnms, investors, and U.S. 
taxpayers. These concerns have been heightened by recent reports of 
substantial losses by some derivatives end-users. 
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Derivatives activities are rapidly expanding and increasingly affected by 
the globalization of commerce and financial markets. Much OTC derivatives 
activity in the United States is concentrated among 15 major U.S. dealers 
that are extensively linked to one another, end-users, and the 
exchange-traded markets. This combination of global involvement, 
concentration, and linkages means that the sudden failure or abrupt 
withdrawal from trading of any of these large dealers could cause liquidity 
problems in the markets and could also pose risks to the others, including 
federally insured banks and the financial system as a whole. Although the 
federal government would not necessarily intervene just to keep a mdor 
OTC derivatives dealer from failing, the federal government would be likely 
to intervene to keep the financial system functioning in cases of severe 
financial stress. While federal regulators have often been able to keep 
financial disruptions from becoming crises, in some cases intervention has 
and could result in industry loans or a financial bailout paid for by 
taxpayers. 

GAO found that no comprehensive industry or federal regulatory 
requirements existed to ensure that U.S. OTC derivatives dealers followed 
good risk-management practices. Strong corporate governance is critical 
to the success of any risk-management system but is particularly crucial 
for managing potentially volatile derivatives activities. Primary 
responsibility for risk management rests with boards of directors and 
senior management. Until recently, no comprehensive guidelines existed 
against which firms could measure their risk-management performance. 
The Group of Thirty2 sponsored a study that recommended benchmark 
risk-management practices for the industry.3 The study indicated that not 
all industry participants were following those practices. Regulators have 
recently issued guidelines for certain bank dealers, and both regulators 
and market participants said improvements in risk-management systems 
have already been made as a result of these recommendations and 
guidelines. However, GAO noted that no regulatory mechanism existed to 
bring all mdor OTC dealers into compliance with them. 

GAO also noted that in such a rapidly growing and dynamic industry, new 
participants are likely to enter the market. Some of these new entrants 
may not be as knowledgeable as present dealers or may take on 
unwarranted risk in an attempt to gain market share or increase profits. In 
either case, systemic risk could increase. Each of the 15 maljor U.S. 01[y: 

2The Group of Thirty is an international financial policy organization whose members include 
representatives of central banks, international banks and securities firms, and academia 

3Derivatives Practices and Principles, The Group of Thirty (Washington, D.C.: July 1993). 
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I 

derivatives dealers GAO visited has reported making considerable 
investments in its risk-management systems. While the major dealers have 
reported taking actions to improve their risk-management systems, GAO 

believes that the federal government also has responsibility for ensuring 
that safeguards exist to protect the financial system. 1 

Federal regulators have begun to address derivatives activities through a I 
variety of means, but significant gaps and weaknesses exist in the f 

J 
regulation of many mdor OTC derivatives dealers. For example, securities i 
regulators have limited authority to oversee the financial activities of 

I 

securities firm affiliates that conduct the OTC derivatives activities. I 

Insurance companies’ OTC derivatives affiliates are subject to limited state 
regulation and have no federal oversight. Yet OTC derivatives affiliates of 

1 
/ 

securities and insurance firms constitute a rapidly growing component of 
the derivatives markets. In contrast, bank regulators have authority to 
supervise all the financial activities of banks and their holding companies. 1 
While these regulators have improved their supervision of banks 
derivatives activities, their approach still has weaknesses, such as 
insufficient regulatory reporting requirements and inadequate 

E 

documentation and testing of internal controls. 

Further compounding the regulators’ problems and contributing to the 
lack of knowledge by investors, creditors, and other market participants 
are inadequate rules for f5nancia.I reporting of derivatives activity. GAO 

found that accounting standards for derivatives, particularly those used 
for hedging purposes by end-users, were incomplete and inconsistent and 
have not kept pace with business practices. Insufficient accounting rules 
for derivatives increase the likelihood that financial reports will not fairly 
represent the substance and risk of these complex activities. In addition, 
the lack of rules for certain products makes it likely that accounting for 
these products will be inconsistent, thereby greatly reducing the 
comparability of financial reports. 

GAO believes that innovation and creativity are strengths of the U.S. 
financial services industry and that these strengths should not be eroded 
by excessive regulation. However, GAO also believes the regulatory gaps 
and weaknesses that presently exist must be addressed, especially 
considering the rapid growth in derivatives activity, The issue is one of 
striking a proper balance between (1) allowing the U.S. financial services “1 

industry to grow and innovate and (2) protecting the safety and soundness 
of the nation’s financial system. Achieving this balance will require 
unprecedented cooperation among U.S. and foreign regulators, market 
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ExecutiveSummary 

participants, and members of the accounting profession GAO makes 
recommendations designed to help Congress, the regulators, and the 
industry address this issue. 

Principal Findings 

Derivatives R isk 
Management Requires 
Comprehensive Oversight 

The risks posed by derivatives use include (1) credit risk (as defined 
earlier); (2) market risk (adverse movements in the price of a financial 
asset or commodity); (3) legal risk (an action by a court or by a regulatory 
or legislative body that could invalidate a financial contract); and 
(4) operations risk (inadequate controls, deficient procedures, human 
error, system failure, or fraud). These general types of risk exist for many 
fmancial activities, but the specific risks in derivatives activities are 
relatively difficult to manage, in part, because of the complexity of some of 
these products and the difficulties in measuring these risks. For example, 
because derivatives might be used in conjunction with other assets and 
liabilities, measuring the extent of market risks of derivative products 
alone is not sufficient to understand firms’ total market risk. 

Regulatory examinations of the major bank dealers that were done from 
1990 through 1992 identified some serious weaknesses in these dealers’ 
risk-management systems, such as fdure to set or follow risk limits. The 
July 1993 Group of Thirty report recommended derivatives 
risk-management practices that boards of directors and senior managers 
could use as benchmarks against which to measure their firms’ 
improvements in risk-management practices. A survey of 80 dealers that 
was done as part of the report indicated that the risk-management systems 
of these dealers did not conform with all of the report’s recommendations. 
However, the report indicated that major dealers followed the 
recommended practices more completely than did other firms. 
Subsequently, the Office of the Comptroller of the Currency and the 
Federal Reserve issued guidance on risk-management practices for the 
banks they supervise that was consistent with the Group of Thirty 
recommendations. Regulators and the 15 major OTC dealers GAO visited 
said that improvements in risk-management systems have been made in 
response to both the Group of Thirty recommendations and bank 
guidance. However, GAO noted that the Group of Thirty recommendations 
did not have the force of regulation and the bank guidance only applied to 
certain banks. 
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Boards of directors, senior managers, audit committees, and external 
auditors all have important roles in ensuring that derivatives risks are 
managed effectively. Prior GAO work showed weak corporate governance 
systems were a common feature of failed financial institutions. Congress 
recognized this weakness in enacting the Federal Deposit Insurance 
Corporation Improvement Act of 1991 (FDICIA), which required 
management of large banks and thrifts to perform annual comprehensive 
assessments of their internal control systems for financial reporting and 
establish independent audit committees. It also required external auditors 
to report on managements’ assessments. 

FDICIA’S requirements do not apply to all major dealers and end-users of 
complex derivative products. Nonetheless, strong internal control systems; 
independent, knowledgeable audit committees; and public reporting on 
internal controls are critical to firms engaged in complex derivatives 
activities and should play an important role in ensuring sound Enancial 
operations and protecting shareholder interests of these firms. Thus, GAO 

encourages the boards of directors of major dealers and end-users of 
derivatives that have not already done so to establish and implement these 
improvements. 

Regulatory Gaps Heighten Basic regulatory controls did not exist for many major U.S. OTC derivatives 
Systemic R isk dealers, as shown in table 2. For example, banks-but not securities or 

insurance firm affiliates-were subject to regulatory e&&ions. In 
addition, mdor U.S. OTC derivatives dealers that were affiliates of 
securities and insurance firms were not required to hold a specific amount 
of capital to cushion against potential derivatives-related losses. In 
contrast, banks that were OTC derivatives dealers had capital requirements. 
Further, onIy banks and securities firm affiliates were required to submit 
information routineIy on derivatives activities. But this information was 
submitted quarterly and did not include comprehensive counter-party 
concentrations or sufficient detail on the type and &mount of derivatives 
earnings. 
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Table 2: U.S. Regulatory Oversight of OTC Derivatives Activities of Financial Institutions and Financial Institution Affiliates 
as of April 1994 
Type of institution Examination requirements Capital requirements Reporting requirements 
Banks Banks are subject to annual For credit risk, banks are to Banks are to report quarterly 

examinations. Those major hold capital against their their total derivatives notional 
OTC derivatives dealers derivatives’ positions equal to 8 amounts by product type. They 
regulated by the Office of the percent of the adjusted value of also are to report the total 
Comptroller of the Currency are their positions. The adjustments gross replacement cost of 
subject to continuous on-site serve to reduce required these positions. Reporting on 
examinations. chpital, depending on the type individual counterparty credit 

of counterparty and the exposures is not required, but 
maturity of the contract. Since the exposures may be 
March 1994, these firms also reviewed by regulatory staff 
must hold at least 3 percent of during periodic examinations. 
the unadjusted replacement 
cost of certain contracts. 

Securities firm affiliates None. None. Since October 1992, securities 
firm affiliates have been 
required to report quarterly 
their total derivatives notional 
amounts by product type. They 
also were to report the total 
gross replacement cost of 
those positions. Information on 
individual counterparty credit 
exposures is to be reported 
only when exposures are 
above a certain threshold. 

Insurance firm affiliates None. None. Insurance firm affiliates’ 
financial information is 
consolidated with parent 
comoanv reoorts. 

SOLUTe: GAO. 

The largely unregulated activities of U.S. OTC derivatives dealers that are 
affihates of securities and insurance companies have been growing 
rapidly. As of their GSA year-end 1992, the five major securities Crms and 
three insurance companies whose afliliates had the highest dollar amount 
in derivatives outstanding accounted for about 30 percent of the U.S. OTC 
dealers’ total volume, while bank accounted for about 70 percent. 
However, the growth rate of OTC and exchange-traded derivatives from 
1990 through 1992 was 100 percent for insurance firms and 77 percent for 
securities fkms, compased with 41 percent for banks. 

If one of these large OTC dealers failed, the failure could pose risks to other 
firms-including federally insured depository institutions-and the 
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fmancial system as a whole. Financial linkages among firms and markets 
could heighten this risk. Derivatives clearly have expanded the financial 
linkages among the institutions that use them an&he markets in which 
they trade. Various studies of the October 1987 market crash showed 
linkages between markets for equities and their derivatives. According to 
those studies, prices in the stock, options, and futures markets were 
related, so that disruptions in one were associated with disruptions in the 
others. 

The concentration of OTC derivatives activities among a relatively few 
dealers could also heighten the risk of liquidity problems in the OTC 

derivatives markets, which in turn could pose risks to the financial system. 
Because the same reIatively few major OTC derivatives dealers now 
account for a large portion of trading in a number of markets, the abrupt 
failure or withdrawal fiorn trading of one of these dealers could 
undermine stability in several markets simultaneously, which could lead to 
a chain of market withdrawals, possible fhn~ failures, and a systemic 
crisis, The federal government would not necessarily intervene just to 
keep a major OTC derivatives dealer from failing, but to avert a crisis, the 
Federal Reserve may be required to serve as lender of last resort to any 
major U.S. OTC derivatives dealer, whether regulated or unregulated. Two 
past major fmancial disruptions have already shown liquidity problems 
involving securities, foreign exchange, and derivatives markets-the 1987 
market crash and the 1992 turmoil in European currency markets. 

Accounting Principles for Generally Accepted Accounting Principles are not adequate to ensure 
Derivatives Have Not Kept reliable and consistent financial reporting of derivatives activities. Xn 
Pace with Business particular, accounting ties for hedging activities are incomplete and 

Practices inconsistent. Thus, investors, market participants, and regulators may lack 
reliable information on which to base investment and business decisions 
and regulatory actions. In the absence of accounting rules for certain 
derivatives, accounting practices of derivatives market participants have 
been shaped by common industry practice and the adaptation of existig 
rules for similar products. This approach to accounting for derivatives is 
likely to result in inappropriate and inconsistent financial reporting of 
derivatives activities, especially reporting of hedging activities by 
end-users. 

To address concerns about the extent and nature of the use of derivatives 
and other financial instruments, the Financial Accounting Standards Board 
(FASB) issued two disclosure standards. These standards require disclosure 
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of certain risks involved in holding financial instruments and the fair value 
of these instruments. Because of the limitations of the existing standards, 
FASB recently proposed a third standard, which is intended to require more 
specific and comprehensive disclosures about derivatives activities. This 
proposed standard is an improvement over existing disclosure 
requirements, However, additional disclosures would provide financial 
statement users a more complete understanding of derivatives activities. 
While disclosure does provide important information about derivatives 
activities and associated risks, it is no substitute for accounting standards 
that promote reliable and consistent financial reporting. 

FASB recognizes the need for comprehensive accounting standards for 
derivatives and other financial instruments. FASB began work in 1986 to 
provide comprehensive accounting standards for the recognition and 
measurement of these instruments and has made progress in developing 
standards for cer@n financial instruments. However, progress on the 
development of proposed standards for derivatives has been slow, in part, 
because of the complexity and diversity of some derivative products and 
particularly because of controversy over how to account for products used 
for hedging purposes. FASB has been unable to reach agreement on basic 
accounting questions that must be resolved before meaningful progress 
can be made to develop accounting rules for derivatives. 

FASB has discussed market value accounting as a means to resolve many of 
the derivatives hedge accounting issues it faces. While GAO believes that 
market value accounting is ultimately the best solution to accounting for 
all financial insments, including derivatives, GAO also recognizes that 
the adoption of a new accounting model such as this is likely to take some 
time. Because time is critical for providing authoritative accounting rules 
for derivatives, it may not be feasible to strive toward comprehensive 
market value accounting in the short term. However, market value 
accounting should be FASB'S ulhate objective. 

The Protection of 
Internationally Linked 
Financial Systems 
Requires Coordinated 
International Efforts 

The interrelationships among OTC derivtives dealers and markets 
worldwide increase the likelihood that a crisis involving derivatives will be 
global. GAO'S analysis of publicly reported information indicated that 
financial institutions worldwide with the largest derivatives volumes, in 
terms of notional amounts, included firms from 11 countries. The highest 
volume firms were from France, Switzerland, the United Kingdom, and the 
United States. These Grms were also actively conducting derivatives 
activities in markets outside their own countries. Data provided to GAO by 
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14 major U.S. dealers indicated that an average of about 24 percent of their 
OTC derivatives volume represented transactions with foreign dealers as of 
year-end 1992. 

The major OTC derivatives dealers in the countries included in GAO'S review 
were subject to varying types of regulation. W ith many different regulatory 
approaches, strengthening U.S. derivatives regulation without 
coordinating and harmonizing related actions with foreign countries poses 
at least two risks. First, U.S. financial institutions would remain vuinerable 
to a crisis that began abroad and spread to the United States as a result of 
the global l inkages among financial institutions and markets. Second, 
regulation that market participants viewed as too severe could cause firms 
to move their derivatives activities outside of the United States. However, 
coordinating and harmonizing regulation worldwide has been difficult to 
achieve. The United States should continue its leading role in bringing 
greater harmonization to international regulation of financial activities, 
including derivatives. 

Recommendations 

Recommendations to 
Congress 

Given the weaknesses and gaps that impede regulatory preparedness for 
dealing with a crisis associated with derivatives, GAO recommends that 
Congress require federal regulation of the safety and soundness of all 
major U.S. OTC derivatives dealers. Regulators should attempt to prevent 
financial disruptions from turning into crises and resolve crises to 
minimize risks to the financial system. Thus, firms that become insolvent 
should be allowed to fail but to do so in an orderly fashion. 

The immediate need is for Congress to bring the currently unregulated OTC 
derivatives activities of securities firm and insurance company affiliates 
under the purview of one or more of the existing federal financial 
regulators and to ensure that derivatives regulation is consistent and 
comprehensive across regulatory agencies. This could be done in several 
ways. For example, one legislative proposal would accomplish this goal by 
assigning the responsibility for the unregulated entities to the Securities 
and Exchange Commission (SEC) and creating an interagency commission 
to establish principles and standards for each federal financial regulator to 
use in supervising derivatives activities. Another approach could be based 
on the concept that underlies the arrangement established for government 
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securities dealers. Under this concept, lead responsibility for setting 
principles and standards applicable to all major U.S. derivatives dealers 
would be divided among existing agencies on the basis of their expertise 
and mission. Extensive consultation with all of the agencies supervising 
derivatives activities would be required before any principles or standards 
were adopted. 

GAO also recommends that Congress systematically address the need to 
revamp and modernize the entire U.S. financial regulatory system. Gaps 
and weaknesses in OTC derivatives regulation clearly demonstrate that the 
existing regulatory structure has not kept pace with the dramatic and 
rapid changes in the domestic and global financial markets that have 
occurred over the past several years. Banking, securities, futures, and 
insurance are no longer separate and distinct industries that can be well 
regulated by the exisbng patchwork quilt of federal and state agencies. 
Many issues need to be debated and decided, including the appropriate 
uses of federally insured deposits and the extent to which they should be 
used to finance large-scale proprietary trading in derivatives or other 
financial instruments. One of the first issues that needs to be addressed is 
how the US, regulatory system should be restructured to better reflect the 
realities of today’s rapidly evolving global financial markets. GAO 

recommends that the committees of jurisdiction work together on this 
issue. In addition, these committees should hold hearings, at least 
annualiy, on developments that affect the safety, soundness, and stability 
of the U.S. financial system. 

Recommendations to 
F’inancial Regulators 

GAO recommends that the appropriate regulatory authorities take the 
following actions to improve their capability to oversee OTC derivatives 
activities and to anticipate and respond to any financial crisis involving 
derivatives. Developing specific solutions should involve working closely 
with industry representatives to: 

l Develop and maintain accurate, current, and centralized information that 
is accessible to all regulators, including information on the extent of major 
on: dealers’ counterparty concentrations and the sources and amounts of 
their derivatives earnings. 

9 Develop and adopt a consistent set of capital standards for OTC derivatives 
dealers sufficient to ensure that all of the major risks associated with 
derivatives are reflected in capital. 

9 Establish specific requirements for independent, knowledgeable audit 
committees and internal control reporting for all major OTC derivatives 
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dealers. Internal control reporting by boards of directors, managers, and 
external auditors should include assessments of derivatives 
risk-management systems. 

l Perform comprehensive, annual examinations of the adequacy of major 
OTC derivatives dealers’ risk-management systems using a consistent set of 
standards established for this purpose and including consideration of the 
internal control assessments performed by boards of directors, 
management, and auditors. 

l Provide leadership in working with industry representatives and 
regulators from other major countries to harmonize disclosure, capital, 
examination, and accounting standards for derivatives. 

Recommendations to GAO recommends that FASB: 

FASB 
l Proceed expeditiously to issue its existing exposure draft on disclosures 

of derivatives and fair value of financial instruments. 
l Proceed expeditiously to develop and issue an exposure draft that 

provides comprehensive, consistent accounting rules for derivative 
products, including expanded disclosure requirements that provide 
additional needed information about derivatives activities, 

l Consider adopting a market value accounting model for all financial 
instruments, including derivative products. 

Recommendations to SEC GAO recommends that SEC: 

l Ensure that SEC registrants that are major end-users of complex derivative 
products establish and implement corporate requirements for 
independent, knowledgeable audit committees and public reporting on 
internal controls. Internal control reporting by boards of directors, 
managers, and external auditors should include assessments of derivatives 
risk-management systems. 

. Ensure that FASB proceeds expeditiously to develop and adopt 
comprehensive, consistent accounting rules and disclosure requirements 
for derivative products. 

Agency Comments We did not receive formal agency comments on this report. However, we 
did provide senior officials of the administration, U.S. and foreign financial 
regulators, the major derivatives dealers, the major derivatives exchanges, 
and FMB, as well as other industry representatives and experts an 
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opportunity to discuss the findings and conclusions of our work. We 
incorporated their comments where appropriate. 
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Chapter 1 

Introduction 

In the past 20 years, fundamental changes in global financial markets have 
increased the demand for cost-effective protection against risks associated 

! 

with movements in foreign exchange and interest rates as well as equity 
and commodity prices. The increase in the volatility of foreign exchange * 
rates began in the early 1970s after the world’s major industrial countries 
abandoned the Bretton Woods system of fixed currency rates.’ This 
system collapsed after the United States suspended the dollar’s 
convertibility into gold. It was replaced by the current floating exchange 
rate system that allows currency rates to fluctuate in response to supply 

1 

and demand. Similarly, an increase in the volatility of interest rates 
1 / 

occurred following changes in government policy that allowed interest 
rates to fluctuate more freely.2 Also, institutions’ exposures to rate and 
price volatility increased because of growth in international commerce 
and finance. 

Derivatives Address 
Uncertainties in 
Global F’inmcial 
Markets 

Derivatives are globally used financial products that have evolved to meet 
j 

the demand for costeffective protection against risks associated with r&e 
and price movements. Detivatives essentialiy unbundle and transfer those 1 
risks from entities less willing or able to manage them to those more E 
willing or able to do so. The values of derivatives are based on, or derived 
from, the value of an underlying asset, reference rate, or index-called the 
underlying. Common types of underlying assets are stocks, bonds, and 
physical commodities, such as wheat, oil, and lumber, An example of an 
underlying reference rate is the interest rate on the 3-month U.S. Treasury 
bill. An example of an underlying index is the Standard & Poor’s 500 Index, 
which measures the performance of 600 common stocks. 

Derivatives include customized and standardized contracts. Some 
derivatives are customized contracts between parties (also called 
counterparties) that include one or more negotiated terms in addition to 
price. These terms can include the quality and quantity of the underlying, 
time and place of delivery, and method of payment. Other derivatives are 
standardized contracts whose terms are tied-except for price, which the 
market determines. Derivatives can be privately negotiated by the parties; 
these are called over-the-counter (OTC) derivatives. Derivatives also can be 
traded through central locations, called organized exchanges, where 

‘The B&ton Woods system, establiied in 1944, maintained exchange rate stability by king non-U.S. 
currencies to the U.S. dollar, which was convertible into gold at $35 per ounce. The United States 
suspended convertibility intD gold in 1971, and the system of fixed currency rates was abandoned in 
1973. 

%I the United States, interest rate volatili@ increased after October 1979, when the Federal Resente 
shifted away from a policy centered on its contmlling interest rates. i 
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buyers and sellers or their representatives meet to determine derivatives 
prices; these are called exchange-traded derivatives. 

The Ways Market 
Participants Use 
Derivatives 

Market participants use derivatives (1) to hedge, or to protect against 
adverse changes in the values of assets or liabilities; (2) to speculate, or to 
assume risk in attempting to profit from anticipating changes in market 
rates or prices; and (3) to obtain more desirable financing terms3 

Hedgers protect themselves from market risk, which is the exposure to the 
possibility of financial loss caused by adverse changes in the values of 
assets or Liabilities. They protect themselves by entering into derivatives 
transactions whose values are expected to change in the opposite 
direction as the values of their assets or liabilities. For example, a hedger 
can protect asset values through derivatives transactions that increase in 
value as the asset values decline. The increases in values of the derivatives 
contracts (profits) will offset, or hedge, the decrease in values of the 
assets (losses). 

In contrast, speculators take on risk in an attempt to profit from changes 
in the values of derivatives or their underlyings. Rather than owning the 
underlying, speculators can use derivatives as a more affordable way to 
attempt to profit from anticipating movements in market rates and prices. 
As speculators enter into transactions with hedgers and other speculators, 
they provide liquidity to the derivatives markets, thereby helping to ensure 
that high volumes of trading can occur without significantly affecting 
prices. 

Some derivatives enable market participants to obtain more desirable 
fmancing in two ways. First, as we discuss later in this chapter, market 
participants can work together to take advantage of differences in the 
rates at which they borrow money. Second, an important by-product of 
hedging is the enhanced creditworthiness of the hedger, Banks will extend 
more favorable financing terms to firms that have reduced their market 
risk through hedging activities. 

In achieving these purposes, derivatives can be more cost-effective than 
transactions in the underlying cash markets because of the reduced 
transaction costs and the leverage that derivatives provide. For example, 
instead of buying or selling $100,000 worth of U.S. Treasury bonds, a 

31n&itutions may also use derivatives to change the asset mix of their portfolios, They use derivatives 
because their costs are lower than those of buying or selling the underlying. 
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market participant can realize the benefits of buying or selling the same 
amount of bonds by using a derivatives contract and posting a deposit, 
called a margin, of oniy about $1,600, or 1.5 percent of the face amount of 
the bonds. Likewise, a market participant can achieve a result similar to 
buying or selling all of the stocks in the Standard & Poor’s 500 Index by 
buying or selling a derivatives contract on this index for as little as 5 to 
10 percent of the cost of the underIying stocks. 

The Basic Y&pes of Derivative products include forwards, futures, options, and swaps. 

Derivatives and How 
Forwards, futures, and options are typically used to hedge or to speculate. 
Swaps are typically used to hedge or to obtain more desirable financing. 

They Are Used Swaps can be used to speculate4 but may not be used as frequently for this 
purpose because a swap’s transaction costs are high compared to those of 
other derivatives, according to market participants. These basic products 
also can be combined to create more complex products, called hybrid 
derivatives. 

Forwards and Futures Forwards and futures are contracts that obligate the holder to buy or sell a 
specific underlying at a specified price, quantity, and date in the future. 
Forwards are OTC contracts; futures are usually standardized contracts 
traded on organized exchanges. 

Market participants can hedge their assets and liabilities with either 
forwards or futures, depending on whether they need a customized 
product or can use a standardized exchange-traded product. For example, 
a U.S. importer arranged to buy machinery from a German manufacturer 
for delivery 1 year Erom the date of the arrangement and at a price payable 
upon delivery in German currency (the mark). In this case, the importer’s 
need for a customized contract necessitated the use of a forward contract 
rather than a standardized futures contract. At the time the importer 
arranged the purchase, it entered into a foreign exchange forward contract 
to purchase the exact amount of marks needed to pay for the machinery at 
the expected delivery date in 1 year. The foreign exchange forward 
contract enabled the importer at the time of the purchase arrangement to 
lock in the US. dollar cost of marks. W ithout this contract, the importer 
would have been exposed to the risk of a rise in the dollar cost of buying 

‘One U.S. firm had an afkx-tax Ioss of $102 million to close out two leveraged interest rate swaps, 
according to the finds press release. The tramactions were adversely affected by the recent dramatic 
increase in interest rates. The company said that these transactions were inconsistent with its policy. 
News accounts reported these swaps as speculative transa&ons. 
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marks between the time the purchase was arranged and the time the 
machinery was delivered.5 

Speculators can use either forward or futures contracts to attempt to 
profit from market movements, For example, a speculator who believes 
the dollar cost of the mark is about to rise very quickly can buy a forward 
or futures contract that increases in value with rises in the value of the 
mark. If the increase in the dollar cost of the mark is greater than the 
market expects, the speculator can profit. Alternatively, if the dollar cost 
of the mark rises more slowly than the market expects or declines in 
value, the speculator will lose money. I I 

Options Option contracts, which can be either customized and privately negotiated 
or standardized, give the purchaser the right to buy (call option) or sell 
(put option) a specified quantity of a commodity or financial asset at a 
particular price (the exercise price) on or before a certain future date.6 For 
this right, the purchaser pays the seller (writer) an amount called the 
option premium. In general, purchased call options increase in value with 
increases in the market value of the underlying. Purchased put options 
generally increase in value with decreases in the market value of the 
underlying. 

Options differ from forwards and futures in that options do not require the 
purchaser to buy or sell the underlying. A purchaser will not exercise an 
option until the market price of the underlying is greater than the exercise 
price for a call option or less than the exercise price for a put option. 
Options that are not exercised expire with no value. Therefore, the amount 
that can be lost by option purchasers is the amount of the premium. 
However, the amount that can be lost by option writers can be much 
greater, because they are liable for covering the costs of any changes in 
value that benefit the purchasers. 

The U.S. importer of German machinery we mentioned earlier could have 
purchased a foreign exchange call option instead of a foreign exchange 
forward contract to protect against the risk of a rise in the dollar cost of 
marks. Paying the call option premium would have given the importer the 
right to buy the needed amount of marks at a specified exchange rate. If 

6A decline in the value of the mark would impose an opportunity cost, however, because the importer 
would have paid a higher price for the marks in the forward contract than it could have paid by 
purchasing the currency at the time of delivery. 

Thii is the definition of an American&yle option. A European-style option ca.n only be exercised on 
its ezqiration date. 
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the U.S. dollar cost of marks had risen above the specified exchange rate 
as of the payment due date, the importer could have exercised the option 
to buy the marks. If the price of marks had not risen above the specified 
exchange rate, the importer could have purchased the marks in the market 
and allowed the option to expire. 

Speculators, too, can use options to benefit from greater-than-expected 
fluctuations in market rates and prices. A speculator that buys an option 
on an underlying-such as an option on an amount of U.S. Treasury notes 
or German marks-will benefit if the price of the underlying moves far 
enough in a favorable direction to create profits greater than the option 
premium. If the movement in the price of the underlying does not create 
profits to cover the option premium or is unfavorable, the speculator will 
lose money but no more than the amount paid for the option premium plus 
transaction costs. Speculators can also profit from writing options by 
collecting the premiums for options that are not exercised. This profit can 
be exceeded by losses, however, if the price movement of the underlying 
is unfavorable. In fact, if the unfavorable price movement is large and 
occurs before the speculator can buy back the option or enter into an 
offsetting transaction, the speculator can incur losses that are many times 
greater than the value of the premium received. 

Swaps Swaps are OTC agreements between counterparties to make periodic 
payments to each other for a stated time. The calculation of these 
payments is based on an agreed-upon amount, called the notional principal 
amount or simply the notional amount.7 The notional amount is not 
typically exchanged except in currency swaps. The periodic payments may 
be fixed or floating. Floating payments change with fluctuations in interest 
or currency rates or equity or commodity prices, depending on contract 
terms. 

Financial institutions can use swaps to hedge against adverse changes in 
interest rates, among other things. For example, a bank may have a 
portfolio of loans whose floating interest rates adjust frequently because 
they are tied to changes in market interest rates. The bank also may have 
an obligation to make interest payments on deposits that are adjusted less 

‘Some derivatives, principaIly interest rate swaps, are only exchanges of periodic payments between 
counterparties. The amount that the counterparties use to determine the payments to be exchanged is 
called the notional amount because it is not exchanged. The notional amount is exchanged at the 
termination of foreign currency swaps. For forwards, futures, and options, we use the amount of the 
contract to measure the volume. When we refer to the collective vohnnes of alI of the products, we use 
the term notional/contract amount. 
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frequently. Such a bank would be exposed to interest rate risk because a 
decline in interest rates would reduce the interest receipts on its loans but 
not the interest payments on deposits. The bank may enter into an interest 
rate swap with another financial institution to hedge the interest rate risk 
In the swap contract, the bank would agree to make payments based on a 
floating interest rate in exchange for receiving payments based on a fixed 
interest rate. Thereafter, if interest rates declined, the bank’s fixed rate 
receipts on the swap would match its fixed rate payments to depositors. If 
interest rates rose, the higher rates the bank received on the loans in its 
portfolio would offset the higher rates it paid under the swap agreement. 

Swaps can also be used to obtain more desirable financing terms. For 
example, a company with a medium credit rating may wish to protect 
against rising interest rates by obtaining fixed rate borrowing but may not 
wish to pay the higher interest rate normally paid by companies of its 
credit quality. The company may be able to arrange lower fixed rate 
financing by first obtaining a floating rate loan and then entering into a 
swap contract with a higher rated counter-party. 

The Participants in Derivatives market participants include end-users and dealers. End-users 

the Derivatives 
typically use OTC and exchange-traded derivatives to hedge risk, obtain 
more desirable fmancing terms, or speculate on market movements. 

Markets and the Level End-users include banks, securities Crms, insurance companies, / 

of Their Activity governments, mutual and pension funds, and commercial firms worldwide. 
Data on global derivatives use are unavailable, but data provided by U.S. 
bank regulators showed that more than 500 U.S. banks used derivatives in 
1992.8 In appendix I, we discuss the use of derivatives by state and local 
government entities and private pension plans9 ! 

Certain institutions that use derivatives also act as dealers by quoting 
prices to, buying derivatives from, and selling derivatives to end-users and 
other dealers. Similar to other end-users, dealers use derivatives to hedge 
risk, obtain more desirable financing terms, and speculate on market 
movements. They also develop customized derivative products for their 
clients, In general, derivatives dealing provides liquidity to OTC markets 
and profits and losses to dealers. Some highly complex transactions 

%mnpambie data were unavailable for securities firms and insurance companies. 

%  determine the extent and nature of derivative product use by end-users, we mailed a survey to 
more than 4,600 state and local government entities and 156 private pension plans. The survey results 
showed that for fiscal year 1992 the extent of derivatives use varied from a low of 4 percent of local 
government entities to a hi of 72 percent of private pension plans and that the types of derivatives 
used varied widely across the different types of entities. 
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Objectives, Scope, 
and Methodology 

involving combinations of derivatives, such as swaps and options, can 
generate large fees. They also represent a growing part of derivatives 1 
activity. Dealers in MY: derivatives actively use exchange-traded 
derivatives-often to hedge the risks of their OTC portfolios. Data indicate 
that OTC derivatives dealers are usually large international banks and 
affiliates of securities firms or insurance companies with high credit 
ratings; however, data are unavailable on the total number of dealers / 
worldwide. 1 

Our objectives were to determine (1) what the extent and nature of 
derivatives use was, (2) what risks derivatives might pose to individual 
fums and to the financial system and how firs and regulators were 
attempting to control these risks, (3) whether gaps and inconsistencies 
existed in U.S. regulation of derivatives, (4) whether existing accounting 
rules resulted in financial reports that provided market participants and 
investors adequate information about firms use of derivatives, and 
(5) what the implications of the international use of derivatives were for 
U.S. regulation. 

, 

To determine the extent and nature of derivatives use, we reviewed 
relevant literature, congressional testimony, and previous studies. We i 
interviewed selected U.S. and foreign financial regulators, financial 
industry representatives, market participants, academicians, and 
consultants In addition, we gathered and analyzed information on the size 

/ 

of the market, the level of concentration of derivatives activity among 
major OTC dealers, and the linkages among markets and firms associated 
with derivatives use. To do this, we reviewed regulatory and industry data 
and asked 15 major U.S. OTC derivatives dealers to complete a written 
survey (see app. V), of which 14 responded (see app. III for survey results). i 
The 15 US. firms surveyed included the 7 banks, 5 broker-dealers, and 3 
insurance company affiliates that in 1992 had the highest levels of 
derivatives activity in their respective industries. ‘Ihe seven banks and five 
brokerdealers we focused on had considerably higher levels of derivatives 
activity than others in their industry; and the three insurance companies 
were the only U.S. insurance companies that we could identify as 
derivatives dealers. We identified the 15 major U.S. OTC derivatives firms 3 
by using information on derivatives activities from bank regulators, the 
Securities and Exchange Commission (SEC), the Securities Industry / 
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Association,l” and annual reports. We did not verify the statistical 
information we received from the deritives dealers. 

To determine the risks that derivakives might pose to individual firms and 
the way these firms attempted to control these risks, we interviewed 
selected officials from 20 securities fums, 30 banks, 5 thrifts, 6 pension 
funds, 5 insurance companies, 19 industry associations, 3 software 
vendors, and 2 credit rating agencies. These interviews included 
discussions with the 15 major U.S. OTC derivatives dealers we identified 
earlier. We also interviewed selected U.S. and foreign financial regulators, 
industzy representatives, academicians, and consultants to gain an 
Irmderstanding of derivatives activities, the risks associated with these 
activities, and organizational structures and approaches used to manage 
derivatives risks. In addition, we reviewed relevant literature, 
congressional testimony, and previous studies done by regulators, 
international organizations, and other groups. Finally, we gathered and 
analyzed information, including responses to the survey of the major OTC 

derivatives dealers mentioned earlier, on how firms manage risks that 
derivatives pose. 

To determine whether gaps and inconsistencies existed in U.S. regulation 
of derivatives, we (1) interviewed selected U.S. and foreign bank, thrift, 
securities, options, futures, and insurance industry regulators and 
(2) reviewed government, exchange, and international organization 
documents, including correspondence, memoranda, reports, regulations, 
and laws. In addition, we reviewed and analyzed financial regulators’ 
examination policies, procedures, reports, and workpapers. 

To determine whether existing accounting rules result in financial reports 
that provide market participants and investors adequate information about 
firms’ use of derivatives, we reviewed existing and proposed Generally 
Accepted Accounting Principles (GM) and other accounting guidance 
relevant to derivatives. In addition, we had discussions with Financial 
Accounting Standards Board [FMB)” staff and reviewed various 
discussion papers, correspondence, and memoranda on accounting for 
derivatives prepared by FASB staff. F’inally, we reviewed the 1992 annual 
reports of 10 large U.S. bank holding companies with significant 
derivatives activity, including the 7 major OTC derivatives dealers. 

‘Drhe Securities Industry Association is a trade group that represents broker-dealers that account for 
about 90 percent of the securities business in North America. 

“FASB is an independent board with primary responsibility for establishing and intetpreting GAAP. 
GAAP includes rules for accounting for transactions and related disclosure requirements. 
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To determine the implications of the international use of derivatives for 
U.S. regulation, we gathered information on and analyzed the use of 
derivatives in Australia, France, Germany, Japan, Singapore, Switzerland, 
and the United Kingdom. In these countries, we interviewed officials from 
bank and securities regulators; stock, futures, and options exchanges; and 
seIected foreign financial institutions. In addition, we interviewed officials 
from seven international organizations-the Bank for International 
Settlements (BIS),~’ the Basle Committee on Banking Supervision,13 the 
European Community (EC),~~ the International Organization of Securities 
Commissions (IOSCO),‘~ the Organization for Economic Cooperation and 
Development (OECD),” the World Bank,17 and the International Swaps and 
Derivatives Association (ISDA).‘~ We obtained their opinions about the 
adequacy of domestic and international regulation, the egstence of 
regulatory gaps, and the need for further improvements. 

We focused our review on 6nancia.l forwards, futures, options, and swaps 
and the 15 major U.S. on; derivatives dealers discussed earlier. We did not 
include derivatives securitized by specific assets (called asset-backed 
securities), such as collateralized mortgage obligations. Unlike forwards, 
futures, options, and swaps, which are designed to transfer risk among 
counterparties, asset-backed securities are similar to bonds in that they 
are issued in order to raise funds. However, like the derivative products 

%JS was established in 1930 in Basle, Switzerland, by Western European central banks. One of its 
functions is to provide a forum for cooperative efforts by the central banks of major industrial 
countries. 

‘?his committee, which includes central bank and bank supervixny representatives from 12 leading 
industrial nations (Belgium, Canada, France, Germany, Italy, Japan, Luxembourg, the Netherlands, 
Sweden, Switzerland, the United Kingdom, and the United States) is a forum for addressing 
international bank regulation issues. The committee meets under the auspices of the Bank for 
International Settlements in Basle, Switzerland. 

lme EC includes Belgium, Denmark, France, Germany, Greece, Ireland, Italy, Luxembourg, the 
Netherlands, Portugal, Spain, and the United Kingdom. Its purpose is to unite these countries under 
one system of rules and regulations in all aspects of trade, including financial markets. 

‘qhe IOSCO includes securities administrators from 63 countries, as of February 1993. The 
organization facilitates efforts to coordinate international securities regulation. 

%ECD includes members from 24 developed countries. Its goals are to achieve high economic 
growth, contribute to sound economic expansion, and contribute to the expansion of world trade. 

‘me World Bank, also known as the International Bank for Reconstruction and Development, was 
established in 1945 and is owned by 160 countries. Its objective is to help raise the standard of living in 
developing countries by channeling financial resources to them from developed countries. It f inances 
ita lending operations primarily from borrowing in international capital markets. 

‘*ISDA is a trade association that represents more than 160 leading financial institutions worldwide. Its 
membership includes investment, commercial, and merchant banks that deal in privately negotiated 
OTC derivatives transactions. 
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we discuss, purchasers may hold them for investment purposes or to 
hedge interest rate risks. 

We recognized that many of the issues addressed in this report could be 
extended to the overall activities of tis. For example, our discussions of 
corporate governance, risk management, and internal controls couId be 
applied to such activities. Because our focus was on derivatives, however, 
we did not attempt to broaden the discussion in this way, 

We did our work between April 1992 and March 1994 in accordance with 
generally accepted government auditing standards. 

Agency Comments We did not receive formal agency comments on this report However, we 
did provide senior officials of the administration, U.S. and foreign financial 
regulators, the major derivatives dealers, the mqjor derivatives exchanges, 
and FASB, as well as other industry representatives and experts an 
opportunity to discuss the findings and conclusions of our work. We 
incorporated their comments where appropriate. 
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We used the best data available to estimate that the notional/contract 
amount of derivatives outstanding globally as of yearend 1992 was at least 
$12.1 trillion. l This estimate understates the actual amount of derivatives 
outstanding, because the sources we used were not always complete, and 
no statistics existed for some derivatives. 

Thousands of institutions use derivatives, but OTC derivatives dealing 
activity is concentrated among a relatively few financial firms worldwide. 
Further, derivatives activity has expanded financial linkages among the 
dealers, end-users, and exchange-traded markets in which these 
institutions trade. Regulators and market participants have differing views 
on the potential effects of derivatives market growth, dealer 
concentration, and financial linkages should a financial crisis occur. 
However, past experience has shown that cases of severe financial stress 
generally require federal intervention to resolve. 

Derivatives Activity 
Has Grown Rapidly 

Without complete information about total global derivatives vohune, we 
estimated that the global notional/contract amount outstanding at the end 
of fiscal year 1992 was at least $12.1 trillion.2 This estimate does not 
include more than $5.5 trillion of foreign exchange forward contracts. 
These contracts generally have been excluded from estimates in other 
reports. Most have short terms-7 days or less-and are often difficult to 
distinguish from the cash market. However, foreign exchange forward 
contracts are derivatives, and we have included them in our analysis 
throughout the report. The total notional/contract amounts of derivatives 
outstanding at the end of fiscal year 1992 represents an increase of about 
145 percent from the end of fiscal year 1989, the earliest year for which 
comparable data are available. As noted in chapter 1, derivatives use has 
grown in response to the expanding need for products to address the risks 
of volatile interest and exchange rates and prices. This growth has been 
facilitated by major advances in finance, information processing, and 
communications technology. 

‘Some of the summary data used in this report were derived from multiple sources that may cover 
different l%monthperiods. For example, U.S. bank regulatory data for mqior OTC dealers are reported 
on a calendar year basis, and annual report data for these dealers are on a fisca year basis; however, 
these dealers do not all have the same fiscal year. To minimize confusion, we use the term year-end for 
all data for which this condition applies. 

*Our $lZ.l&illion estimate also includes $2 trillion of forward rate agreements. In a forward mte 
agreement, counterparties agree on an interest rate to be paid on a notional amount of specified 
maturity at a specific future date. An estimate for the volume of these agreements appeared in a 1993 
article published by the Federal Reserve Bank of New York, Eli M. Remolona “The Recent Growth of 
Financial Derivative Markets,” Federal Reserve Bank of New York QuarterIy keview (New York: 
Winter 1992-93). 
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The notional/contract amount is one way derivatives activity is measured. 
However, it is not a meaningful measure of the actual risk involved. For 
certain types of derivative products, the amount at risk can be much 
smaller than the notional/contract amount, which we discuss in chapter 3. 

Table 2.1 shows the notional/contract amounts of derivatives held by four 
types of underlyings from year-end 1989 through year-end 1992. For this 
period, the notionaI/contract amount of interest rate derivatives grew at a 
faster rate than the amount of foreign exchange derivatives (153 percent 
compared to 133 percent, respectively). The table also shows that the 
interest rate derivatives market as of year-end 1992 was larger (62 percent 
of the total) than the foreign exchange derivatives market (37 percent of 
the total), The equity and commodity derivatives markets combined were 
much smaller (1 percent of the total).3 

Table 2.1: Notional/Contract Amounts of Derivatives Held by Type of Underlying From Year-End 1989 Through Year-End 
1992 
Dollars in billions 

Percentage 
Percentage ot increase from 

Type of underlying 1989 1990 1991 1992 total 1992 1989 through 1992 
I Merest rate $4,311 $6,087 $8,404 $10,923 62% 153% 
Foreign exchange rate 2,779 3,927 5,415 6,475 37 133 
Equity and commodity pricea 108 158 209 245 1 127 
Total $7,198 $10,172 $14,028 $17,643 

Note: See appendix IV for methodology. 
100% 145% 

&Does not include complete data on physical commodity derivatives and equity options on the 
common stock of individual companies. 

Sources: BE, ISDA, Federal Reserve Bank of New York, Swaps Monitor Publications. Inc., 
Derivatives Strategy & Tactics, Inc.. various annual reports, and GAO analysis. 

Table 2.2 shows that of the four derivative product types, forwards were 
the largest percentage of the worldwide market (42 percent). It also shows 
that options were the smallest percentage of the market (13 percent). 

3We did not compare the growth rates of exchange-traded and OTC derivatives in terms of 
notional/contract amounts. Differences in the operation of the exchange-traded and OTC markets 
complicate comparisons of derivatives wAume for the two types of trading. Offsetting contracts reduce 
notional/contract amounts held in the exchange-traded markets and add to amounts held in the OTC 
markets. For exchange-traded derivatives, a clearingho~ is the ultimate counterparty to all 
transactions, and the clearinghouse closes out buy and sell transactions on identical contracts 
between participants. However, in OTC tmding, an offsetting transaction generally involves a new 
contact between different counteIparties. As a result, the notionaVcontract amounts of offsetting 
transactions remain outstanding on financial reports until contract expiration or maturity. 
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Table 2.2: Notional/Contract Amounts of Derivatives Held by Product Type From Year-End 1989 Through Year-End 1992 
Dollars in billions 

t 

Percentage ’ 
Percentage of increase from 

Type of derivative product 1989 1990 1991 1992 total 1992 1989 to 1992 i 
FotwarcW $3,034 $4,437 $6,061 $ 7,515 42% 148% 

Futures 1,259 1,540 2,254 3,154 18 ‘51 j 
Options 953 1,305 1,841 2,263 13 137 : 

Swaps 
Total 

1,952 2,890 3,872 4,711 27 141 r 

$7,198 $10,172 $14,028 $17,643 100% 145% 
Blncludes foreign exchange, forward rate agreements, equity, and commodity forwards. 1 

Note: See appendix IV for methodology. 

Sources: BIS, ISOA, Federal Reserve Bank of New York, Swaps Monitor Publications, Inc., 
Derivatives Strategy & Tactics, Inc., various annual reports, and GAO analysis. 

Derivatives Dealing 
Activity Is 

! 

About 150 firms were acting as derivatives dealers worldwide as of f 
December 1992, according to ISDA data; however, most dealing activity was 

1 
1 

concentrated among a small number of fjrn~s. A repori! sponsored by the B 
Concentrated Among Group of Thirty5 indicated that eight U.S. bank dealers accounted for 

a Few Major OTC 56 percent of the worldwide notional/contract amounts of interest rate and ; 

Dealers 
currency swaps as of December 1991. U.S. bank regulatory data indicate 
that the top seven domestic bank derivatives dealers by notional/contract 
amounts accounted for more than 90 percent of all U.S. bank derivatives 
activity as of December 1992.6 SEC data show a similar concentration of 
activity among U.S. securities derivatives dealers. The top five by 
notional/contract amounts accounted for about 87 percent of total 1 
derivatives activity for all U.S. securities firms as of their fscal year-end ’ 
1992. An April 1993 report by the Group of Ten7 provided a possible \ 

4Derivatives: Practices and Principles, The Group of Thiiy (Washington, D.C.: July 1993). 

qhe Gmup of Thirty is an international financial policy organization whose members include 
representatives of central banks, international banks and securities firms, and academia 

pm this report, when we refer to bank regulatory da@ we are presenting information for banks from 
their consolidated holding company reports. 

‘The Group of Ten consists of 11 major industrial member countries that coordinate monetary and 
fiscal policies through general agreements to borrow and other activities. Group members are 
Belgium, Canada, France, Germany, Italy, Japan, the Netherlands, Sweden, Switzerland, the United 
Kingdom, and the United Sties. 1 
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explanation for this concentration6 It stated that the need for complex 
information and risk-management systems in conducting derivatives 
activities has resulted in the concentration of the activity among a few 
large firms. 

The degree of concentration of derivatives dealing activity can vary by 
product type. For example, a report published by BIS’ in October 1992 
indicated a relatively large number of dealers for high-volume derivatives 
with generally lower risk, such as interest rate swaps under 3 years to 
maturity. The report also indicated a relatively small number of dealers for 
longer term derivatives with higher risk, such as swaps with more than 3 
years to maturity and currency options with more than 6 months to 
maturity. The Brs-published report found that few institutions were 
committed to continuously buying or selling the longer term derivatives 
and even fewer institutions were acting as dealers for more customized 
derivatives. 

Derivatives Have 
Expanded Linkages 
Among Institutions 
md the Markets in 
Which They Trade 

Derivatives have expanded the financial l inkages among the institutions 
that use them and the markets in which they trade. Reports on derivatives, 
the trading strategies that firms use, past financial crises, and our analysis 
all provide evidence of these expanded linkages. 

Various reports from regulators and market participants acknowledged 
that growth in derivarives use has expanded the financial l inkages among 
markets and institutions. For example, in its July 1993 report on 
derivatives, the Group of Thirty stated that international finance and 
commerce have become increasingly integrated and that derivatives have 
followed this evolution. The report noted that derivatives have helped 
further financial l inkages by providing opportunities for firms to use 
products in one market to hedge risks arising from the firms’ participation 
in other markets, The firms themseIves are also linked. The BIS report 
indicated that more than 40 percent of the notional volume of all interest 
rate swaps, currency swaps, and interest rate options held by ISDA member 
dealers was for contracts among themselves. 

Derivatives also link markets as a result of trading strategies that firms 
use. For example, one bank we visited had sold on: call options that 

%t.ernationsJ Capital Movements and Foreign Exchange Markets, A Report to the Ministers and 
Govemom by the Group of Deputies, Group of Ten (Rome, Italy: Apr. 1993). 

%xent Developments in International Interbank Relations, prepared by a Working Group established 
by the Central Banks of the Group of Ten, BIS (Basle, Switzerland: OcL 1992). 
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required it to make U.S. dollar-denominated payments to its customers if 
the prices of certain petroleum products rose in Japan. However, the 
prices of the petroleum products were denominated in Japanese yen. As a 
result, the bank conducted transactions in several markets to hedge its 
risks. The bank used the foreign currency markets to hedge potential 
changes in value between the dollar and the yen and used the commodities 
markets to hedge potential changes in the price of petroleum products. 
Similarly, stock and bond investors often use the futures and options 
markets to hedge. For example, a pension fund manager told us that the 
fund uses stock and bond futures to temporarily increase or decrease 
investments in the underlying cash instruments until the transactions can 
be executed in the cash markets. 

Past crises have also shown how derivatives link markets and institutions. 
In a 1992 letter to a Member of Congress, a former president of the New 
York Federal Reserve Bank said that markets for equities and associated 
derivatives effectively function as one market. This statement reflected the 
results of various studies of the October 1987 market crash. According to 
the studies, prices in the stock, futures, and options markets were related, 
so that disruptions in one were associated with disruptions in the others. 
The linkages between derivatives and their underlying markets were 
evident again in the late 1992 turmoil in the European currency markets. 
Volatility in the cash markets prevented some OTC derivatives in European 
currencies from being traded for a time. Suspension of some on: activity 
led to a spurt of trading in the exchange-traded derivatives markets. 

Derivatives dealers are themselves linked by derivatives activity. Our 
survey results from major OTC derivatives dealers indicated such linkages. 
According to the 14 responses we received, an average of 37 percent of the 
total financial obligations created by these firms’ derivatives transactions 
was owed on contracts among these firms and dealers in other countries. 
The BIS report had similar findings, It said that transactions among 
derivatives dealers represented about 41 percent of the notional/contract 
amount of derivatives outstanding as of December 1991. 

The portfolio of a nondealer U.S. bank that we visited also demonstrated 
how derivatives create new financial linkages. The bank had more than 30 
counter-parties to its derivatives transactions, including 12 U.S. banks, 8 
U.S. securities firms, 7 foreign banks, several nonfinancial firms, a foreign 
securities firm, and a U.S. insurance company. Bank officials noted that 
the bank’s derivatives transactions had created new linkages because it 
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Views Differed on the 
Effects of Market 
Size, Dealer 
Concentration, and 
Finmcial Linkages 
Concerns Exist That Size, 
Concentration, and 
Linkages Increase the 
R isks to Firrns and 
Markets 

had not previously done business with some of these firms before entering 
into derivatives contracts with them. 

Regulators and market participants had differing views on the implications 
of the extent of derivatives use, concentration of activity, and expanded 

; 
L 

linkages should a financial crisis occur. No empirical evidence was 
available for determining the actual effects of these characteristics 
because no crisis caused by derivatives has occurred. 

I 

Concerned regulators and market participants said that the size and 
concentration of derivatives activity, combined with derivatives-related 
linkages, could cause any financial disruption to spread faster and be 
harder to contain. Because the same relatively few major OTC derivatives 
dealers accounted for a large portion of trading in a number of markets, 
regulators and market participants feared that the abrupt failure or 
withdrawal from trading of one of these dealers could undermine stability 
in several markets simultaneously. This could lead to a chain of market 
withdrawals, or possibly firm failures, and a systemic crisis. For example, 
the Group of Ten’s report noted that, because of the concentration of 
derivatives dealer activity, a credit problem or technology failure at a large 
dealer could create problems for the overall financial system. AIso, the BE 
report noted that greater concentration means that the failure of a large 
dealer would cause larger losses for other participants than if the credit 
exposures were more dispersed. 

A primary concern of regulators and market participants about the failure 
or abrupt withdrawal from trading of a major dealer is the potential effect 
of either event on market liquidity. The BIS report noted that because 
derivatives have made it possible to create positions that span many 
markets, a liquidity problem in one market could force an abrupt 
liquidation of contracts in other linked markets, causing all the markets to 
have liquidity problems. A similar concern of regulators was that the 
linkages between markets might put unmanageable pressure on the 
exchanges to maintain orderly markets following a disruption in the on: 
markets. U.S. banking regulators reported that the liquidity of OTC 
derivatives markets could be more easily disrupted than that of 
exchange-traded derivtives because the selection of potential 
counterparties for OTC transactions can be limited by creditworthiness 
concerns and generally nonstandardized contract terms. 
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Further, BIS reported that the failure of a large derivatives dealer could 
reduce the willingness of the remaining dealers to continue acting as 
dealers. The likely result would be further loss of liquidity and extreme 
price movements. An SEC commissioner, as well as some SEC staff 
members, expressed concern that liquidity problems could escalate a 
small financial disturbance into a large one if many dealers attempted to 
conduct transactions in the same markets to hedge or close out similar 
derivatives positions at the same time. This sudden increase in volume on 
one side of the market could move prices by such a large amount that 
fums would incur large losses. 

Regulators and market participants pointed out that past fnm failures, 
such as those of the Bank of New England and Drexel Burnham Lambert 
(a holding company with a large securities firm affiliate), have not really 
tested the stability of the derivatives markets, because the derivatives 
portfolios of these firms were too small to have much effect. However, 
these failures, while not caused by derivatives, were large enough to 
require federal intervention. Regulators and market participants cited two 
past financial disruptions to illustrate the potential for liquidity problems 
associated with derivatives. F’irst, the difficulty of U.S. securities markets 
in processing the high volume of trades during the 1987 market crash 
caused inaccuracies in the displayed prices of both individual stocks and 
stock indexes. The resulting price uncertainties reduced the liquidity of 
the futures markets as evidenced by the larger-than-normal difference, or 
spread, between prices quoted to buy or sell these contracts. W ider 
spreads meant that either buyers were required to pay more or sellers 
received less than usual for any trades they conducted during these 
periods. 

Second, derivatives liquidity problems were associated with the turmoil 
that occurred in various European currency markets from August through 
November 1992. According to a report by the International Monetary 
Fund, several OTC derivatives, including foreign exchange forwards, 
currency swaps, and options, experienced reduced liquidity, and spreads 
for buying and selling widened significantly. For example, the report noted 
that almost no forwards in Italian lire were traded for a 2-week period 
because of dealer uncertainty over short-term interest rates. Trading in OTC 
currency options also declined greatly during this time. The report stated 
that the volatility in currency prices and lack of foreign exchange forward 
prices prevented many dealers from writing options because they were 
unable to price them accurately. 
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O thers Were Less 
Concerned About R isks 

Other federal regulators and market participants were not as concerned 
about market growth and disputed the extent of r isks posed by market size 
and concentration. Some said that l inkages reduced rather than increased 
the potential for derivatives to cause or worsen a financial crisis. They 
pointed out that many financial disruptions have occurred without 
derivatives liquidity problems or a major dealer failure. 

These regulators and market participants said that market size and 
concentration were not problems. They said that concentration of dealer 
activity had occurred because of the nature of the business. They also said 
that the large amount of activity among major OTC deaJers reflected 
customer preference for dealing with prominent firms that have high 
credit quality and ample capital and that are better able to handle large 
numbers of sizable transactions. Moreover, they distinguished between 
concentration of derivatives dealing activity and concentstion of risk. The 
concentration of derivatives dealing activity, they said, did not necessarily 
reflect an equivalent concentration of risk. They added that concentration 
was not high in terms of individual types of derivative products. According 
to these regulators and market participants, most major OTC dealers 
extensively hedge their derivatives risk. F’urther, the Group of Thirty 
report noted that none of the institutions in its survey of the world’s 
largest derivatives dealers had more than a lo-percent share of the total 
notional/contract amounts of any particular derivative product, such as 
interest rate swaps. The Group of Thirty report also noted that 
concentration among firms offering more customized products was not 
much of a concern because of the small volume of these products 
compared with other derivatives, such as the most common interest rate 
swaps. 

Some regulators and market participants also believed that 
derivatives-related financial l inkages among firms and markets may act to 
reduce financial system risk. Although U.S. bank regulators were 
concerned about the impact of linkages, they noted in a 1993 reportlO that 
the impact of the European monetary turmoil was less severe than it might 
have been because of the existence of related derivatives markets. They 
reported that firms with currency positions were able to switch to 
exchange markets when OTC contracts were unavailable. As a result, 
volumes on many futures exchanges around the world reached record 
levels, according to the International Monem Fund report. Also, the 

‘ODeriwtive Product Activities of Commercial Banks, Joint Study Conducted in Response to Questions 
Posed by Senator Riegle on Derivative Products, the Federal Reserve Board, Federal Deposit 
Insurance Corporation, and the Office of the Comptroller of the Currency (Washington, DC.: 
Jan. 1993). 
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Group of Thirty report noted that derivatives assist in the efficient 
intermediation of markets and provide effective risk-management tools 
and techniques. The report stated that l inkages associated with derivatives 
could help reduce a financial disturbance by spreading it among more 
firms and markets. Further, the BIS report stated that linked markets could 
act as a safety valve by enabling price changes to be quickly transmitted 
across markets, thereby helping to diffuse disturbances. 

The Group of Thirty report also described how derivatives can reduce 
dealers’ vulnerability to liquidity problems. It discussed how derivatives 
dealers can isolate the individual risks of a particular product, allowing the 
firm to manage each risk independently and increasing the number of 
tools that can be used to manage them. For example, the interest rate risk 
of a highly customized US. dollar interest rate swap can be hedged using 
forwards, futures, other swaps, Treasury notes, or any other financial 
product whose value changes with interest rates. Thus, even if a C-m’s 
ability to hedge with one product is affected by liquidity problems, it can 
hedge with other products. 

Some regulators and market participants also said that the liquidity of 
derivatives had been successfully tested. They said that the derivatives 
portfolios of the Bank of New England and Drexel Burnham Lambert were 
closed out without causing market illiquidity. Again, events of the 
European monetary crisis were cited as evidence. That is, liquidity was not 
a problem during the high-volume trading of the European monetary 
turmoil when OTC derivatives counterparties were hard to find because 
dealers and end-users turned to the derivatives exchanges to hedge their 
IiSkS. 

Past Crises Have 
Required Federal 
Involvement 

If a disruption occurs in the derivatives markets or threatens to spread 
from other markets to the derivatives markets, federal intervention may be 
necessary to prevent a disruption from becoming a crisis. Should a crisis 
arise, federal regulators are likely to be involved in containing and 
resolving financial problems at banks and thrifts because of the potential 
risk to the financial system and the potential government liability for 
losses incurred by the federal deposit insurance funds-the Bank 
Insurance Fund and the Savings Association Insurance Fund.” In the past, 
resolving problems or crises in the financial system has been expensive. 

“The Bank Insurance Fund and the Savings Association Insurance Fund are funded primarily through 
assessments from federally insured banks and thrifts, respectively. Each is administered by the 
Feded Deposit Insurance Corporation The proceeds of these funds are used to compensate 
depositors, if necessary, should a federally insured institution fail. 
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For example, the US. thrift crisis has cost taxpayers hundreds of billions 
of dollars, On a smaller scale, but also expensive, was the failure of the 
Bank of New England in 1991, which cost the Bank Insurance Fund about 
$1.2 billion. The bank also had a portfolio of derivatives with a notional 
value of $30 billion that had to be carefully closed out, unwound, or 
transferred to other counterparties under federal supervision to avoid 
market disruptions. 

Federal regulators have also been involved in financial disturbances that 
did not involve bank. For example, when Drexel Burnham Iambert failed 
in 1990, federal involvement was necessary to keep payments flowing 
among Drexel’s various debtors and creditors and to avoid financial 
system gridlock. Federal action may have also averted a broader systemic 
crisis after the 1987 market crash. Federal Reserve officials said that 
during the crisis they took a number of actions, which included 
(1) providing liquidity to the financial system through the Federal Reserve 
open market operations, (2) contacting mqjor banks regarding their 
financial obligations, (3) suspending the rules governing the lending of 
securities to accommodate securities dealers, and (4) extending the 
opening and closing hours of their electronic transfer system for large 
dollar payments. 

The possibility of federal involvement is particularly an issue for banks 
because they have deposit insurance and direct ties to the Federal 
Reserve’s discount window. For the most part, bank derivatives trading 
and other related activities are carried out by the banks themselves rather 
than in affiliates within the bank holding company. As a result, customers 
may be more willing to deal with banks, and the banks may be more 
willing to take on risks because of deposit insurance and discount window 
access. In our 1991 report,12 we recommended that nontraditional banking 
activities only be conducted in separate subsidiaries by well-capitalized 
and well-managed banks. Although banks have engaged in some 
derivatives trading for years, the growth in volume and increased 
complexity of recent derivatives and related trading may have pushed 
many such activities outside the boundaries of traditional banking. 

The likelihood of federal involvement in a crisis may have been increased 
by recent legislation. The Federal Deposit Insurance Corporation 
Improvement Act of 199 1 (FDICIA) makes it easier for the Federal Reserve 
to lend directly to all types of financial fu-ms with liquidity needs in a 
crisis, not just to federally insured banks. 

‘Qeposit Insurance: A Strategy for Reform (GAO/GGD-91-26,  Mar. 4,199l). 
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Although derivatives can provide economic benefits, dealers and end-users 
can experience extensive unanticipated losses if they do not carefully 
manage the risks associated with the use of derivatives. Several large U.S. 
and international firms have reported extensive losses from derivatives 
transactions as a result of unanticipated market movements and 
weaknesses in their risk-management systems. The Group of Thirty and 
bank regulators have also reported weaknesses in risk management 
systems of derivatives dealers and end-users. Although strong corporate 
governance is critical to the success of any risk-management system, it is 
particularly crucial for managing the risks of complex and potentially 
volatile derivatives. Boards of directors, senior management, audit 
committees, and internal and external auditors all have key roles within 
the corporate governance system to manage the risks associated with 
derivatives. 

The general types of risk associated with derivatives--credit, market, 
legal, and operat;ions-exist for many financial activities. Therefore, 
risk-management policies and controls over such activities are also 
generally applicable to derivatives. However, the specific risks associated 
with derivatives activities are relatively difficult to manage, in part, 
because of the complexity of some of these products and the difficulties in 
measuring their risks. 

Until the publication in 1993 of a report sponsored by the Group of Thirty, 
firms lacked comprehensive guidelines for evaluating their 
risk-management practices. That report recommended specific derivatives 
risk-management practices as benchmarks for firms’ use. Subsequently, 
two federal bank regulators issued similar guidance on risk-management 
practices for the banks they supervise, Neither the Group of Thirty 
recommendations nor the federal bank regulators’ guidance has the weight 
of federal regulations. However, the 15 major U.S. dealers that we visited 
described derivatives risk-management systems that generally conformed 
with them. The Group of Thirty report indicated that not all dealers fully 
complied with its recommendations. Also, bank regulators found some 
serious weaknesses in major dealers’ risk-management systems. However, 
regulators and market participants said that improvements have been 
made in response to the recommendations and guidelines. 
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Strong Corporate Effective risk-management systems must be capable of responding to 

Governance Is Critical 
rapid and unanticipated changes in portfolio values resuiting ffom 
volatility in the financial markets. Strong corporate governance, which 

to Managing includes competent supervision by &ns’ boards of directors and senior 

Derivatives Activities management, is needed to ensure that such systems are in place and 
functioning as anticipated. The audit committees of the boards of directors 
should provide oversight of internal and external auditor activity to ensure 
appropriate focus and to ensure that management is not overriding 
internal controls. Although accountability for controlling the risks 
associated with derivatives rests with the boards of directors and senior 
management, auditors play a primary role in testing compliance with 
risk-management policies and controls. Management accountability for 
internal controls can be enhanced through annual formal assessments and 
public reporting on the effectiveness of r isk-management policies and 
controls. Review by the external auditor should enhance the reliability of 
such reports. The likely effect of such assessments and reporting would be 
to increase the attention given to derivatives risk management by senior 
management and boards of directors+ 

The 15 major OTC derivatives dealers we visited described how their 
boards and senior managers were involved in controlling derivatives 
activities. Recent studies of derivatives activities and some of our prior 
work have shown a need for improvement in corporate governance 
systems. In addition, significant losses have been reported recently by 
several participants in the derivatives markets. According to published 
reports, some of these losses were related to breakdowns in their 
r isk-management systems for derivatives activities. 

Corporate Governance 
Requirements Were 
Enacted by Congress in 
Response to Failures of 
Banks and Thrifts 

Our prior work analyzing failed financial institutions, including banks, 
thrifts, and insurance companies, showed that weak systems of corporate 
governance were a predominant characteristic of the failed institutions.’ 
Our report on the audit committees of the nation’s largest banks (those 
with assets of $10 billion or more) showed that their committees lacked 
the independence and expertise that we believed were necessary to 
properly oversee bank operations.2 Congress recognized the link between 

‘Failed Banks Accounting and Auditing Reforms Urgently Needed (GAO/AFMD-9143, Apr. 22,199l); 
Bank Failures: Independent Audits Needed to Strengthen Internal Control and Rank Management 
Aations 
and Unsafe Practices (GAO/AFMD@-62, June 16,1989); and Insurer Failures: Regulators Failed to 
Respond in Timely and Forceful Manner in Four Large Life Ipt. 
9, 1992). 

2Audit Committees: Legislation Needed to Strengthen Bank Oversight (GAO/AFMD-92-19, Oct. 1,199l). 
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past failures of financial institutions and weak corporate governance when 
it enacted FDICIA. This act requires management of large banks and thrifts 
to perform annual comprehensive assessments of financial institutions’ 
systems of internal controls over financial reporting and to report to 
federal regulators on the effectiveness of such systems. In addition, FDICIA 
requires the institutions’ external auditors to attest to managements’ 
assertions in a separate report to regulators. FDKIA also requires the 
applicable institutions to have an audit committee made up of outside 
directors who are independent of institution management and establishes 
a reporting link between the audit committee and external auditors. An 
essential responsibility of the audit committee is to review reports of 
management and the external auditors. For the largest institutions, FDICIA 

requires that audit committees include members with banking or related 
financial management expertise. 

Unfortunately, regulations issued to date by the Federal Deposit Insurance 
Corporation (FDlc) to implement the corporate governance provisions of 
FDICIA have been limited. FDIC’S decision to issue such limited regulations 
provides much latitude in how banks and thrifts implement the law and 
lessens the potential of the law to effectively control derivatives and other 
risk-taking by the banks. Effective implementation of the corporate 
governance model of FDICIA by major bank dealers and end-users of 
complex derivative products may require regulators to issue more specific 
regulations to ensure that the risks of derivatives activities are properly 
addressed. 

We believe that the corporate governance model established by FDICIA has 
broad applicability to both major dealers and end-users of derivative 
products. Strong internal control systems; independent, knowledgeable 
audit committees; and public reporting on internal controls are critical to 
firms engaged in complex derivatives activities and should play an 
important role in ensuring sound financial operations and protecting 
shareholder interests of these firms. Thus, we encourage the boards of 
directors of major dealers and end-users of derivatives that have not 
already done so to establish and implement these improvements. 

Management, D irectors, 
and Auditors All Play 
Crucial Roles in Effective 
Corporate Governance 

For derivatives market participants, an effective corporate governance 
system needs to specifically address all areas of risk related to these 
activities. In each of these areas, the board of directors, senior 
management (and its designated risk-monitoring unit), the audit 
committee, internal auditors, and external auditors all have important 
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roles in an effectively operating risk-management system. The different 
roles that each of these groups play represent critical checks and balances 
in the overall r isk-management system. 

For example, in an effective risk-management system, the board of 
directors would be responsible for approving the risk-management 
policies and controls that management proposes. By this approval process, 
the board would gain an understanding of the types and amounts of 
derivatives exposures and the impact they might have on the firm under 
varying scenarios. The board could look to the risk-monitoring unit and 
the outside auditors to provide an analysis of this exposure before it 
approves related policies and controls. The board ultimately would be 
accountable for the level of risk assumed by the firm concerning 
derivatives. Unless the board were knowledgeable and well-informed, it 
would become an ineffective link in the risk-management process. 

The role of senior management (and its risk-monitoring unit) would be to 
implement the approved policies and controls to ensure that risks from 
derivatives activities are (1) within the limits approved by the board, 
(2) properly analyzed before transactions are undertaken, (3) monitored 
on an ongoing basis, and (4) comprehensively reported on in a timely 
manner. For example, policies and controls would be in place to ensure 
that (1) before entering into transactions, established risk limits were 
understood, the legality of the related contracts was assessed, an analysis 
of counterparty financial strength was performed, market factors were 
considered, and system capabilities to record and track transactions were 
in place; (2) after entering into transactions, changes in counterparty 
strength and market factors would be constantly monitored and reacted to 
as necessary; and (3) the results of derivatives activities and the risk 
exposures they represent would be reported to the board and senior 
management on a regular basis. These risk-management activities would 
be thoroughly documented in order to provide the next link in the 
risk-management system--compliance testing. 

Oversight of testing compliance with risk-management activities wouId be 
most effective under the purview of the audit committee. Using the 
internal and external auditors as its tools, the audit committee would 
ensure that the approved risk-management policies and procedures were 
being effectively carried out in the daily operation of the firm and that 
management was not overriding related internal controls. This function 
would require systematic identification, testing, and evaluation of the 
critical internal controls that were designed to ensure compliance with 
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established policies and procedures. For example, risk-management 
controls could include requiring approval of transactions based on dollar 
thresholds, limiting concentrations of risk, monitoring counterparty credit 
deteriorations, testing the accuracy of counterparty information entered 
into the monitoring system, and verifying the existence of collateral, The 
audit committee would also oversee the development and implementation 
of a program for compliance testing and evaluation of these controls by 
the internal and external auditors. 

Effective oversight by the audit committee would require that committee 
members be independent of management and have a working knowledge 
of the risks and exposures of derivatives activities. The committee would 
have access to legal counsel and to other outside experts, if necessary, to 
help assess these risks and exposures. In addition, internal and external 
auditors would need to be highly trained professionals who were capable 
of evaluating the wide array of complex derivatives transactions and their 
related risks. 

The results of the internal control testing and evaluation would be 
reported to the audit committee, which would then report such 
information to the full board of directors. The board and management 
would take immediate action to correct control weaknesses identified in 
this process. 

Most of the major studies on derivatives activities-which did not 
specifically focus on the 15 major OTC dealers we visited-have indicated 
weaknesses in boards of directors’ and senior managers’ understanding of 
and controls over derivatives. The Group of Thirty report included, among 
other things, recommendations on the involvement of boards and senior 
managers in managing derivatives activities. The report noted that top 
management at some fnms may not have the expertise and involvement 
needed to adequately address the risks that derivatives pose to their firms. 
Similarly, the federal bank regulators’ joint study on derivatives reported 
that management needed to increase its awareness and understanding of 
the nature of the risks assumed in the fnms’ derivatives activities. 
Management and boards that do not have a sufficient understanding of 
derivatives should call upon experts to assist them in gaining knowledge 
of derivatives and in developing appropriate risk-management systems for 
the derivatives activities of their firms. 
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Regulators Play a Role in 
the Assessment of the 
Overall Adequacy of 

For regulated entities, another important check in the risk-management 
system is the applicable federal regulator. The regulator has the important 
role of an outside assessor of the 0vera.U adequacy of the risk-management 

Risk-Management Systems system. Federal banking regulators have been playing this role to some 
extent. They reported that bank derivatives dealers need to continue 
enhancing their procedures and infrastructures for managing and 
controlling derivatives risk as welI as committing sufficient financial and 
managerial resources to developing risk-monitoring systems. We found 
that bank examiners had identified at least 16 instances where major bank 
dealers had incomplete or inadequate policies addressing their derivatives 
activities. 

The regulatory role can be enhanced if the regulator establishes standards 
for prudent risk-management practices for derivatives and reporting 
requirements that allow for the monitoring of both specific entity and 
systemwide derivatives activities. The Office of the Comptroller of the 
Currency (OCC)~ and the Federal Reserve4 separately issued guidance for 
the use of their bank examiners and banks involved in derivatives 
activities. Both incorporated many of the Group of Thirty 
recommendations on board and senior management responsibility. This 
responsibility includes ensuring that derivatives activities are 
(1) consistent with boards of directors’ overall r isk-management 
philosophy and Grms’ business strategies, (2) conducted in a safe and 
sound manner, and (3) overseen by an independent risk-management 
group that has clear authority to carry out its responsibilities. 

In previous reports, we have recommended that banking regulators 
increase the effectiveness and efficiency of their regulatory examinations 
by focusing more attention on the adequacy of an institution’s overall 
system of internal controls. The types of r isk-management practices 
described in the guidance issued by occ and the Federal Reserve could be 
used by regulators not only as a basis for assessing risk-management of 
derivatives activities but also for assessing the overall r isk-management 
activities of the institution. FDICIA’S requirements for management and 
auditor internal control assessments and reporting, if properly 
implemented, could efficiently assist examiners in m&ing their 
assessments. Examiners can use the work of management and auditors to 

%anking Issuance (BC-277): Risk Management of Financial Derivatives, Comptroller of the Currency 
(Oct. 27,1993). 

4Supetision and Regulation Letter 93-69: Examining Riik Management and Internal Controls for 
Trading Activities of Banking Organizations, Board of Governors of the Federal Reserve System 
(Dec. 20, 1993). 
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supplement their examination procedures as long as they adequately 
review such work. 

Reporting on 
R isk-Management 
Assessments Is Key to 
Accountability 

Formal, documented assessments of r isk-management policies and 
controls, with public reporting of the results, would help strengthen 
risk-management systems through increased public accountability of 
management and boards of directors. This type of formal assessment and 
reporting helps fulfill (1) the need of investors to know how well their 
investments are being managed, (2) the necessity for regulators to have an 
early warning of problems that could lead to future fmancial deterioration 
of regulated entities, (3) the obligation of counter-parties and other 
creditors to understand the credit risk associated with these entities, and 
(4) the desire of the general public to have accountability in our financial 
system. 

Officials from all 15 dealers we visited said that they had documented 
assessments of r isk-management systems and some form of board of 
director and senior management involvement in monitoring and 
controlling derivatives activities.5 Examples of involvement that some 
cited included (1) senior managers assessing the institution’s risk 
exposure and establishing policies for derivatives, (2) derivatives 
managers reporting directly to the board of directors, and 
(3) executive-level committees establishing and approving the credit and 
trading limits for derivatives transactions. Nevertheless, the Group of 
Thirty report found that one-third of the dealers responding to its survey 
of 80 U.S. and foreign dealers did not involve senior management in 
authorizing traders to commit fums to transactions. 

We found that the external auditors performed some reviews of firms’ 
derivatives risk-management systems in connection with their audits. 
Some dealers reported publicly on managements’ assessments of internal 
controls. In general, we did not find specific reporting on risk-management 
systems for derivatives by the dealers. However, the 1993 annual reports 
of some dealers provided expanded discussion of r isk-management 
practices for derivatives. We did not find public reporting on internal 
controls, either general or specific, by the external auditors of these major 
dealers. 

6We did not attempt to duplicate the extensive indusm surveys and description of industry operations 
done by the Group of Thirty and others. Instead, we talked to major US. OTC derivatives dealers about 
their operations and surveyed them to obtain consistent information about particular riska (See app. 
III.) 
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Under FDICIA, beginning in 1994, dealers that are large commercial banks 
and their auditors are required to report to regulators on management 
assessments of internal controls over financial reporting and safeguarding 
of assets. These assessments encompass a major portion of the 
risk-management systems for derivatives. A  framework for evaluating and 
reporting on controls over financial reporting and safeguarding of assets, 
including the types of risk-management controls over derivatives 
activities, is now available to management and auditors. This framework, 
entitled Internal Control-Integrated Framework, was issued by the 
Committee of Sponsoring Organizations of the Treadway Commission 
(COSO) in September 1992. W ith a recent addendum concerning 
safeguarding of assets made at our request, we believe the coso framework 
is an effective approach to evaluating and reporting on internal controls. 
For purposes of public management reporting, the coso addendum 
provides the following definition related to safeguarding controls: 

“Internal control over safeguarding of assets against unauthorized acquisition, use or 
disposition is a process, effected by an entity’s board of directors, management and other 
personnel, designed to provide reasonable assurance regarding prevention or timely 
detection of unauthorized acquisition, use or disposition of the entity’s assets that could 
have a material effect on the financial statements.” 

The addendum provides a related deftition of effectiveness: 

“Such internal control can be judged effective if the board of directors and management 
have reasonable assurance that unauthorized acquisition, use or disposition of the entity% 
assets that could have a material effect on the fmsncial statements is being prevented or 
detected on a timely basis.” 

Formal assessments and repoting on internal controls over financial 
reporting and safeguarding of assets using the coso framework will 
provide a consistent measure of accountability for effective risk 
management of derivatives and other activities. The likely effect of such 
assessments and reporting would be to increase the attention to risk 
management by senior management and boards of directors. Currently, 
such assessment and reporting requirements and audit committee 
requirements apply under FDICIA to large insured depository institutions. 
Because many major derivatives dealers and end-users are not insured 
depository institutions, these requirements do not extend to them. 

A  strong system of internal controls is particularly important for major 
derivatives dealers because the volume and complexity of these activities 
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require significant reliance on systems. The application of FuIcIA’s 
requirements to all major dealers could be an effective means to ensure 
that their r isk-management systems were operating effectively. If the 
systems were operating effectively, they could help alleviate the risk of a 
systemic crisis resulting from the failure of one of these dealers. F’urther 
extension of these requirements to all major end-users of complex 
derivatives would greatly increase the accountability of these companies 
to investors, creditors, and the general public. Such strong corporate 
governance is not meant to preclude firms from taking risks but is meant 
to preclude them Erom taking risks without the knowledge and approval of 
senior management and the board of directors. 

The general types of risk associated with derivatives activities-credit, 
market, legal, and operations-must each be considered in the design and 
evaluation of an effective risk-management system. The corporate 
governance roles of the board of directors, senior management, the audit 
committee, and the auditors must extend to each of these types of risk. 
Determining the level of involvement of these various groups depends on 
the nature and magnitude of the pticular risk exposure. A discussion of 
each of these general r isks as it relates to the 15 firms we visited and 
specific guidance for controlling these risks follows. 

Credit Risk Is a Key 
Consideration in 
Managing OTC 
Derivatives 

Credit risk is the exposure to the possibility of fumncial loss resulting from 
a counterparty’s failure to meet its financial obligations. Major OTC bank 
dealers reported that the dollar amounts of credit exposures were 
generally lower for their derivatives activities than for their traditional 
loans as of December 1992. Also, for 1992, the major OTC dealers reported 
losses from credit risk of less than one-half of 1 percent of their gross 
credit exposures. However, managing credit risk can be difficult for OTC 

derivatives because credit exposure can change rapidly. The Group of 
Thirty recommendations and bank regulators’ guidance approached this 
risk in similar ways. The major OTC derivatives dealers we visited 
described procedures that generally followed these approaches. However, 
the Group of Thirty report and bank regulators’ examinations found 
weaknesses in the procedures derivatives dealers use to manage credit 
risk 

Credit Exposure Is 
Significant, but Losses to 
Date Have Been Small 

The major OTC derivatives dealers put their capitol at risk in an attempt to 
profit from their derivatives activities. Using equity (assets minus 
liabilities) as a simple measure of capital, we found that for these dealers, 
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derivatives-related credit exposures were higher than their equity. 
However, for all but one bank dealer, credit exposure from derivatives was 
lower than credit exposure from bank loans. For all of the major OTC 
derivatives dealers, their credit exposures from derivatives were also far 
lower than the outstanding notional/contract amounts of their derivatives 
contracts because the notional amount is not exchanged in many 
derivatives transactions and is not a measure of the amount at risk. The 14 
major U.S. derivatives dealers that responded to our survey reported that 
their combined gross exposure to credit risk from OTC derivatives in 1992 
was $114 billion, or 1.8 percent of their $MArillion notional/contract 
amounts. 

Our analysis indicated that the reported derivatives-related credit 
exposures of the major U.S. dealers varied. As shown in figure 3.1, the 
exposures for the 13 dealers for which information was available ranged 
from about 19 percent to more than 600 percent of equity capital. This 
means that the financial condition of some derivatives dealers would be 
more quickly affected than others by sizable derivatives-related credit 
losses. As shown in figure 3.1, the gross credit exposure of 10 of the 13 
dealers was equal to or greater than 100 percent of equity. 
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Figure 3.1: Derivatives Gross Credit Exposures of 13 U.S. OTC Derhratives Dealers as a Percentage of Equity, 1992 

600 Percent 

Note: Table only includes data for 13 of the 15 major OTC derivatives dealers because 2 did not 
make comparable public disclosures. 

Source: Annual reports for 1992. 

Our analysis of the reported derivatives-related credit exposures of the 
major U.S. bank dealers also showed that their derivatives activities 
generally represented less exposure than their lending activities. As shown 
in figure 3.2, the derivatives-related credit exposures for the seven U.S. 
bank dealers were, with one exception, much lower than the credit 
exposure arising from their loans. 
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Figure 3.2: Credit Exposures of 
Derivatives and Loans of Seven U.S. 
Banka Compared as a Percentage of 
Equity, 1992 
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Source: Annual reports for 1992. 

Although complete information was unavailable, the data on 
derivatives-related credit loss experience also showed that these ativkies 
had not produced large losses as of year-end 1992. According to data 
provided by the 14 major U.S. OTC derivatives dealers that responded to 
our survey, the 1992 total losses incurred by those dealers as a result of 
derivatives counterparty default was $250 million, or about 0.2 percent of 
their combined gross credit exposure. For the 3-year period from 1990 to 
1992, these dealers reported incurring total credit-related derivatives 
losses of about $400 million. 
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Assessing and Managing 
Credit R isk Is More 
D ifficult for OTC 
Derivatives 

Managing derivatives-related credit risk can be difficult because the 
amount of exposure can change rapidly. Almost ail derivatives-related 
credit exposure in the United States arises from OTC products because 
derivatives transactions conducted on exchanges are processed by 
clearinghouses. Clearinghouses guarantee payments between 
counterparties, thus significantly reducing credit risk for exchange-traded 
derivatives. 

Assessing and managing the credit risk of OTC derivatives requires close 
monitoring of changes in the market values of these contracts because 
such changes affect the potential loss from defaults. The market value of 
contracts changes with fluctuations in the underlying-such as interest 
rates or foreign exchange rates. For example, if the value of the German 
mark rises after a firm enters into a forward contract to buy marks at a 
future date, the contract value will have increased for this firm. However, 
this increased value can be realized only if the counterparty to the 
contract meets its obligation. In this way, increases in a contract’s value 
increase the firm’s credit exposure. To measure its total credit exposure, a 
fum with a derivatives portfolio must frequently update the values of its 
derivatives contracts to determine the impact on credit exposure of 
changes in market prices and rates. 

Guidance Exkts for 
Managing Derivatives 
Credit R isk 

The Group of Thirty report and the bank regulatory guidance state the 
following three important practices for firms in their management of 
derivatives credit risk: 

l Firms need to fully measure their derivatives-related credit risk and 
establish limits on the amount of exposure by counterparty. According to 
the recommendations of the Group of Thirty report, fully measuring firms’ 
derivatives credit exposures requires determining (1) each contract’s 
market value (current exposure) and (2) the potential increase in this 
market value @otential credit exposure). The second step involves 
estimating a probable future market value for a derivatives contract, 
assuming changes in the underlying market prices or rates.6 

. Firms need to establish a separate, independent credit management 
function for overseeing customer credit analysis, developing credit limits, 
and monitoring compliance with these limits. The Group of Thirty 
recommended that an independent credit r isk-management function with 
clear authority and analytical capabilities be responsible for approving 

%I a typical interest rate swap, the potentid credit exposure increases early in the life of the swap and 
then declines as the maturity date nears. 
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standards used to measure credit exposure for all activities, not just 
derivatives, setig credit limits and monitoring their use, reviewing 
credits and concentrations of credit risk, and reviewing and monitoring 
risk-reduction arrangements. 

l Firms need to use bilateral netting agreements to reduce their credit 
exposures with individual counterparties, Such agreements allow parties 
to combine payment obligations arising from multiple transactions into 
one net payment and also allow them to create only one obligation in the 
event of one party’s default or faihxe.7 

Major U .S. Dealers Manage Officials of the major U.S. derivatives dealers we interviewed described 
Credit R isk in Various managing their derivatives-related credit risk in ways that generally 
Ways conformed to recommendations by the Group of Thirty and guidance 

provided by bank regulators. Officials of these dealers said that their firms 
operated with independent credit risk-management functions, had 
established credit limits, and used netting agreements. In addition, they 
said that their firms reduced credit risk by conducting most of their 
derivatives transactions with counter-parties that had high credit ratings. 

Each of the 15 major OTC dealers we visited reported having an 
independent credit risk-management group. These groups were described 
as being responsible for analyzing the credilxorthiness of potential 
derivatives counter-patties, setting limits on such exposures, and 
monitoring compliance with these limits. For example, officials of one fum 
told us that its separate credit management department had established 
nine categories of creditworthiness for derivatives counter-patties. The 
officials said that the department used these categories to set varying 
limits on the amount of derivatives transactions that could be made with 
firms in these categories. They said that the credit management 
department was separate from the derivatives trading departments and 
reported directly to this firm ’s senior management. 

?In addition to bilateral netting, multtlateral netting has the potential to further reduce credit risk. 
Under multilateral netting, each participant has one obligation that results from netting its positions 
with those of all other participants in the multilateral netting system. Multilateral netting reduces the 
amount of money subject to settlement risk (the risk that funds and/or financial instruments will not 
be exchanged as anticipated) by releasing capital currently used to support derivatives transac tions. In 
this way, multilateraI netting can reduce systemic risk. However, it also has the potential to increase 
systemic risk by concentrating risk in a central counterparty and increasing incentives to expand 
derivatives activities to lower credit counterparties. While multilateral netting systems exist for 
exchangetraded derivatives, no major multilateral netting system exists for OTC derivatives. 
Commercial banks are developing proposals to establish such systems for certain OTC foreign 
exchange contracts, but progress has been shown. (See Report of the Committee on Interbank Netting 
Schemes of the Central Banks of the Group of Ten Countries, BIS (Basle, Switzerland: Nov. 1990). 

Page 57 GAO/GGD-94-133 Financial Derivatives 



Chapter 3 
Derivatives Require Caref’ul Management 

Officials of each of the 15 dealers also told us that they had established 
credit risk limits and systems to ensure firms’ observance of the limits. 
Features of their credit risk-monitoring practices included (1) using 
automated systems to quickly determine whether a counterparty’s limit 
had been exceeded; (2) checking compliance at the end of the day and 
directing instances of exceeded limits to management for action; and 
(3) requiring traders to seek prior management approval for some 
transactions, such as those exceeding a certain dollar threshold. 

The 14 dealers that responded to our survey reported they were using 
netting agreements to reduce credit risk. According to our survey, a 
combined total of about 75 percent of OTC derivatives notional/contract 
amounts were subject to netting agreements for the 12 fnms that provided 
specific information as of December 1992. The 14 dealers that responded 
to our survey reported that their combined gross exposure to credit risk 
from OTC derivatives as of December 1992 was $114 billion. This amount 
was reduced to about $68 billion after taking into account netting 
agreements, collateral, and other credit risk reduction techniques. 

The 14 dealers also said they reduced their credit risk by conducting most 
of their derivatives activities with counterparties of high credit quality. 
Twelve fnms reported that 94 percent of both their notional/contract 
amounts and credit exposure as of December 1992 was with investment 
grade counterparties. That is, most of their counterparties had BBB or Baa 
and higher credit ratings.s We also developed information that conCrms 
the high credit quality of most derivatives counterparties. From publicly 
available data, we identified 200 firms with swap portfolios of at least 
$1 billion as of year-end 1991. These firms included many financial 
institutions and commercial firms. As shown in table 3.1,97.5 percent of 
the total $5.5 trillion of outstanding notional amount of swaps held by 
these fn-ms was recorded by firms that had investment grade ratings. Only 
2.5 percent of the total was recorded by fms with noninvestment grade 
ratings. 

*According to major credit rating agencies, Standard & PoorWMoody’s, AAA/Aaa through EBB/&a 
ratings are investment grade, respectively. AAA&aa are the highest rating indicating that capacity to 
repay debt is extremely strong. ANAa indicate a very strong capacity to repay differing from AAMAaa 
only in a small degree. A indicates a strong capacity to repay although with somewhat more 
susceptibility to adverse effects of changes in circumstances and economic conditions than in the 
higher rated categories. BBB/Baa indicate an adequate capacity to repay but with somewhat more 
susceptibility to adverse effects of changes in circumstances and economic conditions than in the 
higher rated categories. 

Page 68 GAOIGGD-94-133 Financial Derivatives 



Chapter 3 
Derivativea Require Carerul Management 

Table 3.1: 1993 Credit Ratings of 290 
Companies With More Than $1 BIllion 
in Swaps Outstanding as of Year-End 
1991 

Dollars in billions 

Credit rating 
AAA or Aaa 

Number of Outstanding notional 
companies amounts of swaps Percent 

21 5535 9.7% 

AA or Aa 34 1,747 31.7 
A 70 2,023 36.7 

BBB or Baa 38 1.066 19.4 
Total investment grade 171 $5,371 97.5% 

Speculative 15 30 0.6 

Unrated 14 106 1.9 

Total noninvestment grade 29 $136 -2.5% 
Sources: Swaps Monitor Publications, Inc., Derivatives Strategy & “tactics, Inc., and various 
annual reports. 

The likelihood of default losses on investment grade credit exposure is 
low, on the basis of historical performance. A  major credit-rating agency 
tabulated the performance of 4,000 bond issuers over a 22-year period. It 
found that the worst l-year default rate for investment grade issuers was 
1.1 percent for those fuxns that had Baa ratings within the prior year. The 
demand for a top credit rating among on: market participants has 
provided an incentive for derivative dealers, whose credit ratings are 
below MA and AA, to create separately capitalized, credit-enhanced AAA 
subsidiaries. These subsidiaries have ratings higher than their parent firms 
primarily because capital is segregated in the separate subsidiaries. 

Weaknesses in Credit 
R isk-Management 
Procedures Have Been 
Found 

The recommendations of the Group of Thirty and the guidance of federal 
bank regulators were based on weaknesses that the Group of Thirty and 
the regulators each had discovered in the procedures of various 
derivatives dealers. According to survey results published in the Group of 
Thirty report, 25 percent of the 80 dealers surveyed did not monitor 
counterparty exposures on at least a daily basis. Although most dealers 
regularly updated and monitored the market values of their derivatives 
(their current exposure), about 78 percent did not frequently adjust the 
total estimated credit exposures to account for changes in the potential 
credit exposures of individual transactions. Not adjusting these amounts 
can lead to inaccuracies in calculations of a firm ’s total credit risk. 

In its dealer survey, the Group of Thirty also found that most firms’ 
risk-management systems were incapabIe of monitoring 
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derivatives-related credit risk across products and activities. The systems 
used by about half of the dealers did not aggregate exposures from 
derivatives and nonderivatives activities across all products and all 
business lines. Of these, about half planned to introduce this capability. 
W ithout this capability, a firm could extend credit that exceeded 
previously determined limits. About 66 percent of the dealers surveyed 
also had not integrated their derivatives-related credit r isk-management 
systems with those for other activities, such as loans. And less than half of 
these planned to make this improvement. 

Bank regulators have cited major U.S. bank derivatives dealers for credit 
r isk-management weaknesses, such as failure to set or follow risk limits. 
For example, one institution did not always document credit approvals for 
derivatives transactions. Another institution was not, monitoring its credit 
exposures with counterparties on a global basis. Because of these 
weaknesses, these institutions could not ensure that they would not 
exceed their counterparty limits. 

Managing Market Risk Another derivatives-related risk is market risk, As defined in chapter 1, 

for Derivatives Can Be 
market risk is the exposure to the possibility of financial loss resulting 
f rom unfavorable movements in interest, and currency rates as well as 

Complex equity and commodity prices. A key step in managing market risk is 
measuring it. Accurately measuring derivatives market risk is dependent 
upon accurate derivatives pricing. However, pricing can be difficult 
because derivatives’ values are affected by many factors. The Group of 
Thirty recommendations and regulatory guidance proposed similar 
practices for managing market risk And the major U.S. dealers we visited 
described practices that were generally like those proposed. However, the 
Group of Thirty and federal bank regulators have identified weaknesses in 
the practices derivatives dealers fpllow in managing market risk. 

Measuring and Managing 
Derivatives Market R isk 
Can Be D ifficult 

Accurately measuring the market risk for derivatives portfolios requires 
the use of modern computer systems and software that rely on the most 
advanced mathematical, statistical, and database techniques. One aspect 
of derivatives that makes measuring and, therefore, managing market risk 
difficult is that their values are influenced by many different factors. For 
example, the value of a portfolio of foreign exchange options is affected by 
changes in exchange rates, interest rates, and the length of time remaining 
before the options expire. 
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Increased difficulty in properly assessing the extent of some derivatives’ 
market risk also arises because OTC products lack centralized markets, 
such as exchanges, where prices are readily disclosed. Instead, dealers of 
OTC derivative products use sophisticated mathematical models to 
compute a product’s value using various factors. Sometimes, the factors 
used in these calculations are assumptions that can vary depending on 
characteristics, such as the periods selected to calculate their value. 

The market risk of derivatives can also be difficult to measure because the 
values of some of these products can change in different proportions than 
the assets or rates that underlie them. For example, if the exchange rate 
between two currencies changes by 5 percent, the value of a foreign 
exchange forward involving these currencies would change roughly 
symmetrically, or by about 5 percent. However, the value of options 
involving these currencies would not change symmetrically. The 
asymmetrical movement in option prices makes measuring their market 
risk and, therefore, appropriately managing it more difficult, especially as 
the size of a firm’s portfolio grows. 

Further, the development of more complex derivative products, such as 
hybrid derivatives, complicates pricing and, therefore, measuring and 
managing market risk. Hybrid derivatives are composite products that can 
include two or more underlyings that can determine pricing and payout 
(profit or loss). However, the two or more underlyings cannot be isolated 
or decomposed into independent single underlyings. As a result, while 
hybrids can be more economical (for example, composite options are less 
costly than a portfolio of options on every underlying), the risk of 
mispricing can be greater. 

Finally, measuring the extent of market risk of derivative products alone is 
not sufficient to understand the firm’s total market risk. Derivatives might 
be used in conjunction with other assets and liabilities. As discussed in 
chapter 1, a forward contract might be used to hedge the future value of a 
firm’s cash in another currency. As the exchange rate fluctuates, the value 
of the forward contract and the value of the cash will change in opposite 
directions. Therefore, determining the firm’s market risk requires 
assessing the market risk of both positions in relation to each other. These 
assessments can get extremely complicated for the major OTC derivatives 
dealers, because they do not hedge each asset or liability individually. 
Rather, they might hedge different combinations of assets and liabilities 
together using different combinations of derivatives. Determining their 
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total market risk requires assessing the relationships and changes in 
values of their entire portfolio. 

Although only limited data exist on the extent of unanticipated losses due 
to market risk involving derivatives, the available information indicates 
that such losses can be significant. As indicated in chapter 1, while 
leverage provides a less expensive way to profit from market value 
changes, it can also lead to potentially large losses. For example, a futures 
contract to buy $100,000 of U.S. Treasury bonds can be purchased by a 
deposit of as little as $1,500. However, if the price of these bonds declines 
by only 1 percent, the value of this futures contract would decrease by 
$1,000, or 66 percent of the amount deposited. We could not identify any 
aggregate data on losses resulting from derivatives activities, but recent 
regulatory and press reports have indicated that commercial firms that axe 
end-users have suffered large losses by either speculating using derivatives 
or failing to properly manage attempts to hedge their business activities. 
For example, one large international fnm lost more than $1 billion in 
derivatives transactions after market prices moved against its derivatives 
transactions9 

Guidance Exists for 
Managing Market R isk 

The Group of Thirty recommendations and federal bank regulatory 
guidance encourage dealers to include in their r isk-management systems 
two primary elements. First, systems should be able to measure and limit 
exposure to market risk losses. This requires firms to value all their 
derivatives using market values-called mark-to-market. Federal Reserve 
guidance recommends that banks mark-to-market their derivatives 
portfolios at least daily. It also recommends that banks have systems that 
assess the impact of price movements’, or exposure to loss, of a given 
probability over a specified time on derivatives. In addition, the guidance 
recommends that boards of directors set approved limits on such 
exposures to loss. Second, systems should stress test, or simulate, the 
impact that various changes in market prices and rates would have on the 
value of a firm’s derivatives portfolio. For example, Federal Reserve 
guidance expects the bank to analyze its ability to withstand changes in 

@According to the Commodity Futures Trading Commission (CFTC) and various trade journals, in late 
1993, the U.S. subsidiary of a large German commodities firm reportedly incurred extensive losses on 
various OTC and exchange-traded derivatives contracts after oil prices moved against the firm 
Financial assistance arranged by Deutsche Bank, a part owner of the firm, reportedly involved more 
than 120 international banks and about $2 billion to resolve the crisis. According to news accounts, 
poor operations controls were responsible for allowing the losses at this firm to grow to such levels, 
Reports are also beginning to appear about unanticipated derivatives losses totaling in the hundreds of 
millions of dollars by some US. firms. 
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price resulting from market events or changes in market participant 
behavior that could have adverse effects 

Dealers Report Using a All 15 major U.S. dealers we visited described having risk-management 
Variety of Ways to Manage systems that included limits on their market risk exposure and stress 
Market R isk testing procedures, although the way each firm’s system operated varied, 

The 15 dealers said they valued their derivatives portfolios on a 
mark-to-market basis and had limits on their exposure to market risk. 
Often these dealers had overall limits that included limits on the amount of 
exposure that could be incurred by different organizational units, 
products, or individual traders, 

The dealers measured these limits in various ways. For example, one 
official said that the ii.rm used earnings-&-risk limits that established the 
maximum amount of earnings the firm was willing to risk in its derivatives 
portfolio. An official of another Crm said the firm set limits based on a 
daily measurement of the maximum amount it could lose on its derivatives 
positions over the next year. This firm’s risk-management system 
produced a report of these amounts across risk categories, including 
interest rates, equities, commodities, and various foreign currencies. 

The systems these dealers used to report their market risk exposures also 
varied. We were told about (1) a system capable of updating the values of 
all positions almost immediately, giving management knowledge of the 
current value of the fum’s derivatives holdings; (2) a system that provided 
traders and supervisors instant access to information on individual 
trader’s positions and provided daily consolidated reports to management; 
(3) a system that compiled the value of derivatives holdings on a global 
basis; and (4) a system that consolidated aLI positions in specific 
geographic areas but not for the firm as a whole. 

The 14 dealers that responded to our survey reported that they stress 
tested their portfolios to determine the effects of movements in market 
prices on portfolio value, including the firms’ derivatives. The tests were 
intended to simulate price changes based on historical volatilities over, for 
example, a Z-year period. The actual periods used by other firms varied. 

Page 63 GAO/GGD-94-133 Financial Derivatives 



Chapter 3 
Derivatives Require Careful Management 

Weaknesses in Market 
R isk-Management 
Procedures Have Been 
Found 

The Group of Thirty and federal bank regulators have identified some 
weaknesses in the procedures derivatives dealers used to manage market 
risk. Of the SO U.S. and foreign derivatives dealers that the Group of Thirty 
surveyed, 15 percent indicated they did not mark their derivatives trading 
portfolios to market. Large dealers more frequently reported having 
systems that marked derivatives to market than did small ones. Also, 
39 percent of the dealers surveyed did not stress test their portfolios to 
determine the impact of unexpected market changes on their derivatives 
portfolios; 20 percent of the large dealers in the survey were not using this 
technique. 

Bankexamin ers have identified weaknesses in procedures used by major 
U.S. bank dealers to control market risk. For example, bank examiners 
identified at least 12 instances of these banks failing to accurately value 
their derivatives positions. At one institution, regulators found that the 
bank had not yet developed earnings-at-risk limits for all the derivative 
products it was trading. At another bank, regulators found that the 
institution’s risk limits for changes in the value of interest rate products 
with different maturities were not sufficiently detailed to limit losses that 
could occur if interest rates did not change equally for all maturities. 

Various Factors Affect 
Legal Enforceability 
of Derivatives 
Contracts 

A third type of derivatives-associated risk is legal risk-the possibility of 
fmancial loss resulting from an action by a court or by a regulatory or 
legislative body that invalidates a derivatives contract or prior derivatives 
transactions. Legal risk is associated primarily with OTC contracts in the 
United States because the legal standing of exchange-traded derivatives is 
better established. The management of legal risk requires anticipating 
events that could affect the enforceability of contracts. To date, we are 
aware of one case involving action by a legal body that produced relatively 
large losses for some dealers. The Group of Thirty report and bank 
regulatory guidance address legal risk in derivatives activities, and firms 
report using a variety of ways to manage this risk. 

The primary legal risk for derivatives is that a court or other body will find 
the contract to be unenforceable, For example, the terms of a derivatives 
contract may violate a law. Until recently, users of swaps and other OTC 

derivatives in the United States faced the risk that a court would invalidate 
their contracts as illegal off-exchange futures contracts. The Commodity 
Exchange Act (CEA) requires that any trade in a futures contract be 
executed on an exchange designated by WCC. Although CEA does not 
define a futures contract, administrative and judicial decisions have 
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applied the term broadly enough to potentially include swaps and other 
derivatives that have futures-like characteristics. A judicial decision 
defining one of these contracts as a futures contract would have both 
invalidated the contract and called into question the legality of many OTC 

derivatives activities. 

Without resolving whether any OTC derivative was a futures contract, CFTC 
substantially reduced this legal risk by using authority that the Futures 
Trading Practices Act of 1992 granted it to exempt swaps from most CEA 
provisions, including the exchange trading requirements. However, the 
exemptive provision does not completely eliminate the risk that a swaps 
contract could be found to violate CEA. Furthermore, it does not apply to 
swaps whose payments are baaed on the prices of securities or securities 
indexes. 

The potential for derivatives to be found in violation of existing laws also 
exists in other countries. The Group of Thirty reported that some 
derivatives continue to face uncertain treatment under gambling statutes 
in Brazil, Canada, and Singapore. 

Another source of legal risk is that a party to a derivatives contract may be 
deemed to have lacked the authority to have entered into the contract. A 
legal decision of this kind in the United Kingdom produced some of the 
largest derivatives losses that have occurred to date. In this case, a court 
found that a local government council lacked the legal authority to enter 
into derivatives contracts. That decision invalidated the council’s swaps 
and other contracts. As a result of the decision, the derivatives contracts 
of approximately 130 such local councils were invalidated, resulting in 
losses of about $178 million to more than 75 derivatives dealers. 

Even when a contract is valid, a court or other organization may not give 
effect to a material contract provision. For example, many derivatives 
dealers and users are concerned about the enforceability of netting 
agreements. As discussed previously, netting is a means of reducing the 
credit risk associated with on: derivatives contracts. Counter-parties to a 
series of contracts agree to offset their reciprocal payment obligations 
against each other and exchange a single payment representing only the 
difference. Netting thereby reduces their credit exposures by preventing 
one counter-party that becomes insolvent from suspending its payments, 
while at the same time demanding performance by its counterparty. 
Recent changes in U.S. law have made the enforceability of netting 
virtually certain; however, questions remain about the enforceabiliw of 
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some netting agreements. Because the law does not explicitly address 
cross-product netting, doubt remains about the enforceability of all 
agreements to net across product types. That is, to net a swaps amount 
against a forwards amount is still in doubt. 

The enforceability of netting in other countries is uncertain. The Group of 
Thirty report, which considered legal opinions addressing derivatives 
issues for the United States and eight other countries, stated that although 
many of these countries had taken steps to increase the legality of netting 
agreements, more could be done to increase certainty. For example, the 
report noted that in Australia no specific law provided for the netting of 
obligations and that in Japan no court precedent supported netting. 

The bank regulatory guidance recommended similar procedures for 
limiting legal risk. It indicated that banks should reasonably satisfy 
themselves that their counter-parties have the legal authority to enter into 
transactions. In addition, it recommended that banks satisfy themselves of 
the legality of the terms of any contract governing their derivtives 
activities with a counterparty. 

All II major U.S. derivatives dealers that responded to the legal risk part 
of our survey described similar methods of limiting the legal risk in 
derivatives activities. These dealers indicated that their legal departments 
assessed the enforceability of their derivatives contracts and, when 
appropriate, obtained legal opinions regarding counterparties’ authority to 
enter into contracts. 

Major OTC The last risk in derivatives activities that we discuss is operations 

Derivatives Dealers 
risk-the exposure to the possibility of financial loss resulting from 
inadequate systems, management failme, faulty controls, fraud, or human 

Reported Using error. The Group of Thirty and bank regulators have recommended ways 

Sophisticated Systems to address operations risk, and the major OTC derivatives dealers’ 

to Manage Operations 
descriptions of their systems generally included some of the same 
recommended elements. However, the Group of Thirty and regulators 

Risk, but Weaknesses have identified weaknesses in derivatives dealers’ management of 

Have Been Identified operations risks. F’urther, while the losses we reported earlier resulted 
from unexpected market movements, the magnitudes involved reflect a 
breakdown in operations controls, Only such a breakdown could allow 
losses to grow so large before being detected. 
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Managing derivatives’ operations risk requires developing the procedures 
and controls needed to ensure the effective management of the other basic 
types of financial risk, including credit, market, and legal risks. The Group 
of Thirty indicated that the procedures and controls of derivatives dealers 
should be adequate to ensure that derivatives transactions are recorded 
accurately; r isks are measured fully; and traders comply with all required 
policies, procedures, and limits. The complex nature of many derivatives 
transactions increases the difficulty of developing adequate procedures 
and controls. For example, determining the value of most derivative 
products requires complicated mathematical calculations that are not 
easily done, especially on a daily basis, without advanced computer 
systems and skilled personnel. 

The Group of Thirty recommendations and bank regulatory guidance 
provided similar procedures for controlling the operations risk of 
derivatives. They recommended that firms 

l invest in qualified personnel and comprehensive risk-management systems 
that are commensurate with the scope, size, and complexity of their 
activities and risks; 

9 establish credit r isk-management and market risk-management functions 
that are independent of trading personnel; and 

9 conduct internal audits of their derivatives activities to ensure that 
policies, procedures, and limits related to derivatives are being followed. 

All 15 major U.S. derivatives dealers we visited told us they had controls 
over their derivatives activities. Examples they cited included the 
separation of duties between trading and administrative staff, independent 
transaction confiu-mations, and independent pricing of their OTC portfolios. 

A specific example of a control used by the dealers we visited was that 
they generated information on their derivatives trading activities from two 
separate groups. The groups were traders, those who contact customers 
and do transactions, and administrative staff, those responsible for 
accounting and systems operations. Each group reported trading totals 
and estimated exposures daily and then compared the reports for 
consistency. These dealers emphasized the importance of good 
communication between both groups, pointing out that each must provide 
a check on the other, while having segregated duties and independence in 
key activities. 
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Although the major dealers attempted to control their operations risk, the 
Group of Thirty report noted that firms using derivatives should increase 
their efforts to hire additional qualified staff to administer support 
functions. The report found that the transaction confirmation function was 
fully automated at 40 percent of the dealers, partially automated at 
10 percent of the dealers, and not automated at 45 percent of the dealers.” 
Of the dealers that were partially automated or not automated, 80 percent 

planned to automate completely. Finally, the Group of Thirty found that 
one-third of the dealers that responded to its survey did not involve senior 
management in authorizing traders to commit the firm to transactions. 

Effective management of operations and other derivatives risks requires a 
strong system of corporate governance. Earlier we discussed the 
importance of instituting such systems for major derivatives dealers and 
end-users. While the Group of Thirty report and regulators’ guidance 
address some aspects of corporate governance, we do not believe they 
alone are enough to ensure that derivatives risks wiU be effectively 
managed. 

IDThese percentages are quoted from the Group of Thirty report. They did not add to 100 percent. 
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Bank Regulators Are Improving Their 
Derivatives Oversight, but Weaknesses 
Remain 

To better ensure the safety and soundness of individual banks and the U.S. 
financial system, federal bank regulators oversee all bank activities, 
including derivatives activities. Regulators use three primary means to 
oversee bank activities: reviewing required reports; requiring adherence to 
minimum capital standards; and conducting periodic examinations to 
verify compliance with reporting, capital, and other regulatory 
requirements. Although bank regulators have proposed improvements to 
the reports banks submit, information banks are currently required to 
report on credit risk exposures and derivatives earnings is insufficient for 
regulators to use in monitoring and identifying potential problems of 
major bank OTC derivatives dealers. Also, although minimum capital 
standards are designed to protect against credit risk losses from 
derivatives, banks’ capital standards do not completely address the other 
risks of derivatives activities. Efforts are under way to expand these 
standards. Finally, bank regulatory examinations, which are critical to 
effectively monitoring the risk-management practices of the major bank 
dealers, cover derivatives activities but do not comprehensively assess and 
document internal controls over these activities. Bank regulators have 
taken other actions to address the risks associated with derivatives 
activities, including issuing guidance and sharing information in 
interagency forums. 

Various Orgtizations A primary purpose of federal banking regulation is to better ensure the 

Are Responsible for 
safety and soundness of individual banks and the U.S. financial system. 
Federal bank regulators monitor the financial soundness of federally 

Overseeing Banks and insured banks to protect depositors’ interests and to minimize potential 

the U.S. F’inancial losses to the Bank Insurance Fund. In addition, the Federal Reserve is 

System 
responsible for ensuring the overall stability of the U.S. financial system by 
serving as a lender of last resort for banks and other institutions. 

Four federal regulators oversee banks and thrifts, and these institutions 
may also be subject to oversight by state regulatory authorities. Banks 
with national charters are overseen by OCC. State-chartered banks that are 
members of the Federal Reserve are overseen by the Federal Reserve as 
well as by state-level banking authorities. The Federal Reserve also 
oversees bank holding companies. Federally insured state-chartered banks 
that are not Federal Reserve members are subject to the oversight of the 
FDIC and state banking authorities.’ Thrifts are overseen by the Office of 
Thrift Supervision and, if not federally chartered, by state authorities. 

‘FIX also has some backup supervisory responsibilities for all federally insured depository 
institutions, even those primarily overseen by the Federal Reserve, OCC, and the Office of Thrift 
Supervision 
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Of the top seven U.S. bank derivatives dealers included in our study, four 
are overseen primarily by occ, and the other three are primarily regulated 
by the Federal Reserve and state banking authorities. We did not identify 
any thrifts that were derivatives dealers. As a result, the following 
discussion does not include thrifts overseen by the Office of Thrift 
Supervision. 

Regulators Are Not To monitor the level of risk and the financial health of banks, regulators 

Collecting Sufficient 
require banks to periodically report information on their operations, 
including their derivatives activities. As of April 1994, the 

Information on Credit derivatives-related information in reports banks were required to file was 

Risk and Earnings limited to total notional/contract amounts, total aggregated 
derivatives-related credit exposure, and total aggregated trading-related 
earnings from derivatives and other trading activities. However, bank 
regulators did not receive information such as large individual 
counterparty credit exposures or the source and amount of derivatives 
earnings. As a result, bank regulators cannot adequately monitor the credit 
risk of major on: bank derivatives dealers or identify the way these dealers 
use derivatives. Bank regulators have recently proposed collecting 
additional information on banks’ derivatives notional/contract amounts 
and market values, but these proposals do not include individual 
counterparty credit exposures or sufficient detail on derivatives earnings. 

Current Reporting Is 
Incomplete 

Reporting requirements are a means for bank regulators to monitor the 
financial condition of banks, including their derivatives operations. The 
current requirements for collecting information on the notionaVcontract 
amounts of derivatives activities are designed to enable bank regulators to 
identify the major market participants and monitor market trends. They 
also assist regulators in determining where best to apply examination 
resources at individual institutions. 

As of April 1994, information that regulators were collecting on the total 
aggregated derivatives-related credit exposure provided them with only a 
limited and infrequent measure of the risk derivatives pose to these 
institutions. More detailed and frequent information on individual 
counterparty derivatives-related credit exposures would enable regulators 
to better ensure the safety and soundness of bank derivatives dealers and 
respond effectively in case of a market disruption. It would, for example, 
enable regulators to identify specific concentrations of credit exposure 
large enough to affect a bank’s financial soundness. Identifying large credit 

F 
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exposures to classes of counterparties, such as those in a particular 
industry or country, could be especially useful if the economic prospects 
or financial conditions of those counterparties changed over time. If a 
large derivatives dealer failed or developed financial problems, regulators 
could also use counterparty exposure information to identify the 
institutions to be contacted first as part of mitigating a crisis or resolving a 
failure. 

Banks-including the seven major bank derivatives dealers we 
identified-have been required since 1990 to more precisely report the 
notional/contract amounts of their derivatives activities. These reports are 
required quarterly and are to include separate totals for interest rate and 
foreign exchange derivatives and a combined totA for equity and 
commodity derivatives. For each of these types of derivatives, banks 
report a combined total for forwards and futures and separate totals for 
options and swaps.’ Each quarter, banks also report their total 
derivatives-related credit exposure, aggregated for all counterparties. 
Separate totals are reported for interest rate and foreign exchange rate 
contracts, with subtotals reported for contracts maturing in 1 year or less 
and those maturing in more than 1 year. 

Derivatives’ credit exposures change continuously as positions, rates, and 
prices change. The major bank dealers monitor their performance at least 
daily, with many doing so more frequently. Major changes in exposures 
can occur often. Thus, regulators, who receive banks’ reports quarterly, 
run the risk that they will miss potentially damaging changes in credit 
exposures. Regulators need immediate access to information such as 
individual firm and aggregate credit exposures to anticipate or respond to 
a financial crisis. 

Regulators do not require banks, including the major bank derivatives 
dealers, to routinely report information about large derivatives-related 
credit exposures to individual counterparties or classes of counterparties. 
Information on individual banks is available, however, to the regulatory 
staff during on-site examinations. The importance of such information for 
regulators was illustrated during an examination of a large bank 
derivatives dealer. After requesting a listing showing a.ll counterparty 

%3eparate notionaYcontmct amounts are repolted for options written and options purchased. 

3Total derivatives-related credit exposure is measured by the total replacement cost for contracts that 
have a positive market value. Exchange-traded products are excluded from these totals if they are 
subject to daily payment of margin, which greatly reduces their credit exposure. Foreign exchange 
contracts with maturities of 14 days or less are excluded because their replacement costs are usually 
small. 
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exposures, the regulatory staff noted that the bank had accumuhrted large 
derivatives-related exposures to a group of foreign banks whose financial 
condition had deteriorated. As a result, the regulatory staff required bank 
officials to brief them on efforts to more closely monitor and reduce these 
exposures, if it became necessary. By not requiring banks to routinely 
report this type of counter-party information, bank regulators may miss 
future opportunities to act before signitlcant losses are incurred. 

Regulators Have Proposed Bank regulators have proposed expanding derivatives-related reporting 
Collecting Some Additional requirements, but their proposal does not require banks to report 

Informat& on Derivatives sufficient information on their credit exposures. On March 9,1994, the 

Amounts and Credit Federal Financial Institutions E xamination Council (FTIEC), which 

Exposures prepares policies and guidance on behalf of all the federal bank and other 
depository institution regulators, issued a proposal that would require 
banks to provide additional details on their derivatives notional/contract 
amounts by product. The proposal would require banks to report separate 
totals for futures and forwards, which are currently reported together, and 
to provide separate totals for exchange-traded and on= options.4 
Regulators noted that the additional reporting would enhance their 
understanding of the risks of bank activities should a systemic disruption 
develop in a particular market. 

The FFIEC proposal also would require that banks with total assets of at 
least $100 million begin reporting the total market value of their 
derivatives for contracts with both a positive market value and a negative 
market value. This reporting would be done separately for derivatives held 
for dealing or trading purposes and for derivatives used for hedging or 
other purposes. Finally, the FETEC proposal would require banks to report 
additional information on derivatives-related credit exposures but not 
information on exposures by individual counterparty. W ith the proposal, 
FFTEC intends that banks report their net current credit exposure across all 
products and counterparties after taking into account legally enforceable 
bilateral netting agreements, which banks use to reduce their 
derivatives-related credit risk. The proposal notes that these amounts 
would provide a more accurate measure of the credit exposure arising 
from derivatives activities. Bowever, because the proposal would not 
require more frequent reporting on credit exposures to individual 
counterparties, bank regulators would still lack sufficient information to 
routinely monitor credit r isks at individual banks or across institutions. 

4Similar to the current requirement for options, separate notional/contract amounts would be reported 
for options written and options purchased. 
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Current Reporting Is Regulators require banks to report their earnings as a means of monitoring 
Insufficient to Monitor their continued profitability. The Group of Thirty report also 

Bank Derivatives Earnings recommended that derivatives dealers routinely identify and isolate the 
individual sources of derivatives revenues to increase their understanding 
of the risks and returns of these activities. Identifying the profits or losses 
arising from proprietary trading, investments, and fees could indicate how 
well banks are managing their derivatives risks; this indication could be 
especially useful to regulators as derivatives activities increase. 

Information such as details on the sources and amounts of derivatives 
earnings would also allow regulators to assess the stability of these 
earnings. Receiving information on proprietary trading income would be 
useful for regulators because such income is usually considered more 
volatile and thus less reliable than earnings from activities undertaken on 
behalf of customers, Receiving information on earnings by product type 
would also be useful to regulators, because the amount of volatility and of 
risk varies among products. For example, a bank writing options earns 
premium income but faces potentially large losses if price moves are 
adverse and the options are exercised. Information on the source and 
amount of bank derivatives earnings would also assist regulators in 
determining the adequacy of the capital and risk-management systems 
used to support derivatives activities. 

Receiving information on derivatives earnings is increasingly important as 
derivatives activities grow at major bank dealers and provide a larger 
proportion of total revenues. For several of the dealers we visited, 
derivatives and other trading activities were a significant source of 
revenues for their firms. One dealer used derivatives as a primary business 
strategy in managing customers’ financial risks. For the eight major U.S. 
OTC derivatives dealers that responded to the question in our survey, OTC 
derivatives activities accounted for an average of 15 percent of pretax 
income. In analyzing information reported to bank regulators, we found 
that the percentage of income earned by the seven major bank derivatives 
dealers from total trading activities, including derivatives, grew from about 
4 percent of these banks’ combined gross revenues in 1986 to more than 
10 percent by the end of 1992, an increase of 142 percent. For two of these 
banks, those revenues had grown to about 25 and 34 percent of their gross 
revenues. 

Bank regulators do not routinely collect information on the sources and 
types of derivatives-related earnings from banks. Under current regulatory 
reporting requirements, the major bank derivatives dealers and other 
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banks are to report their derivatives-related earnings aggregated with the 
results of other trading activities. More detailed information on 
derivatives’ contributions to earnings was generally available to regulatory 
staff during periodic examinations. However, such information was 
developed by bank or examination staff and, therefore, was not always 
available for analysis between examinations. 

FFIEC has proposed expanding bank reporting requirements to obtain more 
detailed information on bank derivatives earnings quarterly, but the 
proposal would not require banks to report sufficient information on the 
sources of this income. It would require banks to report the amount of 
income earned from derivatives separately from other kinds of income. 
However, the income reported for derivatives does not distinguish 
between income from dealing or trading activities. In addition, the 
proposal would require banks to report the increase or decrease in net 
interest income and net interest expense that arises from other derivatives 
activities. While the proposal would expand the information bank 
regulators collect on derivatives earnings, it would not require the 
collection of information on the type of earnings, such as by activity 
(proprietary trading versus customer requests) or by product (written 
options or swaps). Therefore, regulators would lack ready access to 
information needed to adequately assess the risks of bank derivatives 
activities, such as information for distinguishing between profits or losses 
from normal operations and those from increased risk-taking. 

Existing Bank Capital Bank regulators impose minimum capital requirements both to provide 

Requirements for 
protection and to warn that losses from a bank’s activities may threaten its 
safety and soundness. As of April 1994, regulatory capital requirements 

Derivatives Currently were intended to provide protection against losses arising from derivatives 

Do Not Address All credit risk, but did not yet completely address losses from market, 

Risk 
operations, or legal risks. U.S. bank reguIators issued several proposals in 
1993, including two proposals developed in the United States and a 
proposal developed jointly by U.S. and foreign regulators. These proposals 
sought industry comments on ways to expand current capital standards to 
better address market risk. However, the exact form of any market risk 
standards that will be adopted is unclear, because US. and international 
approaches vary and market participants and some regulators are critical 
of the international proposal. The amount of capital banks hold for 
derivatives will also be affected by regulators’ proposals to recognize a 
broader form of netting, 
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Capital Requirements 
Protect Against Losses 

Capital serves as a buffer to absorb unexpected losses that a bank’s 
current earnings cannot cover. As a bank’s capital approaches the 
minimum required levels, regulators are warned that a bank’s financial 
health is threatened and that federal intervention may be needed. 
Minimum capital requirements thereby reduce the likelihood of bank 
failures, protect depositors and creditors, and maintain the public’s 
confidence in the banking system. 

For a bank conducting derivatives activities, it must have enough capital 
to cushion it from losses arising from the risks these products pose. 
Establishing a standard that addresses all derivatives risks would provide 
bank regulators consistent criteria for assessing whether banks are 
adequately protected against derivatives losses. A minimum standard 
would also provide regulators with a baseline for identifying and acting 
when a bank’s capital condition deteriorates. 

Existing Capital As of April 1994, the capital requirements applicable to U.S. banks, 
Requirements Primarily including the seven major OTC derivatives dealers, did not completely 
Address Derivatives’ Credit address all derivatives risks. U.S. banks were required to comply with two 

Risk different types of capital requirements-a risk-based requirement and a 
leverage ratio requirement. The risk-based requirement addressed 
derivatives’ credit risk. The leverage ratio requires banks to hold capital 
against other risks, but this requirement has only recently included 
derivatives and does not apply to all of banks’ derivatives contracts. 

In 1988, regulators in the United States and other countries agreed to the 
Basle Accord, an internationally developed risk-based capital standards 
framework for banks6 The accord’s standards require banks to hold 
capital to cushion against potential losses arising primarily from credit 
risk, including credit risk from derivatives activities. Consistent with the 
accord, U.S. banking regulators have required all U.S. banks, since 1992, to 
hold capital equal to at least 8 percent of the total value of their assets, 
including derivatives holdings, after adjusting this value by the relative risk 
of the counterparties to these transactions. At a minimum, a bank’s capit& 
must consist of at least 4 percent of core capital,” which includes common 

5Working under the auspices of BIS in Basle, Switzerland, representatives of bank regulatory bodies 
from 12 countries adopted a framework for establishing minimum capital standards for internationally 
active banks. Each country was responsible for enacting the framework into its national regulations. 

%ore capital is also called tier 1 capital. 

Page 76 GAO/GGD-94-133 Financial Derivatives 



Chapter 4 
Bank Regulators Are Improving Their 
Derivatives Oversight, but Weaknesses 
Remain 

stockholders’ equity, certain types of preferred stock,‘l and minority equity 
investments in subsidiaries. The remainder of a bank’s total capital can 
also consist of supplementary capital,‘? which includes loan and lease loss 
allowances, certain debt securities, and subordinated debt with a maturity 
of 5 years or more. 

These risk-based capital standards were developed because regulators in 
the United States and in other countries wanted to more adequately 
address the risks posed by specific activities. By working with various 
countries to develop an international standard, regulators also attempted 
to encourage banks to strengthen their capital positions and minimize 
competitive inequality arising from requirements differing across 
countries. According to the original 1987 consultative paper issued by the 
Basle Committee on Banking Supervision, the target ratio of 8 percent 
capital to risk-adjusted assets was chosen because it represented a higher 
level of capital than banks in various countries were generally holding at 
the tirne.g Recognizing this, the 1988 Basle Accord allowed 4 years for 
banks to come into fuU compliance with the required amount, 

To adjust asset values to account for the relative riskiness of a 
counterparty, banks multiply the asset values by certain credit conversion 
factors, which are percentages ranging from 0 to 100 percent. For 
example, if a bank holds a claim on a Federal Reserve bank or the central 
bank of another OECD country, this asset is multiplied by a factor of 
0 percent, which results in no capital being held against the risk of credit, 
loss from this transaction. For an obligation owed by another commercial 
bank, a bank must multiply the amount of this obligation by 20 percent, 
which requires the bank to hold capital equal to 1.6 percent of this amount. 
For an obligation owed by a private corporation, such as a loan, a bank 
must multiply the amount of the loan by 100 percent, which requires the 
bank to hold capital equal to a full 8 percent of this amount. 

Under the risk-based capital requirements adopted by U.S. bank 
regulators, derivtives are subject to a capitaI requirement of less than 
8 percent because counterparties are generally of high credit quality. To 
determine the amount of capital to be held for a derivatives contract’s 

%anks are allowed to include in their core capital only such perpetual preferred stock that does not 
have a maturity date, cannot be redeemed at the option of the holder, has no other provisions that will 
require future redemption of the securities, and ailows the issuer to defer or eliminate the dividend 
that is paid to the holdels of such securities. 

%upplementaq capital is also called tier 2 capital. 

gConsultative Paper: Proposals for international Convergence of Capital Measurement and Capital 
Standards, Committee on Banking Regulations and Supervisory Practices, BIS @a&, Switzerland: 
Dec. 1987j’. 
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credit risk, banks first must determine the market value of the contract, 
which is called the current exposure. To this amount, they then must add 
an additional amount to account for the potential increased exposure that 
may arise as market rates or prices change, which is called the potential 
future exposure. This potential future exposure amount is calculated by 
multiplying the notional amount of the contract by a certain percentage 
ranging from 0 to 5 percent, depending on whether the derivative is an 
interest rate or foreign exchange rate contract and its original maturity. 
Once a bank has determined the total of a derivatives contract’s current 
exposure and potential exposure, this total is then multiplied by a 
maximum credit conversion factor of 50 percent, even if the counterparty 
is a private corporation. This calculation results in the bank holding 
capital equal to at least 4 percent of the contract’s market value but 
usually less than the 8 percent required on other extensions of credit, such 
as loans. According to US. bank regulators, the maximum credit 
conversion factor for derivatives contracts was set at 50 percent because 
the majority of counterparties to these contracts were of high credit 
quality. As stated in chapter 3, we found that more than 97 percent of the 
notional amount of swaps outstanding at year-end 1991 for a sample of 200 
firms was held by tlrms with at least investment grade credit ratings. 

U.S. banks also must comply with a capital leverage ratio, but this 
requirement has only applied to derivatives since March 1994 and does not 
address all of banks’ derivatives contracts. This ratio requires banks to 
hold certain amounts of capital equal to or greater than certain specified 
percentages of their total assets. Such requirements for other bank 
activities have been in place since the early 1980s. Since 1990, banks have 
been specifically required to hold capital between 3 and 5 percent of their 
total assets, depending on a regulatory assessment of the strength of their 
management and controls. 

Bank regulators require banks to comply with both the risk-based capital 
standard and leverage ratio because the former primarily addresses only 
credit risk. The leverage ratio requires banks to hold capital as a cushion 
against losses arising from other risks, such as operational weaknesses in 
internal policies, systems, and controls. Although previously banks 
derivatives activities were not subject to this leverage ratio, beginning 
March 31,1994, banks were required to include the value of those 
contracts with a positive market value as part of their total assets subject 
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to the leverage ratio capital requirement.‘O Whether this requirement 
provides sufficient capital for operations or legal risks is difficult to 
determine because these risks cannot be quantied. In addition, the 
requirement does not address contracts with negative market value. 

Although US. capital standards for the derivatives activities of banks do 
not address all risks, at least four of the seven major bank derivatives 
dealers we identified evaluated the adequacy of the capital held by their 
institutions to protect against market and other risks arising from their 
derivatives activities. For example, one official told us that his bank 
assigned different amounts of capital to protect against potential market 
risk losses on its derivatives portfolio, depending on the volatility of 
market prices or rates that underlie the derivatives it held. He said that the 
bank also assigned varying amounts of capital based on the credit risk 
associated with each derivatives transaction by using internally developed 
rankings of counter-party credit quality that included at least nine 
categories. 

U.S. Regulators Issued 
Proposals to Address 
Market R isk 

Regulators issued several proposals to develop standards for market risk. 
US. bank regulators issued the first of these proposals in 1993 as required 
by FDICLL That proposal addresses whether banks should hold additional 
capital against interest rate risk” It seeks to quantify the level of risk 
banks are exposed to by measuring the effect of interest rate changes on 
the bank’s economic value, using either a regulator-developed 
mathematical model or a bank internal model. After identifying the level of 
interest rate risk an institution faces, regulators will assess whether the 
bank is holding sufficient capital. In addition to measuring interest rate 
risk, regulators expect banks with significant foreign exchange activities 
to be capable of measuring and assessing the risk of these activities. 
However, bank regulators were unsure about whether the additional 
capital banks may be required to hold against interest rate or foreign 
exchange risks will be established by a formula or left to regulatory staff 
to determine on a case-by-case basis. According to a bank regulatory 
official, interagency meetings between the banking regulators are 

‘This change resuked from regulators adopting for reporting purposes the provisions of FASB 
InteqmAation No. 39: Offsetting of Amounts Related to Certain Contmcts, FASB (Norwalk, CT: 
Mar. 1992). This interpretation requires firms to report the total value of any derivatives contmcts with 
a positive value as an asset and the total value of any delivatives contracts with a negative market 
value as a liability on their balance sheets. 

%~terest rate risk is the risk of potential loss arising from changes in interest rates; it is one of the 
primw types of market risk that banks face. 
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continuing and another proposal for public comment will be issued by 
summer 1994. 

A second proposal U.S. banking regulators issued in 1993 in response to 
FDICLA would revise current capital standards to specifically include 
concentrations of credit risk and the risk of nontraditional activities, 
including derivatives. This proposal does not advocate a numerical 
measurement of these risks but, instead, would add them to the list of 
specific factors that regulators consider in assessing a bank’s overall 
capital adequacy. Any additional capital required as a result of these risks 
would be determined on a case-by-case basis. According to a bank 
regulatory official, a revised proposal has been drafted and public 
comments will be sought in 1994. 

U.S. Regulators Also 
Issued an International 
Group’s Proposals to 
Address Market R isk 

In addition to their own proposals, U.S. regulators participated in 
developing a Basle Committee on Banking Supervision proposal to 
address the market risk of bank activities.” In general, this group’s market 
risk proposal would have banks hold specific amounts of capital against 
potential losses on their trading activities, including derivatives. Banks 
would be required to hold capital against the value of any outstanding 
derivatives positions after offsetting the values of all opposite buy or sell 
positions in the same product. 

U.S. market participants have criticized the Basle Committee’s proposal. 
One of their primary objections is that it would result in banks holding 
either too much or too little capital. For example, some commentators 
noted that the amount of capital that the proposal could require would not 
be accurate because it would use notional/contract amounts to measure 
potential price changes instead of derivatives market values. According to 
commentators, bank risk-management systems can more accurately 
measure price changes. Commentators also were concerned that the 
proposal would discourage fiis from properly hedging their r isks 
because it measures risk by type of product and not by type of market risk, 
such as interest rate, foreign exchange, or equity risk. In addition, some 
commentators said that the proposal was too inflexible to apply to new 
products whose risks might overlap product categories. 

‘2The B&e Committee on Banking Supervision includes bank regulatory staff from the 12 countries 
that developed the Basle Accord on credit risk. The conunittee’s proposals and their status are 
discussed in more detail in chapter 7. 
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Lack of Standards for As indicated previously, current bank capital requirements only partially 
Operations and Legal R isks address the operations and legal risk of derivatives. To assess whether the 

Hampers Regulators’ current requirements provide for adequate capital, regulators must first 

Ability to Evaluate Banks’ understand the level of risk to which banks are exposed. Regulators can 

Capital Adequacy 
best obtain such information through an on-site examination that 
considers the quality of management controls over legal and operations 
risks, and the characteristics of the banks’ derivatives a&v&y. As of 
April 1994, bank regulators had the legal authority to require banks to hold 
additional capital or curtail involvement in activities that pose risk based 
on assessments of the quality of a bank’s management and controls or the 
adequacy of its capital level. Further, FDICIA requires bank regulators to 
take certain actions of this type for banks whose capital declines to 
specified levels. 

As described in chapter 3, derivatives activity can result in losses not only 
because of exposure to credit and market risks but also because of 
exposure to operations and legal risks.13 In contrast to credit and market 
risks, which regulators, major OTC dealers, and others attempt to quantify, 
legal and operations risks are not amenable to numerical measures. 
Notional amounts may not represent the degree of operations risk. For 
example, two banks may each have $100 billion in derivatives 
notional/contract amounts. However, if one bank’s contracts are 
composed of 10 simple interest rate swaps and the other’s of 10 complex 
options, the former has less operalions risk than the latter. Alternatively, if 
one bank has numerous simple interest rate swaps but inadequate 
risk-management controls, while the other has complex options but 
excellent controls, the latter may have less operations risk than the 
former. The situation is similar for legal risk: a large volume of swaps 
between two U.S. banks may have much less legal risk than a small 
volume of transactions between a U.S. bank and a quasigovernmental 
entity in a foreign country. 

The positive market value of a bank’s derivatives portfolio also does not 
capture the degree of operations risk. Two firms might both have 
derivatives portfolios with positive market values of $2 billion. Relatively 
few large swaps might compose the portfolio of the fu-st firm; numerous 
small, complex derivatives might compose the portfolio of the second. 
Even if both firms had the same quality of operations controls and 
management, the holder of the complex derivatives would be exposed to 
more operations risk. For example, the difficulty of accurately monitoring 

13As discussed in chapter 3, legal risk is the exposure to financial loss arising from adverse legal or 
regulatory body action. Operations risk is the exposure to financial loss from inadequate systems, 
management failure, faulty controls, fraud, or human error. 
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the value of more complex derivatives increases the likelihood of a related 
operations error producing a loss. 

Given these difficulties, regulators will have to weigh the relative 
advantages and disadvantages of various approaches to developing a 
minimum capital standard for derivatives’ operations and legal risks. Also, 
the amount of any additional capital to be required to address these risks 
should not be so large as to cause derivatives activity to move from 
soundly managed dealers to less-soundly managed or less-regulated 
dealers. To avoid such problems, any additional capital requirement 
regulators establish could be designed to vary depending on the 
regulator’s assessment of the quality of a bank’s systems and controls for 
operations and legal risk. Sanks with weaker controls, then, could be 
required to hold more capital than those with stronger systems. 

Broader Recognition of 
Netting W li Affect Capital 
for Derivatives 

Under another Basle Committee proposal and a similar U.S. proposal, US. 
regulators are considering allowing banks to make greater use of netting 
contracts in computing the amount of capital held for their derivatives 
activities. Currently, a U.S. bank is only allowed to net obligations on 
derivatives contracts with another counterparty that are denominated in 
the same currency and due on the same date.14 Under the provisions of a 
proposal developed and issued by U.S. and foreign regulators as part of 
the Basle Committee, a bank would be allowed to net together all 
obligations on its derivatives contracts with each counterparty with whom 
it has entered into legally enforceable netting agreements. Banks will have 
to satisfy the appropriate regulators in each country that their netting 
agreements are enforceable under the laws of each relevant jurisdiction. In 
the event a counterparty defaults, a bank could incur larger losses if its 
netting agreement is not legally enforceable. This could occur if a court 
required the bank to pay the entire amount it owes without offsetting this 
amount by the defaulting counterparty’s obligations. In the Basle 
Committee proposal, the regulators acknowledge that allowing greater use 
of netting will likely reduce the amount of capital banks hold for 
derivatives activities. 

Recognizing that legally enforceable netting agreements can reduce banks’ 
credit risk exposures, the Federal Reserve has also approved a proposal 
that would aIlow U.S. banks to begin netting their derivatives obligations 
in accordance with this international proposal. Staff from the Federal 

‘%is is known as netting by novation. It is discussed in more detail in chapter 7. 
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Reserve advised us that they intend to issue a U.S.-specific version of this 
proposal in conjunction with the other U.S. bank regulators during 1994. 

Bank Regulatory On-site examinations are federal bank regulators’ primary means for 

Examinations Address 
assessing the safety and soundness of banks. According to a Federal 
R eserve official, on-site bank examinations, including evaluation of 

Derivatives, but internal r isk-management models, systems, and controls, are the most 

Internal Controls important elements of supervision and regulation of derivatives activities. 

Have Not Been 
To determine the effectiveness of a bank’s controls, regulators need to 
assess the adequacy of control systems, specifically identify critical 

Adequately Assessed control procedures, test these procedures, and evaluate the results of 
these tests. 

Federal bank regulators conduct examinations that cover the 
risk-management systems and practices of the major OTC derivatives 
dealer banks. The examinations are based on guidance that is generally 
consistent with the recommendations of the Group of Thirty but does not 
have the weight of regulation. As a result, obtaining corrective action 
should a bank fail to comply with the guidance can be a more difficult and 
time-consuming process. In the absence of regulations, bank regulators 
must cite unsafe and unsound conditions to force compliance with desired 
standards. 

To determine whether derivatives activities were being addressed by 
regulators, we reviewed 26 examin ation reports done by occ and Federal 
Reserve staff from 1990 through 1992 for the 7 mqjor bank derivatives 
dealers. This period preceded the 1993 implementation of bank guidance 
for assessing the risks of derivatives activities. We determined that 
examiners evaluated the derivatives activities of these banks at least once 
annually during this 3-year period.16 As indicated in chapter 3, the 
examination reports we reviewed identified various deficiencies and 
corrective actions related to derivatives. 

Although the bank regulators have assessed the major OTC derivatives 
dealers’ risk-management systems, we are concerned that examiners may 
not be sufficiently testing internal controls. In earlier work, we reported 
that regulatory staff conducting examinations did not routinely identify the 
key internal controls applicable to banks’ operations, including their 
derivatives activities, nor did regulatory staff extensively test these 

‘@I’he 1992 examination reports for two of these banks were not completed in January 1993 when we 
did our review of examination reports. 
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controls.16 As part of this earlier work, we recommended in February 1993 
that federal bank regulators annually perform comprehensive internal 
control reviews. 

Our review of the examin ation reports and supporting workpapers for two 
major bank derivatives dealers provided some evidence that problems may 
persist in this area That is, while occ and the Federal Reserve had 
performed work that would identify weaknesses in risk-management 
procedures and some internal controls, the agencies had not both 
conducted and documented adequate reviews of these banks internal 
controls. Specifically, the responsible occ bank examiner said that the 
agency did not have the resources to extensively test internal controls at 
the bank in question. In contrast, Federal Reserve officials said that the 
agency had identified and tested the key internal controls applicable to the 
selected bank’s operations, but that examiners had not fully documented 
their work. 

A  change as a result of recent legislation should improve regulators’ ability 
to assess bank internal controls. On June 2,1993, bank regulators issued 
regulations pursuant to FDICIA that require management at large banks to 
evaluate and annually report to their respective regulatory bodies on the 
effectiveness of internal controls at their institutions. Bank external 
auditors are also required to attest to the accuracy of management’s 
internal control evaluations. These internal control evaluations and the 
subsequent external auditor certifications should assist bank regulators in 
focusing their examinations on the areas of bank operations posing the 
greatest risk In our previous reports on federal bank examinations, we 
recommended that regulators use these evaluations as part of identifying 
and testing banks’ key internal controls. 

Bank regulators have recently taken steps to improve their examinations 
of banks’ derivatives activities. In February 1994, the Federal Reserve 
issued its new examin ation manual, which consolidates and expands 
examination procedures relating to trading and derivatives activities. 
According to Federal Reserve staff, this manual also includes more 
detailed guidance for examiners on internal controls. 

%ee our reports Thrift Examination Quality: OTS Examinations Do Not Fully Assess Thrift Safety and 
Soundness (GAO/AFMD-93-11, Feb. 16,1993); Bank Examination Quality: FDIC ExaminationsDo Not 
Fully Assess Bank Safety and Soundness (GAO/AFMD-93-12, Feb. 16,1993); Bank Examination 
Quality: FRB Examinations and Inspections Do Not Fully Assess Bank safety and Soundness 
(GAO/AEMD-93-13, Feb. 16,1993); Bank Examination Quality: OCC Examinations Do Not Fully Assess 
Bank Safety and Soundness (GAOLWMD-93-14, Feb. 16,1993); and Bank and Thrift Regulation: 
Improvements Needed in Examination Quality and Regulatory Structure (GAO/AFMD-93-15, Feb. 16, 
1993). 
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Bank Regulators Are Improving Their 
Derivatives Oversight, but Wealmesses 
Remain 

Bank Regulators Have Bank regulators have taken other actions to address risks associated with 

Taken O ther Actions 
derivatives use. As indicated in chapter 3, both the Federal Reserve and 
occ issued guidance in late 1993 on derivatives’ risk management for use 

to Address 
Derivatives RiSkS 

by their examiners and the institutions they supervise. Both agencies also 
participate on several interagency working groups that are addressing 
derivatives issues. Staff from the Federal Reserve, F-DE, occ, and the Office 
of Thrift Supervision have had periodic meetings since October 1993 to 
share information and develop consistent regulatory accounting principles 
for derivatives. In addition, the bank and thrift regulators also periodically 
meet with representatives of SEC and CFTC to discuss derivatives issues as 
part of a working group formed in January 1994 at the direction of the 
Secretary of the Treasury. The Federal Reserve and occ have also 
conducted specialized training on derivatives for their staffs and 
designated certain staff to serve as advisers on derivatives issues to the 
heads of the agencies or to examiuation staff. 
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SEC, CFTC, and Insurance Regulators’ 
Ability to Oversee OTC Derivatives Dealers 
Is Limited 

Although the bank derivatives dealers are subject to regulation, basic 
regulatory controls do not exist for the major U.S. OTC derivatives dealers 
that were affiliates of securities tirms and insurance companies. Securities 
firm affiliates reported some information on their derivatives activity. 
However, this information included limited data on counterparty 
concentrations and did not specifically identify the type and amount of 
derivatives earnings. Further, the OTC dealing activities of securities firms 
that did not involve regulated securities were not subject to capital 
standards or regulatory examinations. The OTC dealing activities of 
insurance companies were neither subject to capital standards nor 
examined. While these dealers’ derivatives activities were small compared 
to those of the top seven bank dealers, as noted in chapter 1, their 
activities increased at a higher rate from 1990 to 1992 than did the banks’. 
Further, these securities fums and insurance companies are large financial 
fums. As in the case of a major bank failure, a crisis involving derivatives 
that affects one of these firms would likely affect the financial system and 
require federal intervention to resoIve. Although the federal government 
would not necessarily intervene just to keep a major OTC derivatives dealer 
from failing, the federal government is likely to intervene to keep the 
financial system functioning in cases of severe financial stress, 

Securities and Futures The regulatory oversight responsibihties of SEC and CFTC differ 

Laws Limit SEC and 
substa.ntialIy from those of bank regulators, Bank regulators are 
authorized to regulate affiliates of banks or bank holding companies. In 

CFITC Authority Over contrast, SEC and CETC are authorized to regulate activities involving 

Derivatives Dealers securities and futures and only those firms that trade these products. For 
the most part, neither agency regulates OTC derivative products or the 
dealers of those products unless their trading is conducted in a regulated 
institution Whereas bank regulators seek to ensure the safety and 
soundness of banks and protect the Bank Insurance Fund, SEC'S and CFTC’S 
primary purposes are to protect investors or customers in the public 
securities and futures markets and to maintain fair and orderly markets. 

SEC and CFTC Do Not 
Regulate All OTC 
Derivatives Activities 

As part of its oversight efforts, SEC regulates the activities of 
broker-dealers-fums that buy and sell securities for their own accounts 
and as agents for their customers. These iirms must register with SEC and 
comply with its requirements for regulatory reporting, minimum capital, 
and examinations. They must also comply with the requirements of the 
various exchanges and industry associations, such as the New York Stock 
Exchange and the National Association of Securities Dealers, which are 
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granted self-regulatory responsibilities under the Securities Exchange Act 
of 1934. SEC monitors broker-dealer capital levels through periodic 
reporting requirements and regular examinations. To fulfill its regulatory 
responsibilities and foster confidence in the industry and financial system, 
SEC focuses on the regulated broker-dealers and on protecting customers 
from losing funds or securities held by these firms. U.S. securities laws do 
not apply to a securities firm’s entire organizational structure, which may 
also include a holding company and other affiliates. 

The Securities Exchange Act of 1934 governs securities trading in the 
United States. The definition of a security subject to SEC regulation 
includes traditional capital-raising instruments, such as stocks, bonds, and 
notes. Through a 1982 amendment of the act, Congress clarified that 
securities subject to SEC regulation include options on individual securities 
and on groups of or indexes on securities. Because SEC'S JbiSdiCtiOn 
pertains only to securities, it does not regulate af6Iiates of broker-dealers 
whose activities involve products that are not securities. 

F 

As part of its oversight efforts, CFTC reviews exchange rules, ensures their 
consistent enforcement, and monitors the positions of large traders. CFK 
also regulates the activities of various market participants, including 
futures commission merchants (FcM)-firms that buy and sell futures 
contracts as agents for customers. FCMS must comply with CFK’S 
requirements for regulatory repoting, minimum capital, and 
examinations. In addition, they must comply with the rules imposed by the 
various exchanges such as the Chicago Mercantile Exchange and the 
Chicago Board of Trade, as well as the National Futures Association, all of 
which act as self-regulatory organizations under CEA. 

cm gives CFM: exclusive jurisdiction over all futures contracts. The 
significance of defining an instrument as a futures contract has been CEA’S 
requirement that all futures contracts trade on a CRC-designated 
exchange. The Futures Trading Practices Act of 1992 authorizes CFTC to 
grant exemptions to this requirement and to impose conditions on such 
exemptions. Since receiving such authority, CFTC has exempted certain OTC 
contracts, including nonequity swaps, energy-based commodity contracts, 
and contracts that combine features of futures and securities, called 
hybrid contracts. CFTC did not exempt nonequity swaps from the antifraud 
and antimanipulation provisions of CEA. Similar to SEC, CFTC focuses on 
ensuring the fmancial stability of regulated FCMS to protect their customers 
and does not directly examine the activities of the holding companies or 
any other affiliates of these firms. 
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Other than reporting requirements, OTC derivatives dealers that are 
afl?liates of securities and futures firms are subject to minimal regulation. 
Neither SEC nor CFTC regulate the activities of on: derivatives dealers that 
are not either broker-dealers or FCMS. However, they have the authority to 
collect information about the activities of firms affiliated with 
broker-dealers or FCMS, respectively, including derivatives dealers. The five 
major securities firm derivatives dealers that we identified were 
conducting their OTC derivatives dealing in one or more affiliates outside 
the entity regulated by SEC or CETC.' At the time of our review, FCMs that 
were not already affiliated with a securities firm did not have any affitiates 
that were major OTC derivatives dealers. However, some lirms had recently 
started conducting such activities and eventually could become major 
dealers. 

Securities and Futures 
Firm Affiliates Are Not 
Required to Report 
Sufficient Information on 
Derivatives R isks and 
Earnings 

Recent legislation authorized SEC to collect information from holding 
companies and other unregulated affiliates of the securities firms it 
regulates, including OTC derivatives dealers. To allow SEC to assess the 
risks posed by a broker-dealer’s affiliates, the Market Reform Act of 1990 
authorized SEC to collect information from registered broker-dealers about 
the activities and the financial condition of their holding companies and 
material associated persons.’ SEC began in October 1992 to receive the 
information required under r isk-assessment rules developed pursuant to 
the act.3 This information includes the total derivatives notional/contract 
amounts, aggregate credit risk of these fums’ derivatives dealer affiliates, 
and certain concentrated exposures to individual counterparties. 
SpecilIcaUy, these firms report quarterly on the notional/contract amounts 
of futures, forwards, options, and swaps positions, segregated by interest 
rate, foreign exchange, and commodities contracts. SEC also requested and 
received narrative descriptions of these firms’ derivatives 
risk-management procedures and systems. 

SEC also instituted a reporting requirement for credit exposures to 
individual counterparties that exceed certain limits. As required by the 
risk-assessment rules, the affiliates of securities firms are to report any 
individual counterparty credit exposures that exceed a certain threshold. 

‘Each of these. five securities firms also had FCM affiliates conducting exchange-traded derivatives 
activities subject to CFTC regulation. 

2A material associated penon has a relationship to a broker-dealer such that its business activities are 
reasonably likely to have a material impact on the financial and operational condition of the 
broker-dealer. 

3Rules 17h-1T and li’h-ZT, 17 C.F.R., parts 240 and 249. 
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This threshold is $100 million or 10 percent of the broker-dealer’s tentative 
net capital or 10 percent of the affiliate’s net worth, whichever is greater. 
However, SEC officials said that only one firm had reported exposures that 
exceeded these thresholds as of March 31,1993. SEC collected no other 
information on counterparty credit exposure on a routine basis. SEC’s 

threshold is too high to obtain sufficient information for detecting 
potential credit-risk problems among the OTC derivatives dealer affiliates 
of securities firms. Such information would better enable SEC to anticipate 
and quickly respond to a crisis involving derivatives at these firms. 

Like bank regulators, SEC is not receiving income information that shows 
gains and losses on derivatives separate from securities firms’ other 
trading activities. As a result, the earnings from proprietary trading are not 
separated from income earned on customer transactions. Such 
information could help SEC to assess the risks taken by securities firms 
using derivatives to speculate. 

The Futures Trading Practices Act of 1992 provided CFTC authority similar 
to SE&--&~ is, to collect information for use in assessing the risks posed 
by the activities of an FCM’S holding company or any affiliates. Proposed 
reporting requirements were issued for public comment in February 1994, 
with 120 days allowed for comments. 

SEC Has Limited Capital 
Standards and 
Examination Authority 
Over Derivatives Dealers 

SEC has capital standards that address derivatives, but these standards 
apply only to regulated broker-dealers, not to on: derivatives dealers that 
are afBliates of securities firms. Also, SEC has no authority to examine the 
activities of these afftiates. 

SEC uses its net capital rule (rule 15~3-1) to oversee the financial 
soundness of broker-dealers. This rule requires broker-dealers to maintain 
sufficient capital to satisfy the claims of their customers, other 
broker-dealers, and creditors. Under the rule, a broker-dealer must 
subtract from the value of its assets various amounts, called haircuts, 
depending on the assets liquidity or riskiness. For example, SEC requires 
firms to reduce the value of any stock holdings by 15 percent for purposes 
of computing their capital. 

According to SEC officials, the treatment of on: derivatives under the net 
capital rule has been one of the factors that has influenced firms to 
conduct these activities in affiliates not subject ti the rule. For swaps, 
securities firms are to add to their net worth the value of any contracts 
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with unrealized positive market value and subtract from their net worth 
the value of any contracts with a negative market value. However, they 
also are to deduct from their net worth the value of any swap payments 
due them as unsecured receivables In addition, they are to reduce any 
swap with a positive market value by up to 6 percent of the notional 
amount of the contract, depending on the term of the contract and 
whether the swap has been offset or hedged. Various percentages of the 
market value of other derivatives, including forwards, futures, and options, 
are also subtracted to adjust a securities linn’s net worth due to holdings 
of these products. The result is that these requirements can tie up large 
portions of a firm’s capital. 

SEC has questioned whether derivatives treatment under the net capital 
rule is appropriate to address securities firms’ risks. In May 1993, SEC 
issued a concept release seeking comments on the possibility of altering 
its capital requirements for OTC derivatives. The release includes several 
proposals, including revising the net capital ruIe to address the credit and 
market risks of derivatives activities but with lower capital charges than 
currently exist. SEC is also seeking comment on whether separate capital 
requirements should be drafted for derivatives dealer affiliates. 

Officials of the five securities firms that had major OTC derivatives dealer 
affiliates told us that although their businesses were not subject to SEC 
capital or examination requirements, they voluntarily set aside capital on 
the basis of their calculations of the risks of their activities. They noted 
that rating agencies and counterparties insist that they do so. For example, 
to receive the highest possible credit ratings for certain of their derivatives 
dealer affiliates, several securities firms placed in these affiliates amounts 
of capital that were large relative to the level of their proposed activities. 

Other officials expressed concerns over the rising volume of business 
conducted by unregulated firms, such as affiates of securities firms. 
According to information in their 1992 annual reports, the five major 
securities firm OTC derivatives deaIers had total notional/contract amounts 
of about $3 trillion outstanding, which represented an increase of 
77 percent since 1990. A Federal Reserve official, who oversees 
examinations of large bank derivatives dealers, told us that the risk of a 
financial crisis is heightened when financial problems at an unregulated 
firm can cause other derivatives dealers to become reluctant to continue 
trading. 

Y 
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State Insurance 
Regulatory Oversight 
of Derivatives Dealer 
Affiliates Is Lim ited 

Derivatives Dealer 
Affiliates of Insurance 
Companies Are Subject to 
Minimal Reporting 
Requirements 

State insurance departments, not federal regulators, are responsible for 
monitoring insurance companies both domiciled4 and licensed to operate 
in the state. State insurance regulators do not directly oversee the financial 
condition of affiliates of insurance companies that are OTC derivatives 
dealers. We identified three insurance companies-domiciled in Delaware, 
New Jersey, and New York-that had major OTC derivatives dealer 
afffiates.6 Derivatives dealer affiliates of insurance companies are subject 
to minimal reporting requirements and no capital requirements and are not 
examined. 

Insurance regulators collect limited information on the derivatives dealer 
affiliates of insurance companies. Insurance regulatory officials in the 
three states we visited said that they receive audited consolidated financial 
statements for the parent company or the holding company of the 
insurance company. These consolidated statements contain all of the 
parent company’s or holding company’s derivatives notional/contract 
amounts and aggregate credit exposure, including information on the 
derivatives dealer affiliate. The affiliate is not required to provide other 
financial information to insurance regulators. Therefore, as is the case for 
banks and securities firms, no information is available on these derivatives 
dealers’ individual counterparty credit exposures or on the sources and 
types of income they earn from derivatives. 

As part of a study of derivatives issues, the National Association of 
Insurance Commissioners6 is considering the need for increased 
disclosure and reporting requirements on derivatives use by insurance 
companies. However, as of April 1994, its efforts have focused on the 
regulated insurance company and not on the derivatives dealer affiliates. 

4Domiciled means the insurance company is legally headquartered in a state. 

SThe derivatives dealer of one of these insurance companies is a subsidiary of the parent, not a 
separate affiliate. Because the subsidiary is not a completely separate legal entity, it may be subject to 
more state regulation than affiliates. For ease of reference, we include the derivatives dealer 
subsidiary with afftiiates in the rest of our discussion. 

qhe National Association of Insurance Conuniss loners is an advisory group that comprises insurance 
regulators from 60 states and the District of Columbia. It identifies insurance issues and proposes 
model laws for state enactment to ensure consistent regulation. 
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State Insurance Regulators The state insurance regulators we interviewed said that they did not 1 
Do Not Require Capital impose capital requirements on derivatives dealer affiliates. Both officials t 
Standards or Examinations of insurance company affiliates and state insurance regulators told us that 

of Derivatives Dealers derivatives dealer afl%liates voluutarily hold capital against derivatives / 
exposures as part of effective risk-management practices. 

The state insurance regulators we contacted told us that they did not 
examine the activities of derivatives dealer afCliates. Officials of one state 
insurance regulator said that they had the authority to examine the 
derivatives dealer subsidiary of an insurance company. However, they said 
that they had not examin ed such a subsidiary, and they would not examine 
one unless they found that its activities had adversely affected the 
insurance company. Overall, insurance officials in the three states we 
contacted said their oversight responsibility was designed to monitor the 
health and solvency of only the regulated insurance companies--not to 
oversee affiliates of insurance companies dealing in derivatives. 
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Accounting Principles for Derivatives Have ; 
Not Kept Pace With Business Practices 

The rules governing the accounting treatment for derivatives in the United 
States do not adequately cover some of the most basic types of derivative 
products. Of the four basic types of derivatives, only two-forwards and 
futures-are directly addressed by existing authoritative accounting rules. 
Therefore, accounting for a wide range of derivatives activities has been 
shaped in the United States by industry practices and analogies drawn to 
apply limited existing rules. 

Accounting for end-user hedging activities is the most problematic 
derivatives accounting issue. Accounting rules for these activities are 1 
incomplete and contradictory and could be easily misapplied to result in 
inappropriate reporting of gains and losses from these activities. As a 
result, financial reports of end-users may be inconsistently presented, 
unrepresentative of the substance and risks of derivatives activities; and 
misleading to investors, creditors, regulators, and others. As many dealers 
are also end-users, these issues are applicable to them as well. p 

While FASB has recognized the need for better accounting rules for 
derivatives, especially rules for applying deferral hedge accounting by 
end-users, FASB’S progress in developing such rules has been slowed by the 
complexity and controversy associated with derivative products and 
related financial instruments.l Unfortunately, the issuance of a complete 
set of rules that meets accounting and disclosure needs is unlikely in the 
immediate future. 

Rules for Accounting Rules for accounting for derivatives activities are needed for the same 

for Derivatives Are 
Needed to Promote 
Consistent, Reliable 
Financial Reporting 

reason rules are needed for accounting for other financial activities. 
Investors, creditors, regulators, and other users of financial reports 
generally depend upon accounting rules to help ensure the consistency 
and reliability of information in financial reports. The effective functioning 
of our economy depends upon financial information that is widely used 
being reliable and clearly understood. Such widespread use, 
understanding, and confidence in reliability requires that financial 
statements be prepared in conformance with established accounting rules. 

‘FAST has defined a fmancial instrument as cash, evidence of an ownership hterest in an entity, or a 
contract that both (1) imposes on one entity a contractual obligation to deliver cash or another 
financial instrument to a second entity or to exchange financial instruments on potentially unfavorable 
terms with a second entity and (2) conveys to that second entity a contractual right to receive cash or 
another financial instrument from the fimt entity or to exchange other financial instruments on 
potentially favorable terms with the first entity. A financial instrument has off-balance-sheet risk of 
accounting loss if the risk of accounting loss to the entity may exceed the amount reported as an asset, 
if any, or if the ultimate obligation may exceed the amount that is reported as a liability in the balance 
sheet. 
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Chapter 6 
Accounting Principles for Derivatives Have 
Not Kept Pace With Business Practices 

In the United States, such accounting rules are known as Generally 
Accepted Accounting Principles (GAAP). GASP includes rules for accounting 
for transactions as well as related disclosure requirements. Accounting 
rules define how the transactions of an enterprise should be recognized, 
measured, and reported in the enterprise’s financial statements. Footnotes 
to those fmancial statements provide additional data that are relevant to 
the interpretation of the statements. The data include qualitative 
information on specific financial statement items as well as supplementary 
quantitative information that expands on the information in the financial 
statements. The footnote disclosures can also explain terms of financial 
arrangements or basic contractual agreements. Investors, creditors, and 
others use the enterprise’s financial statements to (1) evaluate 
management’s performance, (2) measure borrowing power, (3) guide 
investment decisions, and (4) support arguments on public policy issues. 
Regulatory information is derived, in part, from these statements or from 
the accounting systems upon which they are based. 

t 

Accounting rules established by FMu-referred to as Statements of 
Financial Accounting Standards (sFAs)--directly address only two of the 
four basic types of derivatives we discuss in this report-forwards and 
futures, although not all types of forwards are addressed. No specific 
accounting rules have been established for swaps or options. The lack of 
complete accounting rules for derivatives activities is a matter of concern, 
especially with regard to accounting by end-users for hedging activities. In 
general, in the absence of accounting rules, preparers of financial reports 
individually and judgmentally base accounting on common industry 
practices. These individual judgments may result in inappropriate 
reporting by some entities. In addition, inconsistent reporting by different 
entities of similar transactions is likely. As a result, reported financial 
results may be misleading and lack the transparency necessary for 
effective business and economic decisionmaking. 

The accounting practices for many derivative products not addressed by 
accounting rules-including complex hybrids that this report does not 
discuss in detail-have evolved on the basis of common industry practices 
and analogies that preparers draw in applying limited existing accounting 
rules. As products increase in complexity, the likelihood of inconsistent 
and inappropriate accounting for derivatives also increases. 
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- 
Common industry practices in accounting for derivatives have been 
determined largely by the objectives of those using derivatives. lfthe 
objective is to profit from trading activities, changes in the market value of 
the derivative product are reflected as gains or losses in the income 
statement, Alternatively, if the objective is to hedge financial risks, 
changes in the value of the derivatives are accounted for using the same 
basis of accounting as the underlying asset or liability being hedged (the 
hedged item). 

If the underlying asset or liability is carried on the balance sheet at current 
market value, the derivative product used as a hedge is also carried at 
current market value, and any applicable gains or losses are reflected 
currently in the income statement. This practice is simiiar to the 
accounting for derivatives used for trading, But if the underlying asset or 
liability is carried on the balance sheet at historical cost,2 or the hedged 
item is reported as an off-balance-sheet item,3 changes in the market value 
of the derivative product are not recorded in income until the income 
statement effects of the hedged item are realized in a later transaction. 
This type of accounting, which this report refers to as deferral hedge 
accounting, has the effect of delaying recognition of gains or losses in the 
market value of the derivative products. Criteria that are currently in effect 
limit the circumstances under which deferral hedge accounting is 
permissible. 

The approach of determining the accounting for derivatives in accordance 
with the way derivatives are used seems relatively straightforward, but 
many factors complicate its application. The first of these complicating 
factors is the lack of common agreement on the definition of “hedging of 
financial risks.” In addition to this basic definitional issue, the complexity 
and diversity of derivative products and transactions further complicate 
the determination of the W ing of recognition and the measurement of 
derivatives activities in financial reports. Finally, the existing criteria for 
derivatives products that are eligible for deferral hedge accounting differ 
for the various product types. This disparity has caused significant 
controversy. 

2Htiri~ cost is the amount of cash, or its equivalent, paid to acquire an asset or the amount received 
when a liability was incurred. 

Wnder criteria that are currently in effect, derivatives are excluded from the balance sheet when 
(1) an exchange of an underlying asset or liability has not yet occurred and no assurance exists that it 
will occur or (2) notional amounts are used solely to determine cash flows to be exchanged in the 
future. Futures, forwards, options, and swaps, the focus of this report, are all considered to be 
off-balance-sheet products. 
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Current Practices in 
Accounting for Forwards 

The only GAAP rule for forward contracts is SFAS No. 52, Foreign Currency 
Translation, which includes accounting requirements for forward 
exchange contracts. Under SFAS No. 62, forward exchange contracts 
entered into for speculative purposes are recorded at market value on the 
balance sheet, with subsequent changes in market value recorded as gains 
or losses in the income statement. Changes in the market value of forward 
exchange contracts that qualify as hedges of investments in foreign 
subsidiaries are included as part of the translation adjustment in 
stockholders’ equity on the balance sheet. If the forward contract is a 
hedge of a foreign currency commitment not yet recorded in the financial 
statements (for example, a firm order to purchase foreign goods), the 
change in value of the contract is deferred until the transaction being 
hedged is recorded (for example, when the foreign goods are received and 
recorded). It is included at that time as part of the measurement of the 
transaction (for example, as part of the purchase price). 

As of April 1994, GA.@ rules did not address accounting for forward 
contracts that did not involve foreign exchange rates. In practice, these 
contracts are generally accounted for by analogy to SFAS No. 80, a 
discussion of which follows. 

Current Practices in 
Accounting for Futures 

Futures contracts are accounted for on the basis of requirements of SFAS 

No. 80, Accounting for Futures Contracts. SFAS No. 80 requires that a 
change in market value of an open futures contract be immediately 
recognized in earnings unless the contract qualifies as a hedge of an asset 
or liability carried at cost. If the contract does so qualify, the gain or loss 
may be deferred and reported as an adjustment to the carrying amount of 
the hedged item on the balance sheet. The total amount of the commodity 
or linancial instrument that underlies the futures contract (the underlying) 
is not recorded on the balance sheet. 

Current Practices in 
Accounting for Options 

The current practices in accounting for options have been shaped by 
analogies drawn by industry in applying accounting rules for forward 
exchange contracts and futures. In the absence of any GAAP rules for 
accounting for options, a task force of the American Institute of Certified 
Public Accountants published in 1986 Issues Paper 86-2, Accounting for 
Options. This paper, which has influenced accounting practices for 
options, included advisory conclusions that proposed criteria and hedge 
accounting techniques for options based largely on SFAS No. 52 and SFAS 
No, 80, which cover accounting for forward exchange contracts and 
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futures. However, the task force departed from those SFASS when the 
economics of options differed significantly from those of forward 
exchange contracts and futures. 

In general, the paper concluded that as in accounting for futures contracts, 
changes in the market value of options should be immediately recognized 
in earnings unless hedge accounting is specifically justified under certain 
criteria. If the option qualifies as a hedge, then changes in the market value 
of the option are included in income in the same period as changes in the 
market value of the item being hedged. However, the paper raised 
concerns about whether hedge accounting is appropriate for all options. It 
generally concluded that the application of hedge accounting should be 
limited to certain portions of certain types of options contracts. Although 
this paper has affected the evolution of existing accounting practices, it 
does not have the status of G&W. 

Current Practices in 
Accounting for Swaps 

As of April 1994, GAAP did not directly address accounting for swaps. In 
practice, foreign currency swaps are accounted for on the basis of 
analogies drawn in applying accounting rules for fonvard exchange 
contracts. Industry practice for interest rate and commodity swaps is to 
record the net difference in interest or other obligations of the swap 
counterparties directly to income or expense. Neither the notional amount 
nor the market value of these swaps entered into for hedging purposes is 
recorded on the balance sheet. The market value of interest rate and 
commodity swaps entered into for trading purposes is recorded on the 
balance sheet and changes in the value are reflected in income. 

Hedge Accounting Is 
Complicated by 
Product Complexity 
and Lack of Clear, 
Noncontradictory 
Rules and Definitions 

The most complicated accounting issue concerning derivative products is 
whether a transaction entered into for risk-management purposes qualifies 
for deferral hedge accounting. Deferral hedge accounting generally allows 
gains and losses on the derivative product to be deferred and recognized 
in the income statement at the same time as the income statement effect 
of the hedged item. If the hedge operates as planned, the income statement 
effects of the derivative product and the hedged item will substantially 
offset each other. However, determining whether a hedge is operating 
effectively and thus qualifies for hedge accounting is diflicult in reality. In 
addition, there is currently disagreement over the appropriate objective 
for risk management activities that should qualify for deferral hedge 
accounting. 
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Lack of Accepted 
Definition for Hedging 
Financial R isks 

The traditional definition of hedging has been that it is a strategy of 
entering into transactions or financial positions whose primary purpose 
and effect is to protect an entity from exposure to interest rate, foreign 
exchange, or commodity price risk. This traditional viewpoint assumes 
that enterprises enter into hedging transactions to reduce risk of loss. 

Another viewpoint extends the definition of hedging to include “other risk 
adjusting activities,” which are strategies whose purposes and effects are 
to adjust the level of risk, either up or down, but not necessarily to reduce 
it. Because deferral hedge accounting allows for delayed recognition of 
gains and losses from derivative activities, the potential ramification of 
this viewpoint is that the effects of increasing the level of au institution’s 
risk of loss would not be reflected immediately in income. We believe 
deferral hedge accounting should be limited to activities intended to 
decrease an enterprise’s exposure to risk of loss. The determination of the 
proper definition of hedging of financial r isks is the f&t and foremost 
issue that must be resolved by F’ASB so that it can continue with the 
development of accounting standards in this area 

Hedge Criteria for The difficulty in determining whether a hedge is operating effectively and 
Complex Transactions Are quabfies for hedge accounting stems generally from the complexity of 
Difficult to Apply many derivative products and the lack of accounting rules that apply to all 

products, Existing accounting rules that might be used to account for 
hedges confhct with one another, resulting in further inconsistency and 
confusion. 

The traditional practice in hedge accounting is to treat a derivative 
product as a hedging instrument if it meets the following general criteria: 

l The item (position) to be hedged and the hedging instrument are 
specifically identified by management and the relationship between them 
is designated as a hedge. 

l The existing asset or liability to be hedged actually exposes the firm to 
market risk caused by changes in factors such as interest or exchange 
rates. 

l The hedging instrument is expected to reduce such exposure and 
continues to do so throughout the life of the hedging instrument. 

In general, these criteria are applied to determine whether correlation 
exists between the item being hedged and the derivative product being 
used as a hedge. Perfect negative correlation results in a complete offset 

i 
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between the change in the value of the item being hedged and the hedge 
instrument. 

In cases where the asset or liability being hedged is carried at historical 
cost, the deferral of hedge gains and losses results in a delay in the 
recognition of the change in the derivative’s market value. As long as the 
derivative qualifies for hedge accounting, such recognition is not required 
until the reporting period in which the change in market value of the 
hedged item is ultimately recognized. For example, an entity using futures 
contracts to hedge interest rate changes on its adjustable-rate debt would 
defer changes in the market value of those contracts until the date of the 
interest rate adjustment on the debt. After the rate adjustment, the entity 
would amortize the hedge gain or loss as an adjustment of interest 
expense. If the hedge was effective, then changes in the value of the 
contracts would substantially offset the income statement effects of the 
rate change. However, if the change in value of the contracts did not 
correlate well with the change in interest rates on the debt, the ultimate 
income statement effects would not be substantially offsetting. Once this 
situation was identified, deferral accounting would not be allowed under 
the hedge criteria 

A misapplication of the deferral hedge criteria can result in misleading 
financial reports. For example, deferral of hedge losses that do not 
correlate with changes in the value of the underlying items being hedged 
results in a misstated balance sheet and skewed income statement effects. 

Hedge Accounting Lacks 
C lear, Noncontradictory 
Rules 

Hedge accounting is complicated by the lack of clear ruIes and the 
existence of possibly applicable rules that are contradictory. For example, 
the actual application of the hedge criteria is difficult due to the lack of 
clear accounting rules on (1) the degree to which the hedge must correlate 
to qualify for hedge accounting, both initially and throughout the life of the 
hedge, and (2) the frequency of assessment. The lack of clarity in these 
areas allows for potential manipulation of the hedge criteria, pa.rticuIarly 
in situations where wide fluctuations in values occur during the hedge 
period. 

Another major difficulty in current practice for hedge accounting is the 
inconsistency in existing rules on the treatment of anticipated 
transactions. An anticipated transaction is one that an entity expects to 
carry out in the normal course of business. SFAS No. 52, which contains 
accounting rules on foreign currency transactions, limits hedge accounting 
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to anticipated foreign currency transactions that are firmly committed. 
SFM No. 80, which provides guidance on futures contracts, is inconsistent 
with SFAS No. 52. SFAS No. 80 extends hedge accounting to anticipated 
transactions that are not firmly committed, provided certain underlying 
criteria are met 

The complexities surrounding deferral hedge accounting for derivatives 
activities are deepened by the lack of clear accounting rules for hedging 
activities involving groups of assets and liabilities. These types of hedging 
activities, referred to as dynamic portfolio management, are often used 
rather than static hedging of individual items. Dynamic portfolio 
management is characterized by the continuous assessment and periodic 
adjustment of the risk in groups of assets, liabilities, and binding 
commitments of an enterprise. 

Dynamic portfolio management enables an entity to more easily take 
maximum advantage of naturally offsetting positions in the portfolio and 
thus to adjust only for the portfolio’s net remaining exposure. Dynamic 
portfolio management is commonly used, especially by financial 
institutions, because it is particularly efficient and cost-effective in many 
situations. However, the hedge criteria commonly applied under SFAS No. 
52 and SFAS No. 80 to justify deferral hedge accounting for hedges of 
individual transactions-including specific designation, assessment of 
effectiveness, and tracking-are difficult to apply to these dynamic 
portfolio activities, and no alternative criteria have been developed by 
FASB. 

Existing and FASB issued two SFASS on disclosure requirements, one in 1990 and one in 

Proposed Standards 
1991, to address general concerns about the extent and nature of an 
entity’s financial instruments (including derivative products) with 

Require Disclosure of off-balance-sheet risks of accounting losses as well as current market 

Derivatives Activities values of financial instruments. A third proposed standard was recently 
released for comment and is expected to be issued by the end of 1994. 

Under the two existing disclosure standards, preparers of financial 
statements must disclose information about the credit and market risks 
involved with financial instruments and the fair value of financial 
instruments. SFAS No. 105,4 Disclosure of Information About Financial 
Instruments W ith Off-Balance-Sheet Risk and Financial Instruments W ith 

4Diilosure may be made either in the body of the financial statements or in the footnotes to the 
financial statements. Certain financial instruments are excluded from the scope of SFM No. 105 
because existing disclosure guidance addresses these items. 

i 
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Concentrations of Credit Risk, requires disclosure of the following 
information by class of financial instrument with off-balance-sheet risk: 

l face or contract amount (or notional principal amount if no face or 
contract amount exists); 

l the nature and terms of the instrument, including, at minimum, a 
discussion of credit risk, market risk, cash requirements, and the related 
accounting policy; 

. the amount of accounting loss the entity would incur if any party to the 
financial instrument failed completely to perform according to the terms 
of the contract and collateral or other security, if any, proved to be 
worthless; 

l the entity’s policy for requiring collateral or other security to support 
financial instruments subject to credit risk, information about the entity’s 
access thereto, and the nature and a brief description of the collateral or 
other security supporting those financial instruments; and 

. significant concentrations of credit risk arising from all i5nancial 
instruments, whether from an individual counterparty or groups of 
counterparties, including information about the activity, region, or 
economic characteristic that identiiies the concentration of credit risk. 

SFAS No. 107, Disclosures about Fair Value of Financial Instruments, 
requires the following information to be disclosed about the fair value of 
all financial instruments,6 regardless of whether it is recorded in the 
balance sheet: 

. fair value of the financial instruments for which it is practicable to 
estimate that value and 

. method and significant assumptions used to estimate fair value. 

When the estimation of the fair value of a financial instrument is 
impracticable, the statement requires disclosure of information that is 
pertinent to such estimation, This information includes the carrying 
amount, effective interest rate, maturity, and the reason the estimate of 
fair value was impracticable. 

We reviewed the 1992 annual reports of 10 large U.S. bank holding 
companies with significant derivatives activity, including 7 major OTC 

dealers. Our review showed that these institutions generally were 
complying with the disclosure requirements listed earlier. However, we 

‘Fair value is defined as the amount at which an item could be exchanged in a current transaction 
between willing parties, other than in a forced or liquidation sale. 
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noted some variances in the extent and methods of disclosures. For 
example, some of the institutions provided extensive coverage of the 
risk-management process (i.e., credit risk, interest rate and currency risk, 
and liquidity risk) for financial instruments in the Management Discussion 
and Analysis section of their annual reports or devoted separate sections 
to describe the risk-management process. Such discussions alerted the 
reader to the types of risks inherent in the use of financial instruments, 
such as interest rate swaps and foreign currency transactions. Other 
institutions disclosed information in footnotes or supplemental schedules, 
while still others provided rather limited disclosures. Some clearly 
quantified the amount of credit risk exposures of counterparties or 
concentrations of credit risk, and others made disclosures that were less 
clear. 

Because SFAS Nos. 105 and 107 leave financial statement preparers with 
substantial flexibility in the presentation and level of detail of the required 
disclosures, the information provided about derivtives and other financial 
instrument activities is not likely to be consistent or complete, thereby 
making meaningful analysis of such information by financial statement 
users very difficult. 

Recognizing these inadequacies, FASB recently added a project to its 
agenda to improve disclosures about derivatives. An exposure draft of a 
proposed SFAS, Disclosure About Derivative Financial Instruments and Fair 
Value of Financial Instruments, was released for comment on April 14, 
1994. The proposed SFAS would require disclosure of the following 
informati& either in the body of the financial statements or in the 
accompanying footnotes: 

l the amounts, nature, and terms of each class of derivatives that are not 
subject to SFAS No. 105 (because they do not result in off-balance-sheet 
risk of accounting loss), including differentiation between instruments 
held or issued for purposes of trading and purposes other than trading; 

9 the average, maximum, and minimum aggregate fair values during the 
reporting period of each class of derivatives held or issued for trading 
purposes, with differentiation between assets and liabilities; 

l the net gains or losses arising from derivatives trading activities during the 
reporting period and where those net trading gains or losses are reported 
in the income statement; 

l a description of the entity’s objective for each class of derivatives held or 
issued for purposes other than trading and how these instruments are 
reported in the financial statements; and 
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l a description of anticipated transactions for which the risks are hedged 
with derivatives, including the expected time frame for the transactions, 
the amount of related hedging gains and losses that are explicitly deferred, 
and the transactions or other events that result in recognition of the 
deferred gains and losses in income. 

The proposed SFAS encourages but does not require disclosure of 
quantitative information about interest rate or other market risks of 
derivatives that is consistent with the way the entity manages those risks. 
It also encourages disclosure of such information about other assets and 
liabilities. The proposed SFAS would also amend SFAS No. 107 to require 
that fair value information be presented without combining, aggregating, 
or netting the fair value of separate iinancial instruments of a different 
class. It would also require that this information be presented in one 
location, with the related carrying amounts, in a form that makes it clear 
whether the amounts are favorable or unfavorable. 

The comment deadline for the proposed SFAS is July 1,1994. FASB expects 
to issue the final SFAS by the end of 1994. The proposed SFAS would be 
effective for financial statements issued for fiscal years ending after 
December 15,1994, except for entities with less than $150 million in total 
assets. For those entities, the effective date would be 1 year later. 

Although the proposed SFAS is an improvement over existing disclosure 
requirements in SFM No+ 105 and SFM No. 107, we believe there are 
additional disclosures that would provide financial statement users a more 
complete understanding of derivatives activities. For instance, the 
proposed SFAS does not require a clear distinction between dealing 
activities, speculative activities, and hedging and other risk-management 
activities. We believe this type of distinction is necessary for a clear 
understanding of the nature and risks of entities’ derivatives activities. As 
mentioned earlier, the proposed SFAS encourages but does not require that 
the risks of interest rate and other market changes be quantified and 
disclosed. We believe these disclosures should be required because of the 
significant risk that such market changes pose to many entities and to 
promote consistency in reporting. 

We recognize that these additional disclosures will be difficult to 
immediately implement because of the basic definitional issue we 
discussed earlier and the systems limitations of some entities. Further 
study and resolution of these and other disclosure issues are needed so 
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that this important additional information about derivatives activities can 
be provided in financial reports. 

The disclosures required by SFAS No. 105, No. 107, and the recently 
proposed SFAS, while not fully satisfactory, are important steps toward 
helping users of financial statements better understand the risks 
associated with financial instruments and derivative products in published 
financial statements. However, disclosure, no matter how complete, is no 
substitute for consistent and comprehensive accounting ruIes that would 
require such risks to be reflected in the derivation of financial statement 
numbers. 

? 

1 

i 

FASB’s Financial FASB has undertaken an ambitious and comprehensive project on the 5 

Instruments Project Is 
recognition and measurement of financial instruments. The goal of this 
complex project is to develop broad accounting rules and disclosure 

Attempting to Address requirements for financial instruments, including derivative products. One 

Gaps in Rules on approach that FASB is considering is based on the premise that all financial / 

Accounting for 
instruments are basically composed of a few fundamental types of 
financial instruments, Under this approach, a determination of how to i 

Derivatives recognize and measure these instruments would lead to consistent 1 
solutions for the accounting issues raised by more complex instruments as I 
well as activities that establish relationships among financial instruments, 
such as hedging. The project’s scope is broad, covering important topics 
such as consideration of mark-to-market accounting; hedging and other I 
risk-adjusting activities; securitization of assets; and troubled debt 1 4 
restt-ucturingss. 

In January 1992, FMB began deliberations on accounting for hedging. In 
June 1993, FASB issued a report on its deliberations,” including its tentative 
conclusions. These conclusions included FASB'S agreement that deferral 
hedge accounting would be permitted for hedges of existing assets and 
liabilities and firm commitments if hedging instruments and hedged items 
are designated, are highly inversely correlated, and have a clear economic 
relationship that reduces enterprise (or business unit) risk at inception 
and during the course of the hedge. FASB was unable to agree on whether 
to permit deferral hedge accounting for hedges of anticipated transactions. 
A major impediment to reaching consensus on this issue was that deferral 
hedge accounting for losses and gains realized on hedges of anticipated 
transactions does not correlate with the established definitions of assets 

6A Report on Deliberations, Including Tentative Conclusions on Certain Issues Related to Accounting 
for Hedging and Other Risk-Adjusting Activities, FASB (Norwalk, CT: June 1993). 
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and liabilities included in FASB’S conceptual framework for financial 
accounting and reporting.7 

FASB also tentatively distinguished hedging from other risk-adjusting 
activities, which include dynamic portfolio management and the creation 
of synthetic instrument.s8 such as interest rate swaps. In its June 1993 
report, FASB noted that it had trouble dealing with these three categories of 
activity simultaneously and was concerned that these categories were not 
clearly enough distinguished from each other. In addition, FASB tentatively 
concluded that it could see no practical way to apply deferral hedge 
accounting on a pool basis to a dynamically managed portfolio; however, 
FASB was soliciting further input on this issue. 

In December 1993, FASB decided to put aside alI of its previous tentative 
conclusions and began redeliberating each of the issues it had previously 
considered. As of April 1994, FASB was exploring two alternative 
approaches to hedge accounting. The first approach would be to continue 
along the lines of the conventionaI hedge accounting model FASB had 
previously discussed. The second approach would be to more fully 
develop a recent proposal that would classify all derivatives as either 
acquired for risk management or trading. All derivatives would be marked 
to market. Changes in the value of derivatives acquired for trading 
purposes would be recognized in earnings as they occur. Changes in the 
value of derivatives acquired for risk management would be reflected in 
equity to the extent that certain tests are met; otherwise these changes 
would be recognized in earnings. 

As of April 1994, FASB was also planning to revisit the fundamental issue of 
deiining the objective of hedge accounting and the types of transactions 
that should be afforded special hedge accounting treatment. 

‘These definitions are included in Statement of Financial Accounting Concepts No. 6, Elements of 
Financial Statements, December 1965. Statement of F’inancial Accounting Concepts No. 6 defines 
assets as probable future economic benefits obtained or controlled by a particular entity as a result of 
past transactions or events. Liabilities are defined as probable future sacrifices of economic benefits 
arising from present obligations of a particular entity to transfer assets or provide services to other 
entities in the future as a result of past transactions or events. 

aSynthetic instruments are created by linking two or more distinct instruments whose collective 
characteristics resemble those of a prototype instrument. 
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Market Value 
Accounting Would 
Help Resolve Hedge 
Accounting Issues 

FASB has discussed market value accounting as a means to resolve many of 
the hedge accounting issues, including the difficulty in differentiating 
between speculative and risk-management derivatives activities and 
determining which of these qualify for deferral hedge accounting. Market 
value accounting would not, however, solve the issues surrounding 
anticipatory transactions because it does not address whether these 
deferred losses and gains can be recorded as assets and liabilities under 
FASB’S conceptual framework. However, it would eliminate much of the 
other controversy surrounding hedge accounting, particularly for financial 
institutions. 

Current accounting rules do not require comprehensive market value 
accounting for financial instruments9 As we have previously stated in 
comment letters, we believe that FASB should consider a market value 
accounting model for financial institutions. In commenting on recent FASB 
pronouncements, we have strongly supported market value concepts for 
loan loss accounting, debt and equity securities, and related liabilities. 
However, FASB did not adopt such concepts in these pronouncements. As a 
result, nondealer financial institutions will continue to carry on their 
balance sheets significant amounts of assets and liabilities at historical 
cost. 

The most prevalent argument for continuing use of the historical cost 
model is that it is an objective accounting measurement that can be easily 
determined. However, the historical cost model masks the realities of 
today’s rapidly changing markets and fails to provide investors, depositors, 
regulators, and others with the full complement of information they need 
in making business, economic, and regulatory decisions. 

The limited disclosure of market realities through footnotes to the 
financial statements stands in sharp contrast to the extensive market 
information used to manage the activities of most large and sophisticated 
entities. These entities are typically managed through constant 
monitoring-sometimes on a daily or even more frequent basis-of the 
market values of their financial instruments, including derivative products. 
Business decisions about how to operate these entities are generally based 
on a market value accounting model. However, public financial reports of 
nondealers are generally prepared on the basis of the historical cost 
model. 

gSecurities firms and other derivatives dealers generally use market value accounting for trading 
activities. Therefore, any change to broadly adopt market value accounting would have littIe effect on 
accounting for these activities. The major effect of market value accounting would be on those 
activities that are currently accounted for using historical cost. 
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This disparity clouds fmanciaI reports and carr mislead users of such 1 
reports as to managements’ activities. Market value accounting, on the / 
other hand, would provide financial statement users with the bottom line 
results of managements’ end-user hedging activities and would eliminate 
the potential for inappropriate reporting of hedge gains and losses. 

I 
We recognize that numerous implementation issues would have to be 
studied and resolved before the adoption of a comprehensive market value 
accounting model was possible, However, the financial instruments 
project that has been under way for more than 5 years has been unable to 
satisfactorily resolve issues involved in using the historical cost model. We 
believe that the development of a market value accounting model for all 
financial instruments, including derivatives, may well be a valid outcome 
of the financial instruments project. Such an accounting model would not 
only solve many of the accounting issues concerning derivatives but, more 
importantly, would provide a new level of transparency in financial 
reporting of hedging activities. 
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The interrelationships among OTC derivatives dealers and markets 
worldwide increase the likelihood that a crisis involving derivatives will be 
global. A crisis beginning abroad can affect U.S. institutions and markets. 
As a result, unilaterally strengthening U.S. regulation may not be sufficient 
to protect the U.S. financial system. Such unilateral action also may 
hamper U.S. product innovation, affect U.S. firms’ competitiveness, and 
encourage firms to move their activities to markets with less regulation. 
Avoiding these potentially adverse consequences of unilaterally 
strengthening derivatives regulation in the United States will require U.S. 
regulators to coordinate with regulators internationally. 

Foreign regulators described to us their policies and procedures for 
regulating derivatives. However, we did not verify their descriptions or 
compare their practices to the policies and procedures that they 
described. As a result, we could not compare the quality of foreign 
regulation to US. regulation. We learned that approaches to the regulation 
of derivatives varied across the countries included in our review. The 
scope of the financial regulation in most of the countries we reviewed 
covered all major OTC derivatives dealers. However, requirements for 
reporting, capital, examinations, and disclosure in public financial 
statements were not always complete. To date, attempts to coordinate 
international fmancial regulation, while achieving some successes, have 
usually taken considerable time and have not always produced agreement. 

Unilateral U.S. U.S. regulatory action would not address the derivatives activities of all 

Regulatory Action 
major OTC dealers worldwide. According to our analysis of publicly 
reported information, financial institutions with the largest derivatives 

May Not Be Sufficient notional/contract amounts worldwide included Errns from 11 countries,l 

and Could Have with firms from France, Switzerland, the United Kingdom, and the United 

Adverse 
Consequences 

States having the highest volumes. These firms were also actively 
conducting derivatives activities in markets outside their own countries. 
For example, most of the major U.S. derivatives dealers we identified had 
affiliates conducting derivatives activities in other countries, including at 
least 7 firms that had affiliates in all 7 of the countries we included in our 
review, Based on data provided by the 14 U.S. dealers that responded to 
our survey, transactions with foreign dealers represented an average of 
about 24 percent of the U.S. dealers’ combined derivatives 
notional/contract amounts. 

‘Our analysis uses publicly available data compiled by Swaps Monitor Publications, Inc., which 
publishes a newsletter that tracks the derivatives industry. Other financial institutions may have higher 
derivatives notional/contract amounts but are not included because of the lack of comprehensive 
disclosure requirements in many countries (as discussed later in this chapter). 
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Regulators worldwide have recognized that improvements are needed in 
the regulations and standards that apply to derivatives. Given the global 
nature of derivatives activities, they also recognized that such 
improvements will require extensive international regulatory cooperation. 
According to the BIS report, the regulatory staffs of several countries 
agreed that reducing the risk of an international systemic disruption would 
require regulators, market participants, and others to act jointly to 
improve derivatives risk-management and accounting and disdosure 
practices. The report also suggested that the central banks of various 
countries work with other financial authorities to ensure that financial 
institutions are adequately capitalized and have appropriate systems in 
place for managing and controlling risks, Federal Reserve officials and 
others noted that greater harmonization among various counties’ legal 
and regulatory systems, such as those governing netting arrangements, 
would also reduce the risks faced by institutions operating internationally. 

U.S. regulators and market participants were concerned that U.S. 
derivatives reguIation could become onerous compared to that of other 
counties. They feared that such U.S. regulation could adversely affect the 
ability of U.S. markets and fn-ms to produce innovative products and 
strategies as well as compete against financial institutions in other 
countries. A Federal Reserve Board Governor said that regulators must be 
aware of the potential effects of regulation on competition, efficiency, and 
innovation in derivatives markets. During a congressional hearing on 
derivatives, an official of a large U.S. derivatives dealer testified that 
intense competition forces 6rms to continually improve the way they 
manage their derivatives activities. He said that market participants would 
oppose any regulatory change that reduced this competitive environment. 

Coordinating and harmonizing approaches to derivatives regulation also 
would reduce opportunities for market participants to shift their activities 
to jurisdictions with less regulation. While the safe and sound markets that 
can result from effective regulation may attract participants, regulators 
and market participants in the United States and other countries told us 
that firms often decide on the country in which to conduct their 
derivatives activities on the basis of various factors, including differences 
in regulatory requirements, accounting practices, or tax treatment. A 
manager for a US. securities fu-m in Japan cautioned that excessive 
regulation of derivatives in one country would cause trading to move 
outside that country, leaving its financial institutions at a competitive 
disadvantage. Regulatory officials and market participants noted that 
volumes of equity derivatives decreased on Japanese exchanges and 
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increased on exchanges in Singapore and the United States after Japanese 
regulatory changes made trading these products more costly. 

Foreign Regulatory 
Approaches Varied 

implemented a variety of approaches addressing derivatives risks, but the 
activities of the major OTC derivatives dealers were all subject to 
regulation. Regulatory reporting requirements in these countries 
addressed derivatives notional volume and some measures of risk, but the 
type of information reported varied. The capital requirements for banks in 
these countries are generally similar, but some regulators have placed 
additional requirements on banks conducting derivatives activities. Four 
countries have separate capital requirements for securities firms, but these 
requirements varied. Regulators e xamine or oversee private sector 
examinations of the financial institutions using derivatives in these seven 
countries, Finally, requirements to disclose derivatives activities in public 
financial statements also varied, but most countries required only limited 
disclosure. 

The Activities of Major 
OTC Dealers Are 
Regulated 

In contrast to the gaps in U.S. regulation, maor OTC derivatives dealers 
were subject to regulation by at least one regulatory body in all seven of 
the countries we reviewed. In France, Germany, Japan, Singapore, and the 
United Kingdom, all derivatives dealers were overseen by either the 
countries’ national banking or securities regulatory bodies or both. 
However, regulators in two countrie+Australia and 
Switzerland-acknowledged that derivatives activities by some Cnancial 
institutions were not subject to direct regulation in their countries. They 
said that the activities of these institutions were not significant enough to 
concern them. 

Regulators Collected All regulators obtained some information about derivatives on a monthly 
Different Information to or quarterly basis to assess the volume and risks of derivatives activities, 
Assess the Extent and R isk but some regulators collected more detailed information than others. As 

of Derivatives Activities shown in table 7.1, regulators in three of the seven countries collected 
separate notional/contract totals primarily for forwards, futures, options, 
and swaps. These totals were subdivided in various ways-for example, by 
type of underlying (including foreign currencies, interest rate contracts, 
and equities), by type of market (exchange-traded or OTC), by purpose 

me countries we reviewed were Australia, France, Germany, Japan, Singapore, Switzerland, and the 
United Kingdom 
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(hedging or speculation), by maturity, or by type of counterparty. 
Regulators in the other four countries did not collect such information for 
aU derivatives or obtained it only in combination with other products. In 
addition to notional/contract totals, regulators in six countries obtained 
other information to assess the extent of market or credit risk associated 
with derivatives. Such information included derivatives’ market values, 
credit equivalent am~unts,~ risk ratios, or capital held to cover market or 
credit risk. 

%edit equivalent amounts are based on the Basle Accord’s current exposure method, which speciAes 
that a contract’s credit equivalent amount is the contract’s replacement cost or market value plus an 
additional amount, called an add-on, to reflect potential future credit risk 
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Table 7.1: Regulatory Reporting Requirements for Major OTC Derivatives Dealers in Selected Countries 
Requirements for reporting notional/contract Requirements for reporting amounts for credit 

Country amounts or market risk 
Australia Banks report quarterly on forwards, futures, options, Banks report quarterly on the credit equivalent 

and swaps for foreign currencies, interest rates, amount of outstanding transactions. 
gold, equities, and other contracts. Banks also make 
weekly reports on foreign currency derivatives. 
Securities firms do not report any derivatives 
positions. 

Francea Banks report quarterly on derivatives, grouped as Banks report quarterly on unhedged positions. 
interest rate or currency, exchange-traded or OTC, 
and hedoina or oroorietarv oositions. 

Germany” Banks report monthly on forwards, futures, options, 
and swaps related to foreign currencies, interest 
rates, equities, and other contracts. The information 
is subdivided by major types of exchange-traded 
and OTC contracts, by maturity, and by type of 
counteroartv. 

Banks report monthly on the delta value of 
options,b the credit equivalent amount of other 
reported contracts, and three ratios that reflect 
the extent of foreign exchange risk, interest rate 
risk, and other market risks. 

Japan Banks and securities firms report monthly on Banks and securities firms report monthly on the 
exchanoe-traded derivativesC market value of exchanae-traded derivatives. 

Singapore Banks and securities firms report monthly a 
combined total for exchange-traded and OTC 
derivatives. 

Banks report monthly on the market value of their 
unhedged foreign exchange positions for capitat 
purposes. 

Switzerlanda Banks report monthly on foreign currency derivatives 
and annually on foreign currencies, forwards, and 
OTC interest rate contracts. 

An annual audit report to regulators comments 
about risks undertaken and how they are 
managed. 

United Kingdom Banks report monthly on activities related to foreign 
currencies and quarterly on forwards, OTC options, 
and swaps related to interest rates, foreign 
currencies, precious metals, equities, and other 
contracts. Depending on the overall nature of their 
business, some banks provide more detailed 
information, biweekly or monthly, about derivatives. 
Securities firms report monthly on the market value 
of futures, options, and swaps, and submit quarterly 
reports that provide more detail about specific types 
of derivatives. 

Banks report quarterty on the credit equivalent 
amount of their contracts. Depending on the 
overall nature of their business, some banks 
provide more detailed analyses of their market 
and credit risks. Securities firms report monthly 
and quarterly on the amount of capital held to 
cover market and credit risks with quarterly 
reports providing more detail on specific types of 
derivatives. 

BNo separate reporting requirements apply to securities firms because only firms licensed as 
banks can conduct securities activities. 

bThe delta value of an option measures the sensitivity of the option’s price to changes in the price 
of the underlying contract. 

CThis reporting is by numbers of contracts. 

Sources: Compiled from information supplied by the Australian Securities Commission, the 
Reserve Bank of Australia, the Commission Bancaire (France), the Deutsche Bundesbank 
(Germany), the Federal Banking Supervisory Office (Germany), the Bank of Japan, the Ministry of 
Finance (Japan), the Monetary Authority of Singapore, the Federal Banking Commission 
(Switzerland), the Swiss National Bank, the Bank of England (United Kingdom), and The 
Securities and Futures Authority Ltd. (United Kingdom). 
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Most F’inancial Institutions Capital requirements applied to most financial institutions using 
Were Subject to Capital derivatives in the countries we reviewed. However, some of these 

Requirements requirements covered more of the risks associated with derivatives than 
others. Four of the seven countries-Australia, Japan, Singapore, and the 
United Kingdom-had different capital requirements for banks and 
securities firms. In contrast, France, Germany, and Switzerland, where 
financial institutions conducting securities activities must also be licensed 
as banks, required all institutions to meet bank capital requirements. 

Bank capital requirements met the standards set by the Basle Accord in all 
seven countries we reviewed, but some countries had additional capital 
requirements. As recommended by the Basle Accord,4 the seven countries 
all had bank capital requirements that required specific amounts of capital 
to cushion against potential losses arising frcrm credit risk, including 
losses from derivatives. To address marlret risk, the Monetary Authority of 
Singapore required domestic banks to hold capital equal to 12 percent of 
their net positions in foreign exchange activities,’ rather than the 8 percent 
recommended by the Basle Accord. Several bank regulators limited the 
accumulation of certain risks relative to capital and required banks to 
report on such risks. Most common were limits on foreign exchange 
market risk and large credit exposures to any one counterparty. German 
regulations also limited the accumulation of interest rate risk and other 
market risks. 

Four countries--Australia, Japan, Singapore, and the United 
Kingdom-had separate capital regulations that applied to securities firms, 
although the treatment of derivatives under these requirements varied. 
Similar to firms operating in the United States, securities firms in these 
four countries generally were required to meet minimum levels of net 
worth (assets minus liabilities) after making certain adjustments to this 
net worth-or capital-amount. These adjustments usually involved 
reducing the values of a &m’s assets, including derivatives, by certain 
amounts so those that are less liquid or that have greater risk faced 
correspondingly larger reductions. 

In Japan, securities firms’ ca@al standards accounted for both the credit 
and market risks of derivatives activities by requiring firms to reduce the 

me capital requirements recommended in the Basle Accord are discussed in detail in chapter 4. At a 
minimum, the requirements apply to internationally active banks. Regulators may also apply them to 
domestic banks at their own discretion 

%I1 of this capital must be core capital (tier I), which includes paid-up share capitallcommon stock 
and discIosed reserves/retained earnings. 
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value of their derivatives positions by certain amounts according to both 
the creditworthiness of the counterparty and the type of asset underlying 
the contract. Securities regulators in the United Kingdom also tested a 
firm’s overall credit and market risk in setting capital requirements. Firms 
were required to reserve a certain amount of capital to cover each of these 
risks. U.K. regulators recognized that derivatives can be used to hedge 
market risk and permitted firms to hold less capital for hedged positions. 
Securities firms in Singapore made some reductions to the value of 
derivatives, but these reductions did not account for market risk. In 
Australia, net derivatives positions were included in securities and futures 
firms’ assets but were not reduced to account for their various risks. 
Securities and futures regulators in Australia noted in March 1994 that 
they were reviewing these standards, which may result in changes to 
better address the risks derivatives pose. 

The efforts of various international organizations will likely result in 
changes to the capital requirements in the seven countries we reviewed. 
For example, certain changes to capital requirements will be implemented 
in the EC in 1996, while other changes are being negotiated that would 
apply internationally. 

Examinations and 
Regulatory Guidance 
Addressed Internal 
Controls and R isk 
Management 

Regulators in the countries included in our review told us that financial 
institutions were examined to assess, among other things, the internal 
controls and risk-management procedures for all activities, including 
derivatives. It is more common outside the United States for regulators to 
delegate examination authority to external auditors, although regulators in 
some countries conducted their own examinations. Most regulators told 
us that regardless of the approach used, the extent to which derivatives 
are being addressed in examinations is generally increasing. 

Bank examinations in Australia, Germany, Switzerland, and the United 
Kingdom were done primarily by external audit firms using guidelines 
established by the regulators. In these countries, the auditors provided 
regulators with detailed audit reports and discussed any problems 
identified with the regulators. However, these countries’ bank regulators 
said that they planned to be more involved in examinations in the future. 
For example, bank regulators in Australia said they will begin visiting 
banks periodically to increase their understanding of banks’ 
risk-management systems. The Bank of England was establishing a 
regulatory group responsible for examining banks’ risk-assessment 
models, similar to current practices of U.K. securities firm regulators. 
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Although external auditors review German banks’ operations, staff from 
Germany’s Bundesbank (the central bank) inspected banks’ foreign 
exchange activity, including derivatives, but these inspections were not 
done annually. 

In contrast to these approaches, regulators in France, Japan, and 
Singapore and securities firm regulators in Australia and the United 
Kingdom did their own examinations of the financial institutions they 
regulate. Australian securities regulators, however, were not authorized to 
examine certain OTC derivatives. In the United Kingdom, where many U.K., 
U.S., and other foreign banks and securities fums trade derivatives, a 
special team of U.K. securities regulators was responsible for approving, 
testing, and monitoring models that were used to estimate derivatives risk 
and for generally assessing the quality of risk management among 
securities firms. 

Regulators in four of the countries we reviewed had also issued guidance 
concerning risk management for the financial institutions they supervised. 
In 1987 guidance, the Bank of England stated that banks’ records and 
internal controls should identify risk exposure limits, particularly those 
related to derivatives, monitor compliance with such limits, properly value 
positions, and ensure that management was adequately informed. In 1990, 
France’s Banking Commission issued a rule addressing the interest rate 
risk of financial institutions that actively trade securities and derivatives. 
Under this rule, these institutions must have management systems to 
immediately record all transactions, track positions globally and by 
product type, and monitor compliance with limits on risk exposure. 
Switzerland’s Federal Banking Commission and the Monetary Authority of 
Singapore issued guidance in 1991 and 1992, respectively, for fmancial 
institutions using derivatives. The guidance issued by both of these 
regulators stated that institutions were expected to have clearly defined 
business procedures and effective internal control systems. Singapore’s 
guidance also emphasized the need for appropriate accounting procedures 
and informed senior management. Finally, according to a Bundesbank 
official, German regulations that govern the conduct of foreign exchange 
activity will likely be expanded to cover all trading activities, including 
derivatives. 

Derivatives D isclosure in The extent of derivatives disclosure in foreign public financial statements 
Some Public l?inanciaI was specified by regulators or accounting bodies in all but one of the 
Statements Was Limited countries we reviewed. While the extent of disclosure was greater in some 
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countries, regultiors and financial institution officials from several 
countries said that existing requirements generally did not allow 
regulators and market participants to accurately assess an institution’s 
financial condition. However, regulators in some countries indicated that 
because their current disclosure requirements were being modified, the 
amount of information disclosed about derivatives might increase. 

Our review of the public financial statements of 28 foreign banks and 
securities firms from the 7 countries we visited showed that derivatives 
disclosure ranged from none to disclosure similar to that required of U.S. 
institutions. Australian disclosure standards did not address derivatives at 
all. In Japan, Singapore, and Switzerland, banks and securities firms were 
only required to disclose certain aspects of their derivatives activities, 
while German banks were required to disclose, in notes to the financial 
statements, the types of derivatives held and how they were used.6 Other 
countries’ disclosure requirements for derivanves were more 
comprehensive. In the United Kingdom, for example, accounting and 
disclosure standards were set by the U.K. Accounting Standards Board 
and supplemented by regulatory requirements and industry 
recommendations. Accordingly, banks were required to disclose the types 
and purposes of their derivatives transactions, but also were urged to 
disclose derivatives’ replacement cost, credit risk-weighted amount (based 
on the Basle Accord), underlying principal amount, and accounting 
policies related to derivatives. French regulations required financial 
institutions to make similar disclosures related to derivatives. Although 
disclosure requirements were not always extensive, financial institution 
officials in several countries told us they voluntarily disclosed more 
derivatives information in their financial statements than was required 
because such disclosure provided more information to investors and 
market participants. 

Accounting rules and disclosure requirements for derivatives were 
changing in some of the seven countries. The rules and recommended 
procedures for banks in the United Kingdom were written in 199 1 to take 
effect for accounting periods starting in December 1992. Accounting rules 
and disclosure standards in Australia and Switzerland were also being 
revised to improve derivatives coverage. 

6Financial institutions in Japan were only required to disclose exchange-traded derivative products. In 
Singapore, institutions must disclose any material losses arising from derivatives. Swiss financial 
institutions were only required to disclose fLved forward transactions based on securities and precious 
metals. 
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International As of April 1994, several international regulatory and industry 

Coordination Efforts 
organizations were making efforts to coordinate and harmonize regulatory 
or market practices for financial instih~tions, and some of these efforts 

Have Achieved 
Mixed Success 

have achieved success. However, these efforts usually required 
considerable time, some were not complete, and others failed to produce 
international agreement. 

Among the most important of the efforts were the projects to develop 
minimum capital requirements for banks and securities firms by the Basle 
Committee on Banking Supervision, IOSCO, and the EC. The Basle 
Committee established international capital requirements in 1988 for the 
credit risk of banks’ activities, including derivatives, and has proposed 
requirements for market risk. IOSCO’S efforts to develop international 
capital requirements for securities lirms have been less successful, which 
in turn has delayed efforts by the Basle Committee and IOSCO to develop 
common international capital requirements for banks and securities firms. 
The EC has written capital rules to address credit and market risks for EC 
banks and securities firms. Such rules are to be fully operational in 1996. 
As of April 1994, only bank regulators were attempting to develop 
international models for reporting requirements. Industry groups have 
made strides in reducing the operational and legal risks of derivatives by 
harmonizing international practices for transection documentation. 
However, uncertainties remained in other legal areas, including the 
enforceability of netting agreements in different countries. Finally, an 
international effort led by various countries’ bodies for setting accounting 
standards was attempting to improve the way financial institutions 
account for and disclose their derivatives activities, but the results of this 
effort were not expected until the end of 1994 or later. 

Bank Regulators International efforts to produce capital standards for banks have made 
Successfully Created progress, although these efforts had required considerable time and were 

International Capital incomplete as of April 1994. After regulators from the United States and 

Standards for Credit R isk, the United Kingdom prepared a bilateral accord on bank capital in 

but Market R isk January 1987, regulatory representatives from the 12 countries that form 

Requirements Are Not Yet 
the Basle Committee on B&g Supervision issued risk-based capital 

Final 
standards for international banks in July 1988. These Basle Accord 
standards were primarily designed to ensure that internationally active 
banks have adequate capital to protect against credit risk, including the 
exposures created by derivatives. Although these standards were finalized 
in 1988, banks were not required to fully comply until December 1992. The 
accord also recognized the use of netting by novation for capital adequacy 
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purpo~es.~ When these capital standards were issued, the Basle Committee 
indicated that it intended to expand the accord to consider the additional 
market risks that banks incur, such as interest rate risk and foreign 
exchange risk 

In January 1991, the Basle Committee issued guidance on controlling large 
credit exposures, noting that efforts to define acceptable levels of credit 
concentration in relation to capital as defined by the Basle Accord were 
appropriate. Whereas the Basle Accord measures credit risk on a portfolio 
basis, the committee said a different approach was needed to measure 
credit exposure to a single counterparty. It recommended that regulators 
measure the full extent of such exposure by including actual and potential 
claims against a counterparty. It also suggested limiting single 
counter-party exposures to 25 percent of total capital and requiring banks 
to report such exposures before they reach that level, for example at no 
more than 10 percent of capital. It further advised regulators to be aware 
of other types of credit concentrations, such as those with particular 
geographic and economic sectors or with different affdiates of the same 
institution. 

In April 1993, the Basle Committee proposed several changes to the Basle 
Accord. To address the market risk of certain bank activities, the 
committee proposed that capital charges be applied to banks’ trading 
positions in equities and debt securities, and in foreign exchange, 
including derivatives.8 The committee also proposed recognizing 
additional types of netting arrangements that would affect the amount of 
capital needed to cover credit risk. The proposals were expected to be 
modified on the basis of comments received from regulators and market 
participants, and as indicated in chapter 4, some commentom in the 
United States have criticized the approach advocated in these proposals. 
As of April 1994, no firm date existed as to when any revised proposal 
would be finalized. 

The effect of the Basle Committee’s proposals on the level of capital held 
by banks active in derivatives is difficult to predict. The Chairman of the 
Basle Committee said he would not expect the market risk proposal to 
increase capital requirements by more than 1 percent, except in 
extraordinary circumstances. However, because derivatives can also be 

?Netting by novation requires that a sep& contract be established to combine the obligations of 
multiple contracts with a single counterparty that are denominated in the same currency and are due 
on the same date. 

this proposal would not apply to derivatives used to hedge nontrading positions. 
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used to decrease risk, the committee noted that banks with well-hedged r 
positions could actually have lower capital requirements. Moreover, the 
committee expected that broader recognition of netting for capital 

i 

purposes would reduce the amount of capital held against banks’ credit r 
risk. To take advantage of the new rules on netting, banks would be k  
required to have a netting agreemen@ with the respective counterparty and 
would have to provide a legal opinion that such netting is enforceable in 
both counter-parties’ jurisdictions. A broader recognition of netting could 
be particularly beneficial to banks actively dealing in derivatives when 
they typically have a large number of offsetting contracts with other 
financial institutions. I 

Negotiations to Establish 
International Capital 
Standards for Securities 
Firms Have Been 
Unsuccessful 

International efforts to develop minimum capital standards for securities 
firms have been under way since 1987; however, as of April 1994, 1 ? 
regulators had not yet agreed on certain aspects of these standards. The 
IOSCO working group, formed to study issues related to the capital / 
adequacy of international securities firms, recommended in 1989 that 
capital standards cover credit and market risks and recognize the 

i 

risk-reduction potential of hedging techniques.‘O Since then, IOSCO 
members have had a common understanding about how to measure credit 
and market risk, but they have not agreed on what level of capital 
provides adequate protection against the market risk of securities. IOSCO 
has not held detailed discussions about capital requirements for 

\ 

derivatives. 

The lack of agreement among the various securities regulators has also 
prevented the harmonization of international dapital standards for both 
banks and securities firms. The Basle Committee and rosco have jointly 
discussed the development of such standards. Some IOSCO members also I 
consulted with the Basle Committee as it prepared its proposal to expand 
bank capital requirements to address market risk. However, the two 
groups were unable to issue the proposal jointly because of a Iack of 
agreement among IOSCO members on capital standards for international 
securities firms. 

*In the event of a counterparty’s failure to perform due to default, bankruptcy, or liquidation, such a 
I 

netting agreement would create a single legal obligation between the patties to exchange only the net 
value of the sum of the unrealized gains and losses on all transactions included under the terms of the t 
agreement. 

%ke Securities Markets: Challenges to Harmonizing International Capital Standards Remain 
(GAWGGD-9241,  Mar. 10, 1992). 
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The EC Plans to 
Implement New Capital 
Rules in 1996 

Concurrent with the Basle Committee and IOSCO efforts, EC members have 
been negotiating to establish EC-wide regulations governing banks and 
securities firms. Since 1989, EC banks have complied with the Solvency 
Ratio Directive, which is based on the Basle Accord and sets capital 
requirements to cover credit risk. Beginning in 1996, the Capital Adequacy 
Directive is expected to be in force, which would set capital requirements 
for the market risk of certain activities and specific counterparty risk 
These directives will apply to banks and securities firms operating in the 
EC and the European Economic Area” 

In purpose and structure, the Capital Adequacy Directive resembles the 
Basle Committee’s proposal on capital standards for market risk. 
However, in certain areas, the directive establishes different capital 
requirements than those proposed by the Basic Committee. The directive 
acknowledges that its provisions will be revisited on the basis of the 
experience acquired in applying it, development of international 
standards, and market innovation. 

Efforts to Improve 
Regulatory Reporting 
Requirements Are Lim ited 

International organizations have not traditionally focused on developing 
regulatory reporting requirements but instead have relied on national 
supervisors to determine the kind of information they need from the 
financial institutions they regulate. However, several prominent reports 
that addressed derivatives issues have recommended that better 
information be made avaiIable to regulators about these activities.12 As a 
first step in this effort, the Basle Committee has proposed developing a 
common framework to measure and report banks’ interest rate risk. 

The Basle Committee’s proposal did not recommend a specific 
methodology for measuring and reporting the interest rate risk of banks 
but its objective is to help bank regulators identiify institutions that have 
substantial interest rate risk. The proposal recommended that regulators 
measure the degree of interest rate risk associated with alI of a bank’s 
activities, including derivatives. By providing a common reporting 
framework for interest rate risk, regulators could collect consistent 

“The European Economic Area consists of EC member states and five non-EC countries Austria, 
Finland, Iceland, Norway, and Sweden. As of January 1,1994, these five countries agreed to adopt EC 
regulations governing the financial services industries. 

‘These reports include Recent Developments in International Interbank Relations, Report Prepared by 
a Working Group of the Central Banks of the Group of Ten Countries BIS (Basle, Switzerland: Oct. 
1992); Derivatives: Report of an Internal Working Group, Bank of England (London: Apr. 1993); An 
Integrated Bank Regulatory Approach to Deritiives Activities, The Institute of International Finice, 
Inc (Washington, D.C.: May 1993); OTC Derivative Markets and Their Regulation, CFTC (Washington, 
D.C.: Oct. 1993). 
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information and have additional data to further consider how such risk 
should be measured. Neither IOSCO nor the EC has issued guidance about 
regulatory reporting, although the EC expected member state regulators to 
collect sufficient information from banks and securities firms to ensure 
compliance with the new capital rules. 

O ther International Efforts Some regulators have established other efforts to coordinate and 
Have Been Undertaken to harmonize their approaches to derivatives regulation. On March 15,1994, 
Cooperate on Derivatives SEC, CFTC, and the U.K. Securities and Investments Board announced plans 

Regulation to work together to improve each organization’s approach to regulating 
OTC derivatives. The groups agreed to attempt, among other things, 
enhancing their information-sharing capabilities and promoting the 
establishment of capital requirements, sound management controls, and 
standards for accounting, measurement, and disclosure. 

In addition to this effort, IOSCO formed a working @oup to examine 
derivatives issues. This group has conducted a survey of derivatives 
activities in emerging markets and has formed a task force of 
representatives from regulators, industry, fmancial institutions, and 
academia to advise the working group. 

Market Participants Have Various organizations have worked to standardize documentation used by 
Reduced R isk by institutions offering derivatives to reduce the operational and legal risks of 
Standardizing these products. In 1987, ISDA produced a recommended standardized 

Documentation, but O ther contract governing derivatives transactions, known as a master agreement. 

Legal Issues Remain This document sets out the various terms, definitions, and responsibilities 
of each party for the covered derivatives transactions. Among the 
derivatives dealers that responded to the survey done as part of the Group 
of Thirty report, 74 percent indicated that the method used most 
frequently to document their transactions was the ISDA Master Agreement. 
Other organizations-including groups in Japan, the United Kingdom, and 
the United States--have also developed and agreed to use standardized 
documentation to eliminate some uncertainty surrounding contracts 
involving OTC foreign exchange options.13 As a result of these efforts, 
participants in the world’s largest foreign exchange markets are expected 

‘These efforts resulted in the International Currency Options Market Master Agreement, which sets 
out the terms and definitions governing OTC options transactions. This agreement WBS originally 
developed by the members of the British Bankers Association and the Foreign Exchange Committee (a 
group of U.S. regulatory and market participants) for foreign exchange h-ansa&ons in London and 
New York. The telms of this agreement will also be used for transactions conducted in Tokyo as a 
result of another agreement between the U.S. committee and a similar group of market participants 
active in Japan. 
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to use the same contract provisions for OTC foreign exchange options 
transactions. 

Other areas of legal uncertainty continue to pose a challenge for 
international regulators. For example, the uncertain status of the 
enforceability of netting agreements used for derivatives was a source of 
concern for 43 percent of the dealers surveyed as part of the Group of 
Thirty report. Countries that this report identified as not having legislation 
that specifically recognizes the enforceability of close-out14 or other types 
of netting included Australia, Canada, England, Germany, and Japan, 
although such netting provisions are believed to be enforceable under 
existing legislation In addition to netting, other derivatives-related 
uncertainty also existed in some countries. For example, forward rate 
agreements, which had a total estimated notional volume of $2 trillion as 
of December 1992, were possibly illegal under Japanese laws pertaining to 
gambling; as a result, Japanese institutions conducted such transactions in 
foreign affiliates. Other issues of concern included whether some 
counter-pat-ties, such as local governments, had the legal capacity to enter 
into derivatives transactions in certain countries. 

Accounting Organizations Many regulators around the world considered current accounting 
Proposed New Accounting practices for derivatives inadequate. They also said that the amount and 
and D isclosure Standards kind of information disclosed in public financial statements was too 

limited to adequately assess the risks that derivatives pose to financial 
institutions. The International Accounting Standards Committee, which 
includes representatives of various countries’ accounting standard-setting 
bodies, had been working on developing accounting and disclosure 
standards for financial instruments, including derivatives, since the late 
1980s. In January 1994, this group published a second draft of its proposed 
international standard for accounting and disclosure of these products. 
The group was planning to seek comments on this proposal until 
July 1994. A fmal standard was not expected to be developed until late 
1994 or in 1995. Each country’s accounting standard-setting body will then 
have to incorporate this standard into their own requirements, 

The Group of Thirty report also recognized the need for consistent and 
comprehensive reporting of financial instruments internationally and 
included general recommendations on accounting practices and 
disclosures for dealers and end-users of derivatives. The various practices 

‘Close+mt netting provides that in the event that one or both counterparties default, the obligations 
between the two parties will be netted to produce a single obligation. 
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recommended by this report included having dealers account for 
j 

derivatives transactions by marking them to market and adjusting their 
income by any resulting gains or losses in value. The report recommended 
that end-users account for derivatives used to manage risks in a manner / 
consistent with the recognition of income between those derivatives and I 

the assets or liabilities being managed. The report recommended that c  

disclosures be sufficiently comprehensive to provide information about 
the purpose for which any derivatives transactions were undertaken, the ; 
extent of these transactions, the degree of risk involved, and the way these P 
transactions are accounted for. The report also recommended that 
accounting standards-setting bodies in each country provide 
comprehensive guidance on accounting and reporting of transactions in 
financial instruments, including derivatives, and work toward the ) 
harmonization of international standards on this subject. The report urged 
the International Accounting Standards Committee to finalize its proposed 
accounting standard on financial instruments. 
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Conclusions Derivatives serve an important function in the global financial 
marketplace, providing end-users opportunities to better manage financial 
risks associated with their business transactions. The rapid growth and 
increasing complexity of derivatives reflects the increased demand from 
end-users for better ways to manage their financial risks and from 
speculators for lower cost ways to potentially profit from market volatility. 
They also reflect the innovative capacity of the financial services industry 
to respond to market demands. However, the combination of global 
involvement, concentration, and linkages among large derivatives dealers 
means that the sudden failure or complete withdrawal from trading of any 
of these dealers could heighten the risk of liquidity problems in the 
markets and pose risk to the others, including federally insured banks and 
the financial system. In cases of severe tinancial stress, the federal 
government is likely to intervene to keep the financial system functioning. 

Boards of directors and senior management have primary responsibility 
for managing deritives risks. Strong systems of corporate governance 
must be in place for boards and management to effectively carry out this 
responsibility, The internal control and audit committee provisions of 
FDICIA provide a model for strengthening corporate governance systems of 
major derivatives dealers and end-users. However, FDICM applies only to 
large insured depository institutions. Applying the type of corporate 
governance provisions included in FDICIA to all major dealers would 
provide needed safeguards for the public’s interest. These corporate 
governance provisions also have applicability to major end-users of 
complex derivatives and their use would increase the accountability of 
these companies to investors, creditors, and the general public. We 
encourage the boards of directors of major dealers and end-users of 
complex derivative products that do not have in place corporate 
governance requirements similar to the FDICIA model to establish and 
implement such improvements, An increased level of corporate 
responsibility could help avoid the kind of speculative activity that can 
lead to large unanticipated losses. 

Strong risk-management practices could also help major dealers reduce 
their derivatives risks. However, no regulation exists b bring all maor OTC 
derivatives dealers into compliance with the recent recommendations of 
the Group of Thirty and guidelines on derivatives’ risk management issued 
by the Federal Reserve and OCC. Regulations would provide a legal 
framework for bringing all major OTC dealers into compliance with a 
common set of basic standards essential to effective risk management, 
such as frequently marking derivatives to market and ensuring the 

Page 123 GAO/GGD-94-133 FlnanciaI Derivatives 



Chapter 8 
Conclusiona and Recommendations 

independence of trading from risk management and other functions. ln the 
absence of regulations, bank regulators must cite unsafe and unsound 
conditions to force compliance with desired standards, and no legal 
requirements exist for nonbank derivatives dealers. As a supplementary, 
more flexible mechanism for updating risk-management standards as the 
market evolves, guidelines can continue to be used because regulations 
are difiicult to issue and change. 

Federal regulators address derivatives activities through a variety of 
means, but significant gaps and weaknesses exist in the regulation of many 
major OTC dealers. The Federal Reserve and occ have required the banks 
they supervise to report additional information on their derivatives 
activities. They have also issued guidelines on risk management that 
include certain of the Group of Thirty’s benchmark practice initiatives. 
However, bank regulators could further improve their oversight and 
reduce the risks associated with derivatives use by (1) gathering 
consistent information on large counterparty credit exposures and sources 
and amounts of derivatives-related income, and maintaining the 
information in a centralized location accessible to all regulators; 
(2) revising capital requirements to ensure that all derivatives risks are 
covered and that legally enforceable netting agreements recognized; and 
(3) increasing emphasis on the identification and testing of key internal 
controls over derivalives activities. These improvements could help bank 
regulators identify potential problems, assess the risks of individual bank 
activities, and provide an early warning signal for troubled banks. 

Federal regulatory authority over the derivatives-dealing affiliates of major 
securities firms and insurance companies is limited or nonexistent. The 
information that regulators collect is insufficient for adequate monitoring; 
capital standards are lacking, and no comprehensive regulatory 
examinations are performed to ensure the adequacy of the 
risk-management practices of securities and insurance affiliates. These 
firms are large and have financial l inkages to an increasing number of 
markets and other firms through a rapidly growing number of derivatives 
transactions. A direct federal interest exists in the safety and soundness of 
major bank derivatives dealers because of the Bank Insurance Fund 
guarantee. However, derivatives transactions carry the same risks to the 
financial system whether the major OTC dealer is a bank, securities firm, or 
insurance company. Existing differences in the regulation of derivatives 
dealers limit the ability of the federal government to anticipate or respond 
to a crisis started by or involving one of these institutions. W ith 
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strengthened, consistent regulation of derivatives dealers, federal 
regulators could enhance their ability to anticipate or respond to a crisis. 

As we have seen, bank derivatives dealers are presently subject to more 
comprehensive regulation than are nonbank dealers. The regulation of 
banks is essential, because they have deposit insurance and direct access 
to the Federal Reserve’s discount window. At the same time, however, this 
combination of deposit insurance and access also can result in potential 
problems because it may induce the banks and their customers to 
inappropriately rely on such backing. Therefore, banks may be willing to 
run greater risks in their trading activities-in relation to their 
capital-than otherwise would be the case. In addition, market 
participants may prefer using banks for derivatives and related trading 
activities simply because banks are perceived to be safer counterparties. 
In the past, similar concerns caused us to recommend that nontraditional 
banking activities, such as those associated with underwriting and dealing 
in corporate debt and equity securities, be conducted only by 
well-managed and well-capitalized banks in separate subsidiaries of the 
bank holding company. Whether derivatives should be placed in this 
category depends on regulators’ determinations on how they are being 
used by individual banks. 

Inadequate financial reporting of derivatives activities further compounds 
regulatory problems and contributes to a lack of knowledge by investors, 
creditors, and other market participants. While we support FASB'S efforts to 
expeditiously issue specific disclosure requirements for derivatives, we 
believe FASB also needs to expeditiously issue comprehensive accounting 
rules for derivative products. W ithout these accounting rules, added 
disclosures cannot bring the consistency and clarity to financial statement 
reporting that is needed to assess the true substance and risks of 
derivatives activities, particularly end-user hedging activities. In addition, 
comprehensive rules governing the recording of derivatives transactions 
will improve the consistency and quality of financial information provided 
to the regulators. Adopting comprehensive U.S. accounting rules for 
derivatives will also better enable FASB to take an effective leadership role 
in working toward more uniform international accounting rules. 

FASB has spent considerable time and effort analyzing hedge accounting for 
derivatives and consulting with derivatives experts. FASB is aware of 
prevalent accounting practices for hedging strategies currently in use in 
areas such as anticipatory transactions, dynamic portfolio management, 
and synthetic instruments. Perhaps more focus on differences in the 
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underlying objectives of these activities instead of differences in the types 
of instruments used to achieve these objectives would enable FASB to 
reach more timely conclusions. An appropriate starting point would be to 
require that risk-reduction objectives be in place in order for end-user 
derivatives activities to qualify for deferral hedge accounting. 

Market value accounting is ultimately the best solution to accounting for 
all financial instruments, including derivatives. If alI financial instruments 
were accounted for at market value, financial statements would be almost 
completely transparent concerning the effectiveness and impact of 
financial risk management activities. We recognize, however, that 
development of a new market value accounting model by FASB will take 
time, Because authoritative accounting standards for derivatives are 
needed now, short-term adoption of a comprehensive market value 
accounting model may not be feasible. However, this is a viable long-term 
objective of FASB'S financial instruments project. 

Improving U.S. derivatives regulation without coordinating and 
harmonizing such actions with foreign regulators has at least two risks. 
First, U.S. financial institutions will remain vulnerable to a crisis that 
begins abroad and spreads to the United States as a result of the global 
l inkages among financial institutions and markets. Second, regulation that 
market participants view as too severe could cause firms to move their 
derivatives activities outside of the United States. However, coordinating 
and harmonizing regulation worldwide has been difficult to achieve 
because countries have different legal requirements and different 
approaches to regulation. 

Innovation and creativity are strengths of the U.S. financial services 
industry, and these strengths should not be eroded by excessive 
regulation, However, U.S. regulatory gaps and weaknesses must be 
addressed, especially considering the rapid growth in derivatives activity. 
Policymakers and regulators must strike a proper balance between 
(1) allowing the Cnancial services industry to grow and innovate and 
(2) protecting the safety and soundness of the nation’s financial system. 
Achieving this balance will require unprecedented cooperation among US, 
and foreign regulators, market participants, and members of the 
accounting profession. 

Recommendations to Given the weaknesses and gaps that impede regulatory preparedness for 

Congress 
dealing with a crisis associated with derivatives, we recommend that 
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Congress require federal regulation of the safety and soundness of all 
major U.S. OTC derivatives dealers. Regulators should attempt to prevent 
financial disruptions from turning into crises and resolve crises to 
minimize risks to the financial system. Thus, firms that become insolvent 
should be allowed to fail but to do so in an orderly fashion. 

The immediate need is for Congress to bring the currently unregulated OTC 
derivatives activities of securities firm and insurance company affiliates 
under the purview of one or more of the existing federal fmancial 
regulators and to ensure that derivatives regulation is consistent and 
comprehensive across regulatory agencies, This could be done in several 
ways. For example, one legislative proposal would accomplish this goal by 
assigning the responsibility for the unregulated entities to SEC and creating 
an interagency commission to establish principles and standards for each 
federal financial regulator to use in supervising derivatives activities. 
Another approach could be based on the concept that underlies the 
arrangement established for government securities dealers. Under this 
concept, lead responsibility for setting principles and standards applicable 
to all major U.S. derivatives dealers would be divided among existing 
agencies on the basis of their expertise and mission. Extensive 
consultation with all of the agencies supervising derivatives activities 
would be required before any principles or standards were adopted. 

We also recommend that Congress begin systematically addressing the 
need to revamp and modernize the entire US. financial regulatory system. 
Gaps and weaknesses in OTC derivatives regulation clearly demonstrate 
that the existing regulatory structure has not kept pace with the dramatic 
and rapid changes in the domestic and global financial markets. Banking, 
securities, futures, and insurance are no longer separate and distinct 
industries that can be well regulated by the existing patchwork quilt of 
federal and state agencies. Many issues need to be debated and decided, 
including the appropriate uses of federally insured deposits and the extent 
to which they should be used to finance activities, such as large-scale 
proprietary trading in derivatives or other financial instruments. One of 
the first issues that needs to be addressed is how the U.S. regulatory 
system should be restructured to better reflect the realities of today’s 
rapidly evolving global financial markets. We recommend that the 
committees of jurisdiction work together on this issue. In addition, these 
committees should hold hearings, at least annually, on developments that 
affect the safety, soundness, and stability of the U.S. financial system. 
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Recommendations to We recommend that the appropriate regulatory authorities take the 

Financial Regulators 
following actions to improve their capability to oversee OTC derivatives 
activities and to anticipate and respond to any financial crisis involving 
derivatives. Developing specific solutions should involve working closely 
with industry representatives to: 

l Develop and maintain accurate, current, and centralized information, that 
is accessible to all regulators, including information on the extent of major 
OTC dealers’ counterparty concentrations and the sources and amounts of 
their derivatives earnings; 

l Develop and adopt a consistent set of capital standards for OTC derivatives 
dealers sufficient to ensure that all of the major risks associated with 
derivatives as well as legally enforceable netting agreements are reflected 
in capital. 

l Establish specific requirements for independent, knowledgeable audit 
committees and internal control reporting for all major OTC derivatives 
dealers. Internal control reporting by boards of directors, managers, and 
external auditors should include assessments of derivatives 
risk-management systems. 

l Perform comprehensive, annual examinations of the adequacy of major 
OTC derivatives dealers’ risk-management systems, using a consistent set of 
standards established for this purpose and including consideration of the 
internal control assessments performed by boards of directors, 
management, and auditors. 

l Provide leadership in working with industry representatives and 
regulators from other major countries to harmonize disclosure; capital, 
legal requirements including netting enforceability; and examination and 
accounting standards for derivatives. 

Recommendations to We recommend that FASB: 

FASB l Proceed expeditously to issue the existing exposure draft on disclosures 
of derivatives and fair value of financial instruments. 

. Proceed expeditiously to develop and issue an exposure draft that 
provides comprehensive, consistent accounting rules for derivative 
products, including expanded disclosure requirements that provide 
additional needed information about derivatives activities. 

l Consider adopting a market value accounting model for all financial 
instruments, including derivative products. 
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Recommendations to We recommend that SEC: 

SEC l Ensure t&& SEC registrants that are major end-users of complex derivative 
products establish and implement corporate requirements for I 

1 
independent, knowledgeable audit committees and public reporting on 
internal controls. Internal control reporting by boards of directors, 
managers, and external auditors should include assessments of derivatives 
risk-management systems. r 

l Ensure that FASB proceeds expeditiously to develop and adopt 
comprehensive, consistent accounting rules and disclosure requirements 
for derivative products. 
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Extent of Derivative 
Product Use 

Congressional staff expressed to us their concerns that derivatives may be 
used inappropriately by a variety of state and local governments as welI as : 
public and private pension plans. To address these concerns and to more 
fully describe the extent and nature of derivatives use, we sent surveys to 

1 
i 

more than 4,600 state and local government entities that are members of 
the Government Finance Officers Association (GFOA), a professional 1 
association representing more than 10,000 public officials. We also 
surveyed the 156 largest private pension plans in the United States. Our 
survey results are limited to the GFOA member government entities and the 
private pension plans that responded. They are not generalizable to the 
much larger potential market of public and private sector users of 

j 

derivatives. Nevertheless, our survey shows the use of derivative products 
in important segments of the end-user market. I 

L j 
? 

We asked respondents whether their financial entity had used a derivative i 
(been a party to a derivatives transaction) in their fiscal year 1992. The 
total number of respondents was 3,727, of which 288 reported using 

1 

derivatives. The extent of usage varied greatly across the types of entities, “1 
from a low of 4 percent of 3,400 localities (municipalities, special districts, ; 
and counties represented in GJTOA) to a high of 72 percent among the 114 
largest private pension plans that responded (see fig. I. 1). I 

! 
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Figure 1.1: Percentage of Respondents 
Using Any Derivative Product in Their 
Fkd Yew 1992 

100 Percentage of respondents 

90 

50 I 
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Entities reporling the use of derivatives 

Note: The letter “n” denotes the number of respondents using any derivative product. 

Source: GAO analysis. 

F’igure I.2 shows that the various derivative products were used differently 
by each group of users. The private pension plans and public retirement 
systems used futures, options, and foreign exchange derivatives (which 
could have been futures, options, or swaps) more than interest rate swaps 
and forwards+ State government entities used alI five products in fairly 
even proportions, while local government entities mostly used interest rate 
swaps. 
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Figure 1.2: Derivative Product Use by 
State and Local Governments and 
Private Pension Plans for Their Fiscal 
Year 1992 
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Source: GAO analysis 

Use of Derivatives Linked 
to Asset Size 

Table I. 1 shows that larger entities (in terms of assets under management) 
were more likely to report using at least one derivative product in their 
fiscal year 1992 or the entities’ most recent financial reporting period. The 
larger entities tended to be the public retirement systems and private 
pension plans, which as we said earlier, were the most frequent users. 
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Table 1.1: The Extent of Derivatives 
Use for Respondents’ Fiscal Year 1992 
by Asset Size of Entity (Excluding 
State Treasuries) 

Assets under management 
$5 billion or more 
$1 billion to $5 billion 

Number of Percsntags using 
respondents any derivatives 

63 76% 
172 50 

$100 million to $1 billion 515 13 
$10 million to $100 million 1,542 4 
Less than $10 million 1,252 1 
Note: All the respondents did not answer this question. 

Source: GAO analysis. 

Asset size appears to be positively related to the usage of derivative 
products, independent of the type of entity. Table I.2 shows that the users 
of derivatives within particular categories of financial entities tended to 
have greater assets than did nonusers in the same category. 

Table 1.2: Average Asset Size of Users and Nonusers of Derivative Products Among Categories of Entities Surveyed for 
Their Fiscal Year 1992 
Dollars in millions 

Users of at least one derivative Nonusers of derivatives 
Average market Number of Average market Number of 

Type of entity value of assets respondents value of assets respondents 
State level $14,259.1 11 $2,603.1 48 
Local 490.7 134 80.1 3,142 
Public retirement system 9,442.1 56 3,333.3 66 
Private pension plans 5,296.a 80 2,599.6 26 

Note: All the respondents did not answer this question. 

Source: GAO analysis. 

Reasons for Use of 
Derivative Products 

We asked respondents who reported using derivative products to either 
rate the importance of several common reasons for using such products or 
suggest their own reasons for using each type of derivative. Table I.3 
shows the reasons respondents gave for using particular types of 
derivatives. 
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Table 1.3: Percentage and Number of Users Citing Reasons for Using a Derivative Product aa “Very Important” or 
“Imoortant” 

Derivative product 
interest rate swap 

To reduce cost of 
raising capital 

Percent Number 
44% 12 

Reasons 
To increase rate of 

As a hedge” returnb 
Percent Number Percent Number 

73% 24 71% 20 

All other= 
Percent Number 

55% 6 

Foreign exchange 

Forward 
Future 

Option 
Other 

a 4 94 62 55 33 67 10 

50 6 69 9 50 7 50 1 r 

11 6 a2 56 81 56 aa 30 [ 

14 6 72 39 ai 46 73 a I 
28 7 86 24 70 19 71 5 ( 

Note 1: We based the percentage on the number of respondents who gave an importance rating 
on a particular derivative product. 

Note 2: Number refers to respondents who cited an importance rating of “Very Important” or 
“Important.” 

Note 3: All the respondents did not answer this question. 

*For example, to guard against the effects of economic swings. 

bApart from hedging or reducing costs. 

CIncludes specific instances of the three common reasons and several additional reasons (e.g., 
reduce transaction costs and manage interest rate risk). 

Source: GAO analysis. 
, 

Reducing the cost of raising capital was not a strong reason for using 
derivative products, with the possible exception of forwards or swaps. 
Retirement systems and pension plans did not typically “raise capital” in 
the financial markets. Therefore, this reason was largely inapplicable to 
those institutions. 

Hedging was the most popular reason for using forwards, interest rate 
swaps, and foreign exchange derivatives. However, maximizmg return on 
investment was also an important reason for using derivatives, especially 
for users of futures and options, which tended to be the public retirement 
systems and private pension plans. When we asked respondents to rate the 
importance of “increasing the rate of return,” we specifically excluded 
“hedging or reducing costs” from that reason in order to capture what we 
believed to be the speculative goals of derivative product usage. 
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The “other” reasons respondents cited were often technical elaborations 
on the three common reasons. For example, private pension plans often 
gave “other” reasons for using futures, Many cited stock index futures as 
liquid, inexpensive ways to gain equity market or asset class exposure. The 
few respondents who gave “other” reasons for using options cited the 
ability to participate in the equity market, reduce transaction costs, and 
manage interest rate risk. 

Respondent Experiences 
W ith and Opinions of 
Derivative Products 

Only 4 percent of the respondents indicated that they had experienced 
“unintended consequences as a result of using any derivative products.” 
The explanations that these eight respondents gave varied. Most simply 
described routine trading losses from adverse market movements. “As 
with any investment not ah trades work,” said one such respondent. In 
addition, two private pension plans cited the failure of derivatives-based 
portfolio insurance programs during the 1987 market crash. 

Only two derivative product respondents (1 percent of our respondents) 
reported having filed a complaint or entered into arbitration or litigation 
with a financial agent over a derivative product transaction. One pursued 
litigation with a broker-dealer, and another complained to a fund’s 
management with satisfactory results. 

Methodology of 
End-User Survey 

derivative products by end-users, including governments and public and 
private retirement systems. 

To meet this request, we sent surveys asking for details of recent 
derivative product usage to more than 4,600 state and local government 
entities that were members of GFOA. We also surveyed the largest 156 
private pension plans in the United States. 

To determine if the entities had used any derivative product in their last 
financial reporting period (their fiscal year 1992), we asked questions 
about the types of products they used, the reasons the products were used, 
and the dollar amounts involved. We also asked about positive or negative 
experiences the entities had with derivative products. The survey was 
conducted from April through August 1993. 

Survey Frame 
Development 

To meet the requirements of our survey, we needed a frame-a listing, 
without duplicates or omissions, of each government entity and private 
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pension plan in the population of entities we intended to survey. The 
frame also had to provide a single name and mailing address of a 
respondent at each entity. We divided the different types of entities we 
identified into eight strata (see table 1.4). 

To develop the survey frame for all of the strata except state treasuries 
and private pension plans, we obtained the membership rolls of GFOA. 
GFOA'S members are officials from the state and local governments we 
wanted to survey. We believed these officials would be the most 
knowledgeable about their governments’ use of derivative products. We 
selected and surveyed one finance officer to represent each government 
entity. Consequently, results from this survey are not generahzable to the 
broader population of all state and local government entities in the United 
States but only to those with one or more finance officers who were GFOA 
members as of November 1992. 

To develop the survey frame for the state treasuries stratum, the National 
Association of State Auditors, Comptrollers and Treasurers and GFOA 
helped us compile a list of the 50 state treasuries. On the basis of previous 
contacts with the state treasurers, we determined that some were not 
currently using derivatives. As a result, we did not further contact those 
state treasuries, designating them as nonusers for the purpose of our 
survey. 

To develop a survey frame for the private pension plans stratum, we 
obtained a list of the largest plans by asset size, which equaled 200 pension 
plans. From this list, we kept only the 156 private pension plans, removing 
public employee retirement systems that were covered by our other lists 
of government entities. Results from the survey of the largest 156 private 
pension plans can only be used to make statements about that group and 
are not generalizable to the broader popuiation of all private pension plans 
in the United States. 

Survey Design and 
Administration 

We developed our surveys after consulting government finance experts 
from GFOA. We also solicited comments on the surveys from municipal 
finance consultants and a number of government Enance officers. The 
surveys were then pretested with respondents from several typical 
government entities and revised accordingly. 

AlI of the government entities, with the exception of the state treasuries, 
first received a one-page screening survey, which solicited basic 
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information on the use of derivative products in fiscal year 1992 or their 
most recent financial reporting period. We sent a longer follow-up survey, 
which requested information on the amounts entities held in derivatives 
and their reasons for using derivatives, to respondents who indicated 
using at least one type of derivative product on the screening survey. 

For the 50 state treasuries, we used previously collected information to 
determine whether a state used derivatives in its fiscal year 1992. We sent 
follow-up surveys to those entities we understood to be using derivatives 
and those we were not sure about, so that respondents would not have to 
fill out the screening survey. (See app. II for copies of the two types of 
surveys.) 

We also sent each private pension plan a follow-up survey without first 
sending a screening survey, because we expected most private pension 
plans to be users of derivatives. The survey we sent to private pension 
plans was identical to the one sent to government entities except for the 
title and references to the type of organization in the text of some of the 
questions. 

The first wave of 4,794 screening and follow-up surveys was mailed out in 
late April 1993. We sent follow-up surveys in June and July to respondents 
who indicated that they used derivative products. After July, we sent 
follow-up surveys to respondents as their screening surveys were received. 
We sent a total of 156 follow-up surveys to users identified through 
screening surveys. 

To those who did not respond to the first wave of surveys, we sent a 
second wave of 2,227 replacement surveys and a reminder letter in late 
May and early June. This number indicates that 2,567, or approximately 
54 percent of the original survey population, had responded or been 
accounted for in some way at the end of the first wave. 

In late July 1993, we began to call a limited number of entities (62) that 
had not yet responded. In some cases, respondents were successfully 
persuaded to complete all or part of their surveys by mail or fax or 
through telephone conversations with our staff. 

In mid-August 1993, we closed out the survey and finalized the data 
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Survey Response We llnished sending out surveys and calling respondents in August 1993. 
The results of our survey efforts are shown in table 1.4. 

Table 1.4: Survey Dispositions for 
End-User Survey 

strata 

Original 
population Valid 

%z; 
Adjusted responses Response 

aorwlation* received rateb 
Local-level entities 

Municipalities 2,796 2,774 2,181 79 

Counties 
Special districts 

State-level entities 

542 541 404 75 

1,040 1,034 815 79 

State treasuries 35” 5P 37c 74c 

Other state-level entities 
Public retirement systems 

65 69 50 72 [ 

Local retirement systems 99 96 82 85 

State retirement systems 56 56 44 79 

Private pension plans 161 156 114 73 

Total 4,794 4,776 3,727 78 

aAdjustments to the original population (first mailing) occurred for a number of reasons, including 
discoveries of misclassification of entities into incorrect strata, ineligible entities, duplicate listings, 
or mergers. In addition, state treasuries not included in the mail survey are reflected here. 

bThe response rates are determined by dividing the total number of valid responses received by 
the adjusted population. In cases where a screening survey was returned by a government entity 
but a follow-up survey sent to that entity was not returned, the entity was still considered to have 
“responded.” 

CData for state treasuries reflect information previously collected on 15 states without using a mail 
survey. 

Source: GAO analysis. 

Survey Error and Data 
Quality 

Because we surveyed all of the elements in the population of interest we 
had defined and because we did not project the results of our survey to a 
broader population, our results were not subject to sampling error. 
However, all survey data are subject to various types of nonsampling 
error, such as systematic biases introduced by the absence of 
nonrespondents, imperfections in the frame, and omissions or erroneous 
answers made by respondents. 

For example, we asked respondents to indicate whether they used 
derivatives. We also asked them to indicate the amounts of their 
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investments, using specific definitions, time periods, and methods of 
valuation. The quality of their answers depended upon their understanding 
of our requests and their ability to retrieve the information from their 
financial records in a format that would have been compatible with our 
questions. In addition, the findings on the existence and size of derivative 
product holdings represent a snapshot of the financial positions of the 
entities in the months before the survey was administered, yet portfolio 
composition and size can fluctuate rapidly. 

Although we did not v&date the answers our respondents made to our 
survey questions, we took a number of steps to check the quality of our 
survey data. We checked the accuracy of data entry and data processing 
on a sample of surveys. In addition to carefully pretesting our survey 
questions to minimize reporting error and nonresponse, we also compared 
the responses to our first mailing with those of entities that would 
otherwise have been nonrespondents if not for our telephone contact at 
the end of the survey. We attempted to discover whether those more likely 
to be nonrespondents differed significantly from early respondents over 
key questions or characteristics. We found that they did not. However, we 
have no way of knowing how the rest of the nonrespondents would have 
answered. 
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Screening Survey United States General Accounting Oflice 

Survey on the Use of 
Financial Derivative Products 
by State and Local Governmental Entities 

INTRODUCTION 

The U.S. General Accounting Office (GAO), an independent 
agency of Congress, has been asked to identify the nature and 
extent of the use of derivative products. Some examples of 
derivatives include forwards. futures, options on a stock, and 
swaps. 

Your assistance in answering Ihe following questions will help 
us determine how many state and local governmental entities 
have used derivative prcducts. Although your participation in 
this survey is completely voluntary. your frank and honest 
answers will help GAO advise Congress. 

The questionnaire should take only a few minutes to complete. 
Some respondents may rcccive a follow-up questionnaire on 
this subject at a later date. If you have any questions. picase 
cat1 Mr. Jerry Schober. Ms. Tampa Cross, or Mr. Steven 
Lozano at (XL?) 512-7310. Please return the completed 
questionnaire in the enclosed preaddressed, prepaid envelope 
within 5 working dqvs of receipl. In the event the envelope is 
misplaced. our return address is: 

U.S. General Accounting Office 
Mr. Jerry Schober 
441 G Street, NW, Room 3126 
Washington, DC. 20548 

Thank you for your cooperation and asswance. 

INSTRUCIIONS 

l Please respond to the questionnaire even if 
your governmental jurisdiction or entity does 
not use derivative products. 

l This questicnnaim should bc filled out by the 
government official(s) in your jurisdiction or 
entity most familiar with the overall 
management of and accounting for 
investments. Please DO NOT fotward to a 
financial advisor. broker, or accountant outside 
this government. 

l Estimates of dollar amounts will suffice. 

Please provide the following information so that we may 
contact you if we need to clarify a response: 

Name of 
primary respondent: 

Title: 

lurisdiction/entity: 

Telephone: ( ) -- 

*  l l *  *  

1. Please enter the total market value of all assets you are 
managing, including any derivatives, as npottcd in your 
most recently published financial statement or annual 
report, OR USING YOUR BEST ESTIMATE. 

1. Assets: $ .oo 

2. As of: I -1-l -1 
MM DD YY 
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2. During or before your fiscal year 1992, has your 
governmental jurisdictionlentity used any of the followinfi 
types of financial derivative products? 
(Cheek one or mare boxes in each row.) 

I. Interest rate swans 

2. Foreign exchange: swaps, 
forwards, futures, or options 

3. Forwards 
(excluding foreign exchange) 

4. Futures 
(excluding foreign exchange) 

5. options 
(excluding foreign exchange) 

6. Any other derivative 
products (e.g.. equity 
derivatives, interest rate caps, 
collars. or floors] 
PIrare specify: 

Yes. 
during 
Y 1992 

(1) 

- 

I If you checked Column (1) (“Yes. during FY 
1992”) for any item in Question 2 above, 
continue with Question 3. 

Otherwise. skip to Question 5. 

4. please identify the government offtcial most familiar with 
the overall management of and accounting for investments 
at that pooled investment fund: 

Name: 

Title: 

Name of fund/entity: 

Addreas: 

Telephone: ( ) -- 

5. If you have any commenta on anything in this 
queationnairc, or on your experiences with derivative 
producta, please use the space provided beIow and. if 
necessary, attach additional sheets. 

Thank you for your time and care in filling out 
this questionnaire. Please return it to us in the 
envelope provided, or mail it to the address on 
the front within 5 workiog days. 
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Follow-up Survey United States General Accounting Office 

Survey of 
State and Local Governmental Entities 
Using Financial Derivative Products 

INTRODUCTION I. INSTRUCTIONS 

The U.S. General Accounting Office (GAO), an independent 
agency of Congress, has been asked to identify the nature and 
extent of the use of derivative products. Some examples of 
derivatives include futures. forwards, options on a stock. and 
swaps. 

In an earlier survey, we learned that your governmental 
jurisdiction or entity used at least one financial derivative 
product in the last year. This questionnaire asks you to briefly 
describe your use of derivatives. Although your participation 
in this survey is completely voluntary, your frank and honest 
answers will help GAO advise Congress. Responses to this 
survey will be reported by GAO only in the aggregate. 

The questionnaire can be completed within 30 minutes, 
depending upon the availability of financial records or your use 
of estimates. Space has been provided at the end of the 
questionnaire for any comments you may want to make. 
If you have any questions, please call Mr. Jerry Schokr, 
Ms. Tamara Cross, or Mr. Steven Lozano at (202) 512-7310. 

Please return the completed questionnaire in the enclosed 
preaddresaed. prepaid envelope within JO working days of 
receipr. In the event that the envelope is misplaced, our return 
rlddre.ss is: 

U. S. General Accounting Office 
Mr. Jerry Schober 
441 G  Street, NW, Room 3126 
Washington. D.C. 20548 

Thank you for your cooperation and assistance. 

l Use estimates when answering questions 
that ask for dollar amounts if exact 
figures are not readily available. 

l This questionnaire should be filled out by 
the government offiiial(s) in your 
jurisdiction or entity most familiar with 
the overall management of and accounting 
for investmenta. Please DO NOT forward 
to a financial advisor, broker, or 
accountant outside this government. 

- Moat of the information requested pertains 
to your most recently completed fiscal 
year or other reporting period. 

*  l I  *  *  

Please provide the following information so that wc may 
contact you if we need to clarify a response: 

Name of 
primary respondent: 

Title: 

Jurisdiction/entity: 

Telephone: f 1 - -- 
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II. BACKGROUND 

1. Please enter the to&l market value of all a and liabilities you are managing, as reportbd in your most recently published 
financial statement or annual report, OR USING YOUR BEST ESTIMATE. (Please enter whale dollarfigures and the 
date for which the ammum are reported. v the arwmts are estimates of current vdws, leave the hte bkmh.) 

1. Assets: $ .oo 

2. Liabilities: $ .GQ 

3. As of: -1-I-j 
mm dd YY 

2. Please provide the following information: (1) your most recent, unenhancal credit rating; (2) the type of security, product 
or entity receiving this rating, and (3) the agency issuing the rating. 

1. Credit rating: 

2. what was rati: 

3. Rating 
ag.Z”Cy: 

III. USE OF DERIVATIVE PRODUCTS 

This section covers derivative products that your governmental jutisdictionlentity may have used during its last fiscal year. 
For each one. tell us whether you have used it and. if so, the amounts of money involved and why it was used. 

The types of derivative products to be. covered ate: 

A. Interest rate swaps 
B. Foreign exchange: swaps, futures, forwards. and options 
C. Forwards (excluding foreign exchange) 
D. Futures (excluding foreign exchange) 
E. Options (excluding foreign exchange) 
F. Any other derivative products (e.g.- equity derivatives, interest rate caps. collars, and fioors) 
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3. 

4. 

5. 

6. 

7. 

A. INTEREST RATE SWAPS 

Have you used any INTEREST RATE SWAPS (DO NOT include foreign exchange swap@ on this page) at any time during 
your last fiscal year? @3eck one.) 

1. q Yes ----z (Continue to Question 4.) 

2.0 No 
(Skip to Question 8, on page 4.) 

What is the total notional amount of all the interest rate swaps you have entered into dtiing your last fkal year? 
(Enter whole ddlarjigures fromjimwtcial statements OR USE YOVR BEST ESTIMATE if none, enter “O”.) 

s .cJo 

For your imen% rate swaps outstanding, if any, what is the total amount YOU ARE OWED, if available? 
(Enter whde dollnrfigures fromfitunhd slatemars OR USE YOUR BEST ESTIMATE. ,fwne, enter D”.) 

s .cHl 

For your interest rate swaps outstanding. if any, what is the total amount YOU OWE, if available? 
(Enter whole ddarfigures fromfVwncial statements OR USE YOUR BEST ESTIMATE. lf none, enter “Om.) 

s .m 

How important or unimportant were each of the following reasons in your decision to u&t INTEREST RATE SWAPS 
during your last fiscal year? (Check one box in each row.) 

II I I II 1 

Reasons 

Neither 
important 

nor 
unimportant 

(3) 

Don’t 
kUOW/ 

No basis 
to judge 

(6) - 
1. To reduce cost of raising capital 

2. As a hedge (against economic swings, etc.) 

3. To increase rate of return 
(apart from hedging or reducing costs) -+- 

Unimportant Very 
utlimpott¶nt A-- (4) (5) 

=I= 

4. Other reasons: (Specify..) 

- 
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B. FOREIGN EXCHANGE: 
SWAPS, FUTURES, FORWARDS, OR OPTIONS 

8. Have you used any swaps, futures. forwards, or options involving FOREIGN EXCHANGE at any time during your last 
fiscal year? (Check one.) 

1. q Yes ------> (Cuntinue fo Question 9.) 

2.0 No 
3. 0 Do not know 

(Skip to Question II, page 6.) 

9. Please enter the dollar amounts of holdings. if any, in FOREIGN EXCHANGE SWAPS. FUTURES. FORWARDS, OR 
OFVONS, as reported in your most recenriy published financial statement or annual report, OR USING YOUR BEST 
ESTIMATE. (Pkccre enter whole dullmfigures; if you do nor have acrud amounls readily avdable, USE YOUR BEST 
ESTIMATE. If none, e&v “0”. 1 

Foreign Exchmge 

A. Swaps 

1. Total notional/contract amount (in U.S. $) 

2. Amounts YOU ARE OWED, if available 

I. Total notional/contract amount (in U.S. S) 

2. Market value 

C. Forwards 

1. Total notiona!Icontract amount (in U.S. $I 

D. Options (Enter the lower of cash or marker value, in U.S. $1 

3. Calls -- exchange traded 

4. Calls -- over-thscounter k----l 
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10. How imgatant or unimportant were each of the following reason8 in your decision to use FOREIGN EXCHANGE SWAPS, 
FUTURES. FORWARDS, OR OPTIONS during your last tiscal year? (Check one box in each row.) 
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C. FORWARDS 

11. Have you us& any FORWARDS at any time during your last fiscal year? (DO NOT include foreign exchange forwards in 
this answer.) (Check one.) 

1.0 Yes __-- ---> (Continue to Question 12.) 

2. q No 

3. 0 Do not know 
(Skip to Question 14, page 7.) 

12. Please enter the dollar amounts of holdings, if any, in FORWARDS, as reported in your most recently published financial 
statement or annual report, OR USING YOUR BEST ESTIMATE. 
(Pleaw en&r whole dollarjigures; if you do not have actual amours readily available. USE YOUR BEST ESTIMATE. If 
none, mm- “O”.) 

Forwards (excluding foreign exchange) 

Other (Please qwilv) - total notionallcontract amount 

C. MARKET VALUE of all financial forwards $ 

13. How important or unimportant were each of the following 1~88011s in your decision to enter into FORWARDS contracts 
during your last f&al year? (Check one box in each row.) 

1. To reduce cost of raising caoital 

2. As a hedge (against economic swings, etc.) 

3. To increw rate of return 
(apart from hedging or reducing costs) 

4. Other reasons: (Specify) 

“‘:“% ‘:^I 

I I I I I 
II 
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D. FUTURES 

14. Have you used any FUTURES at any time during your last fiscal year? (DO NOT include foreign exchange futures in tbis 
SIWW.) (Check one.) 

1.0 Yes ----> (Continue to Question 15.) 

2. q No 
(Skip to Question 17, page 8) 

3. 0 Do not know 

15. Please enter the total notionslkontract amounts, if say, of FUTURES, as reported in your most recently published financial 
stakment or annual report, OR USING YOUR BEST ESTIMATE, (P&ax mfer whok dollarfigures; if you do not have 
actual amounts readily avdabk, USE YOUR BEST ESTIMATE. If me, cmer “On.) 

.Futurts (excluding foreign exchange) Amounts 

A. U.S. Treasury -- total notionalkontract amount S 

B. Other (Please qecify -- tofal notional/contract smount 

C. MARKET VALUE of all financial futures 

16. How imptant or unimportant were each of the following reasons in your decision to use FUTURES during your last fiscal 
year? (Check one box in each mw.) 

Don’t 
hOW/ 

No basis 
to judge 

(6) 
- 
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E. OPTIONS 

17. Have you used any OPTIONS at any time during your last fiscal year? (DO NOT inch& call options on bonds 
outstanding or foreign currency options in this answer.) 
(Check one.) 

1.0 Yea 

2. 0 No 

z (Conrirtue to Question 18.1 

3. 0 Do not know 
(Skip to Question 20, page 9.) 

18. please enter the dollar amounts of holdings, if any. in OPTIONS, as reported in your most recently published financial 
statement or annual report. OR USING YOUR BEST ESTIMATE. (Please enter whale Ldlar~gures; gym do nof 
have actud amounts readily avai&ble. USE YOUR BEST ESTIMATE. If nom?, enter “07 

options (excluding foreign exchange) 

A. Do,far value of puT options, “sing *e ,ower of cash or market vdue ~~~~~~~~~~~.~.~~ 
:.:.:.:.:.~.:.:.~~..:.:.:.:.:.:,: .,.,.,.,. . . . . . . . . . . . . . . . . . . . . . . . . 

1. Exchange-traded options $ 

2. Over-the-counter options s  . . . . . 

1. Exchangetraded options s  

2. Over-tic-counter options s  

19. How important or unimportant were each of the following reasons in your decision to use OPTIONS during your last fiscal 
year? (Check me box in each row.) 

Reasons: 

1. To reduce cost of raisine caoital 

2. As a hedge (against economic swings, etc.) 

3. To increase. rate of return 
(apart from hedging or reducing costs) 

4. Other reasons: (Specify.) 
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F. ANY OTHER FINANCIAL DERIVATIVE PRODUCTS 
(e.g., equity derivatives, interest rate caps, collars, floors, etc.) 

20. Have you used any OTHER FINANCIAL DERIVATIVE PRODUCTS, such as equity derivatives, interest rate caps, cullars, 
or floors, etc.. al any time during your last fiscal year? (Check one.) 

1.0 Yea --.....-) (Continue to Question 21.) 

2. 0 No 1 
(Skip to Question 23, page IO.) 

3. [7 Do not know 

21. Please enter the total notionaVcontract amount of holdings, if any, of OTHER FINANCIAL DERIVATIVE PRODUCTISL 
as reported in your most recently published financial statement or annual report, OR USING YOUR BEST ESTIMATE. 
(Please describe these products. and enter whole dollarfigures; ifyou da not have actual amounts reudily awilable, USE 
YOUR BEST ESTIMATE. lf now. enter “o”.) 

Other Derivative Pmducts , jr/I 

Describe products and enter total notional/contract amounts: 
(Attach addiriotwl sheets if necessary.) 

II II $ II 
II 

22. How important or unimportant were each of the following reasons in your decision to use OTHER FINANCIAL 
DERIVATIVE PRODUCT(S_Lduring your last fiscal year? (Check me box in each row.j 

2. As a hedge (against economic swings. etc.) 
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IV. OTHER ISSUES 

We are interested in learning about the extent of risk involved in the use of financial derivative products. We arc aware that the 
use of certain derivative products for hedging CM resull in losses. Because limited information on losses is availabb. please share 
with us any negative or unanticipated experiences your government has had with derivatives. 

23. Has your govemmental jurisdiction or entity ever experienced any unintended consequences as a result of using any 
derivative products? (Check one.) 

1. 0 Yes ----> Please describe: 

2. 0 No 

3. q Do not know 

24. Has your governmental jurisdiction or entity ever filed a complaint or been involved in (or is currently contemplating) 
arbitration or litigation with a broker-dealer. bank, or other financial agent over a derivative product? (Check one.) 

1. 0 Yea ---> Please describe: 

2.0 No 

3. 0 Do not know 
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V. COMMENTS 

25. If you have any comments on this survey or additional comments on your positive and/or negative experiencea with 
derivative products, please use the space provided below and attach additional sheets if ncccssary. 

Thank you very much for your time and care in fdling out this questionnaire. 
Please return it to us in the envelooe movided. or mail it to the address listed on the front cover. II 

CGDC?/&93 
233376 
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Substantial data about the derivatives markets are available through 
various regulatory reports, corporate annual reports, and other sources. 
Many of these data are incomplete and inconsistent regarding the 
derivatives markets as a whole. Rigorous quantitative data and other 
information regarding the economic risk exposures and risk-management 
practices of individual firms are also lacking. We were interested in 
learning more about the 15 fms that we identified as major 
over-the-counter (OTC) derivatives dealers. 

All of the 15 major OTC derivatives dealers axe members of the 
International Swaps and Derivatives Association &DA). We met with ISDA 
representatives to discuss possible methodologies for the survey. ISDA 
representatives said that on the basis of their own experience and 
discussions with the major OTC dealers, the best way to maximize the 
response to our survey would be to work through a neutral third-party. 
They suggested we use Arthur Andersen & Co. to distribute the survey and 
subsequently collect and compile the data from the firms that responded. 

They also suggested that we include foreign dealers in our survey. We 
agreed to survey foreign dealers, but we asked that their responses be kept 
separate from the 15 U.S. firms. Because the response rate of foreign firms 
was not high, we did not include the responses of the foreign dealers in the 
summary of our survey results. After meeting with ISDA representatives, we 
refined and clarified the survey. 

The survey attempted to identify (1) the aggregate, net economic exposure 
of the dealers; (2) the concentration of this exposure to types of firms; 
(3) the use of different risk reduction techniques and the other steps firms 
took to address risk management; (4) the credit quality of the derivatives 
portfolios and of the firms themselves; (5) the amount of credit losses and 
other losses experienced, and (6) additional items of interest. 

A copy of the survey with data from the 14 major OTC dealers that 
responded, as compiled by Arthur Andersen & Co., follows. We present 
responses to questions 1 through 10 as aggregated totals or averages for 
the firms. We present narrative summaries of the responses t.o questions 
11 through 12. Arthur Andersen & Co, deleted the names of the firms in the 
responses; we indicate these deletions with [ 1, 

Page 163 GAO/GGD-94-133 Financial Derivatives 



Appendis III 
GAO’s Survey of Major OTC Derivatives 
Dealers 

OTC DERIVATIVES 

CONFIDENTIAL SURVEY OF U.S. DEALER INSTITUTIONS 

PREPARED FOR TEE 
U.S. GENERAL ACCOUNTING OFFICE 

BY 

ARTHUR ANDERSEN & Co. 

e 
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General Accounting Office 
OTC Derivatives Surrey 

FIRMS PARTICIPATING IN THE SURVEY 

Responses Received 

Bank of America 
Bankers Trust Co. 
Chase Manhattan 
Chemical Bank 
Citibank, N.A. 
First Chicago 
General Re 
Goldman, Sachs & Co. 
JP Morgan 
Lehman Brothers 
Merrill Lynch 
Morgan Stanley 
Prudential Corp. 
Salomon Brothers 
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1992 Results 

General Accounting Office 
OTC Derfvaflvea Survey 

la. Please Indicate Ihe notionallcnntract amounts fw the total c4 
your derlvallve transactions along will the related amounts at 
risk Of accounting loss acwrdlng to Statement of Financial 
Accuuntlng Standards (SFAS) 105. Please show how this amount may 
be affected by market factors D( nsk reduction techniques, such 
as those listed below or others that you may employ 

Interest 
Ccmmadity. 

currency 
As of Year End 1992 

equity. and 
ra1a derivatives La) FX>lyr (b) 

FX<=lyr 
other(c) Total _____- Fx%Z&vk+l__ 

Total derlvalws product 
noLonallcontracl amount 4,406,539,000 000 1 088 908 000 000 ___..-_- LL”- 571430000000 ‘A-- ~.180.000.000 6,472.263.000@.0 1.629.051,000,000 

Gross credit exposures 
amount at risk of 
acmunttng loss 46.306.000.000 34,579,700.0~ 17,0%1,100,W0 4.015.000.0w 114.442.8OO.OW 33.322.950,0, 

Less: 
Netting agreements (e) 41 228300000 517000000 dI -dm_..emp 

Collateral ~.662.050.000 30 000 000 -I-- 

Olher (please specify): 
46.000.000 - -.-----O_ 

Total net 
credit exposure 66.4e6.450.00~ 32,775950000 -'-k: 

?ot.wtial fulure 
exposure (Q 19,110.000.000 40.000.000 

Total Number of Respondents to Cuestfan la -.pk! 

[Above amOwts represent the sum of Individual responses] 
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1992 Results 

General Accounting Offka 
OTC Derivatives Survey 

2. Approximately how many different counterparties were there for 
all of your lirrn’s OTC derivative product transactions in 19927 
(Note: please consider any entity for which you have one or more 
master netting agreements to be a separate countelparly.) 

Number of Respondents 

22,592 [Sum of all respondents) 

14 Average 1.614 

3.’ What percentage of your firm’s OTC derivative transactions are 
with other derivative products dealers and other institutions 
(location determined by nationality of head oflice)? 

Type of 
counterparty 

U.S. 
dealers 

Non-U.S. 
dealen 

Other 

Total 

Number of 
Respondents: 

year - eni 1992 
Notional/ 
contract Net credit 
amount sxposure (y 

21 .@I% t&97% 

23.54% 27.18% 

55.42% 61.67% 

100.0% 100.0% 

14 

l (Question 3 presents the weighted average of all respondents, weighted by 
individual contract amount or net credit exposure as applicable.] 

c 
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1992 Results 

General Accounting Office 
OTC Derivatives Survey 

4.* Please estimate the percentage of all your firm’s OTC derivative 
transactions that are subject to the following credit risk 
reduction techniques. 

Percentage of notional I contract amount 

Technique 
Year-End 

1992 

Enforceable 
netting agreements (a) 74.89% 

l 

Others (specify) 2.91% 

ca) FASB Interp. No. 39 

4.82%. 

Number of 
Respondents: 12 

[Question 4 presents the weighted average of all respondents, weighted by 
individual contract amount or net credit exposure as applicable.] 
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1992 Results 

General Accounting Office 
OTC Derivatives Survey 

5.a. Please indicate the percentage of your OTC derivative portfolio 
(as of year-end 1992) with counterparties rated, after credit 
enhancement (by Moodys, Standard & Poor’s, or their equivalent, 
including internal rating criteria), as a: 

Percentage of 

Notional I contract Current 
amount 

Investment grade --- 
credit esc:ure 

(BBB or above) 94.47% 93.78% 

Non investment grade 5.53% -- 6.22%,- 

Total 100.0% 100.0% 

Number of Respondent 13 13 

[Question 5a. represents a weighte 
average (based on notional contract 
amount or current credit exposure a 
applicable) of all responses.] 

5.b. Is this higher or lower than the credit quality of your loan 
book (if any)? 

Higher 7 Lower 0 NA 7 

[Question 5.b. is a sum of ail responses.] 
Note: Firms not responding do not have a 
loan book to compare credit quality against. 
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1992 Results 

General Accounting Office 
OTC Derivatives Survey 

0. What percentage of your firm’s pre-tax revenues were 
attributable to your OTC derivatives business, including 
increased trading revenues, fee income, assetlliability 
management, proprietary position taking, etc. (a best estimate 
may be approprtate)’ 

Number of 
Respondents: 

1992 15 26% 

8 

[Question 6 is a simple average of individual responses ] 

7. Please provide the foltowing information about all OTC 
derivative product credit losses for the years indicated 

Amount of credit 
exposure when Amount Amount 

terminated recovered -~ I- _... -.-- charged-off -_-_~ 

8. Please indicate the amount of the non-credit losses incurred on your 
OTC derivative product portfolio that resulted from 
unanticipated events, e.g., mispriced options, employee fraud, 
failure of internal controls, etc 

1992 
[Results presented for questlons 7 and 6 are 
a sum of all responses.] 

0 
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1992 Results 

General Accounting Offlm 
OTC Derlvatlves Survey 

9. For your portfolio al year-end. please indlcale the approximate 
range and remaining average life of your interest rate and 
currency swaps. Also, please indicate the average remaining 
life weighled by the notional/contract amounl of the 
transactlons. Please specify days, months, or years. 

9a. Remaining Tenor of Interest Rate Swaps: I. ~~_ -- 

-_Range of Ealurities Weighled 
average 

pt year-end Shortest life I Longesl 

1992 or cure 

9b. Remaining Tenor of Currrwaps: 

At year-end 

Range of maturities 

Shortesl.- __ 

_- Weighted 
average 

Longest life --- 

t992orcurre _- 19 2.73 IA 

[Results presented for questions 9a and 9b. are 
a weighted average of all responses using 
notional contract amount as the weight.] 

Number of 
Respondents 

14 

Number of 
Respondents 
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General Accounting Office 
OTC Derivatives Survey 

10. Please provide the current credit ratings for the following 
separate entities within your ftrm. where applicable, and the 
name of the rating agency. Please indicate the entity where the 
bulk of your OTC derivaitve transactions are booked. 

1 
QUESTION 10 SUMMARY 

[The atow Information II dwlved from IllfalMuon plwided by 
each respondent H-. es&nrponwmnykkaedon 
dltlerenl crlteda.] 
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1991 Results 

General Accounting oflice 
OTC Derivatives Survey 

lb. Please indicate the notiinallcontracl amounts for the total of 
your derivative tranractidns along with the related amounts al 
risk of accounting loss according b Statement of Financial 
Accounltng Standards (SFAS) 105. Please show how this amount may 
be affected by market factors or risk reductiin techniques. such 
as those lrstsd bebw or others that you may empby 

As of Year End 1991 

Total deriva!ive product 
notianalicontract amount 

Gross credrt exposures 
amounl al risk of 
accounting loss 

Lsss- 
Neltfng agreements {e] 

Collateral 

Other (please speclty). 

-.” 

Total net 
credit exposure 

Poteotialmre 
exposure (f) 

Type_ofProduct ---_____ 
Commodity, 

Interest Currency equity. and FXe=lyr 
rate derivatives (a) Total --. --~- FXWyr(b) other (cl _-- li-- -_ Fx,Zwks(d) 

3.031.318.500.000 1.034.245.000,cDl 447 441 500 000 L-I-. 220978000000 _A-- -I LP!2.9~Q.oW,~O_ ._!32,47?.WP,O!XI 

28.049.000,000 32,219.800.000 7,439.700.000 2.210.000.000 104199.500.000 21.186.800.000 

23.214,Mo,gOO 153.GwQoo 

4,583,lOO.OOO 3.000.000 

--- 497 000 000 _II--- 0 

75,904.900.000 21,040,800 000 --~- -___ ~.~-.--L-:z~- 

4,918.000.000 0 

Total Number of Respondents to auestbn 1 b 13 

[Above amounts represent the sum of individual responses.] 
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1990 Results 

General Accounting Office 
OTC Derivatives Survey 

1 c. Please indicate the notanaVcontract amounts for Ihe total of 
your derlvatrve transactions along wrth the relaled amounts at 
risk ot accounting loss according to Statement of Flnancral 
Accounting Standards (SFAS) 105. Please show how this amount may 
be affected by market factors or risk reduction techniques. such 
as those lrstad below or others that you may empby. 

----._- Type of Product 
Commodity - 

Interest Currency equity. and FXs=lyr 
As of Year End 1990 rate derivatives (a) FXVyr (b) other(c) Total Fw+ks(d) _-... -_ -.--..--- 

Total dervtive product 
notlonatlconlract amount 2 566 827 000 000 “I- 915.391 ,ooo.ooa 456.554.000.000 160,047.000.000 - _4,323.690.000 000 L- 783873000000 -_.A--I_ ._. 

Gross credit exposures 
amount at risk of 
accounting loss 20 456 -II 000 000 -I- 2W=~.O’JO A_- -~~-I e---m_:- pL_L.~~mm< ~~ 5 121000 000 2551000000 61226 000 000 16614000000 

Less: 
Nettmg agreements (e) 6650000000 A I- 254.000,OOO 

Collateral 526.000.000 1 .ooo.ooo 

Other (please specify)’ 
0 0 - -- ~ ~~~ ~~ 

Total net 
credit exposure 54.050,0~~0~~ ~~6,35~.000.000 

-.-- 
Potential future 
exposure (0 4.860.800.000 0 

Total Number of Respondents lo Question lc 12 -- -..-.. 

[Amounts represent Ihe sum of all respondents 1 
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1991, 1990 Results 

General Accounting Office 
OTC Derivatives Survey 

3.’ What percentage of your firm’s OTC derivative transactions are 
with other derivative products dealers and other institutions 
(location determined by nationality of head office)? 

Type of 
counterpartt 

Percentage at Percentage at 

~~~-.. y:?r>nd 1990 -~ ---.-e-?r - end 1991 -- 
Notional/ Notional/ 
contract Net credit contract Net credit 
amount exposure amount exposure 

U.S. 
dealers 22.93% 13.36% 21.91% 13.14% 

Non-U.S. 
dealers 29.36% 2145% -.~-- - .--_-L-- 24.85% 25.16% --- 

Other 47.71% _. .~ 65.22% 53.26% 61.70% 

Total 100.0% 100.1% 100.0% 100.0% .------ ---- --l-.- 

. 

Number of 
Respondents: 12 12 

[Question 3 presents the weighted average of all respondents, weighted by 
individual contract amount or net credit exposure as applicable.] 

c 
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1991, 1990 Results 

General Accounting Office 
OTC Derivatives Survey 

4: Please estimate the percentage of all your firm’s OTC derivative 
transactions that are subject to the following credit risk 
reduction techniques. 

Technique 

Enforceable 
netting agreements (a) 

Percentage of notional I contract amount ..-~ -_ .-.~ .._~. .~ ~~~ ~~~. 

Year-End Year-End 
1990 1991 -...~-- .---_“. .~_ 

72.95% 73.88% __I. .._- 

. 

Collateral 

Others (specify) 
_---~~ 

(a) FASEI Interp. No. 39 

1.23% 

Number of 
Respondents: 11 12 

[Question 4 presents the weighted average of @I respondents, weighted by 
individual contract amount or net credit exposure as applicable.] 
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1991. 1990 Resutts 

General Accounting Office 
OTC Uerivatiies Suwey 

a. Whal percentage of your firm’s pre-tax revenues were 
attributable to your OTC derivatwes business. including 
increased trading revenues. tee income, assetfliabillty 
management, proprietary posltion taktng. etc (a best estimate 
may be appropriate)7 

1990 15 77% 1991 ~ .~,.xE% 

Number of 
Respondents 7 6 

[Question 6 IS a simple average of individual responses] 

7. Please prowde the followmg lnformat~on about all OTC 
derivative product credit losses for the years indicated. 

Amount of credit 
exposure when Amount 

termmated charged+! _ 

1990 41.725.000 40,188,000 

1991 _ 1~qy~.000 --102,5J~.~~~ 

Amount 
recovered 

0 

1.694.33_4 

a. Please indicate the amount of the non-credit losses incurred on your 
OTC derivative product portfolio that resulted from 
unanticipated events. e.g mispriced options, employee fraud, 
failure of internal controls, etc 

1990 0 1991 35.~~q.000 

[Results presented for questIons 7 and 8 are 
a sum of all responses ] 
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1991, 1990 Results 

General Accounting Office 
OTC Derivatives Survey 

9. For your portfolio at year-end, please indicate the approximate 
range and remaining average life of your interest rate and 
currency swaps. Also, please indicate the average remaining 
life weighted by the notional/contract amount of the 
transactions. Please specify days, months, or years. 

9a. Remaining Tenor of Interest Rate Swaps: -._.- .-.- - -. I--~- -- 

Rensof maturities Weighted 
average Number of 

At year-end Shortest Longest life __~._.__ Respondents 

1990 0 30 9 

1991 0 30 2.92 __ 10 

9b. Remaining Tenor of Currency Swaps: ---___ 

Range of maturities --~__. Weighted 
average Number of 

At year-end Shortest life ._ Longest - ---______~ Respondents 

1990 0 17 3.05 10 

199 1 0 18 3.64 11 ~... ..- ------.. -.-_~_ 

[Results presented for questions 9a. and 9b. are 
a weighted average of all responses using 
notional contract amount as the weight.] 
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Narrative Summaries 11. Please describe any major enhancements your firm has made to 
its r isk-management systems for on: and exchange-traded 
derivative products withIn the last 3 years. Please indicate the 
approximate cost of these improvements. 

Response (1) “Over the past 3 years, the firm’s systems development capabilities have 
increased substantially. In addition, the administration of these 
risk-management systems has been enhanced through the establishment of 
a centralized market risk-management function. Accomplishments include: 

Response (2) 

l Purchased and implemented a front-end position keeping system for 
foreign exchange. 

l Implemented above system in overseas branches. 
9 Completed development of and implemented a front/middle office 

risk-management system for currency options, including exotic options. 
. Developed proprietary pricing tools for interest rate derivatives. 
. Upgraded front/middle offices capability for commodity derivatives. 
l Installed Bloomberg analytics for fixed income trading. 
. Developed and implemented real-time, global credit system which 

monitors current mark-to-market risk as well as potential credit risk over 
the life of each term transaction. 

l Developed and began implementation of a global credit system which 
combines short term credit exposure for [foreign exchange] products and 
derivatives under a single position limit per counter-party and supports 
netting. 

9 Developed and implemented a current and historical database to house 
customer, trade, and market data for the full breadth of funding, trading 
and derivative products which will support risk analysis. 

“Approximate costs [of these improvements were] $1.5 million [for] 1990, 
$3.5 million [for] 1991, [and] $6.0 million [for] 1992.” 

“We consider our current system to be state of the art, measuring 
mark-to-market, credit risk, and all other aspects of trading risk on a 
‘real-time,’ worldwide basis. The system is the result of continual 
improvements over the past years. In the past 3 years, [ ] banks combined 
their swaps and options books into one portfolio to look at the portfolio 
[as] a portfolio rather than [on] a deal-by-deal basis. In 1992, we combined 
the derivatives books of [ 1. 
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“We continually employ considerable resources to develop and implement 1 
enhancements to the [management information system] and 
risk-management systems. Over the past year, we expanded our 
capabilities in the international derivatives offices to utilize the [ ] 
derivatives database to assist the pricing and handling of OTC and 
exchange-traded derivatives. We are presently working on the 
development of a new [management information system] platform which 
will allow for the worldwide credit limit and profit/loss processing in a 
much easier fashion than is currently used. E 

“Cost of improvements over the past 3 years [was] approximately 
$7.4 million.n 

Response (3) “To improve risk management, a new swaps system was completed and 
installed in February of 1992. Following this were newly developed 
potential exposure and extended risk reports. There was also a manual 
data integrity check of all active contracts completed by December 1992.” 

Response (4) “OTC derivatives support systems are under continual review and 
enhancement. Over the last 2 years, a system has been developed which 
will measure the current and future potential exposure of a designated 
portfolio of derivatives under a counterparty master agreement. / 

“A global restructuring of front and back office systems was initiated in ’ 
1992. The first phase is scheduled for implementation in 1994. The cost of ’ 
this project is anticipated to be over $10 million” 

Response (5) “Over the last 3 years, our firm has moved extensively toward / 
option-based anslytic systems run in a workstation environment for risk 
management, hedging, and pricing in the derivatives areas. In some areas 
of the firm, OTC positions are priced and monitored on a real-time basis. In 
other areas, where the price information is less continuous or where the 6 
products are more complex, risk management is based on day-to-day 
management. The goal over the next few years is to move to real-time 
monitoring in all derivatives areas. 

“The risk management of derivatives in the firm is based on option models. 
These models have been developed within each of the risk areas by a . 
research staff that is knowledgeable in the specific market where the 
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model is to be applied. Thus, the development of the risk-management 
analytics is decentralized. However, the resulting analysis is aggregated for 
use in the global risk management division of the firm. The risk 
management is thus done at both a desk and division level (for a micro 
view) and at a firm level for an aggregate (macro view of risk). 

“The output of these models provides not only theoretical marks, that give 
a measure of theoretical position value and [profit and loss], but also the 
usual measures of risk exposure--delta, gamma, kappa, and rho. Many 
areas are also moving toward using scenario analysis to evaluate the 
implications of large moves in the market and ‘outlier’ events on the [profit 
and loss] of the positions.” 

Response (6) “This is a very broad question. [ ] had major systems projects oriented 
around derivatives [ 1, and these have continued [ 1. Their common goals 
have been to upgrade accounting and processing capacities, enhance 
front-end analytics and portfolio [management information system], 
multiply zero curve constructions, expand option pricing and simulation 
abilities, and move toward a common delivery platform from which more 
all embracing earnings-at-risk measurements can be made for both market 
risk and credit r isk-management purposes. Many costs have overlapped 
with operations and financial reporting projects [ ]- A very rough 
order-of-magnitude estimate of the total is $30 million.” 

Response (7) “Over the last 3 years, [ ] has made significant efforts toward worldwide 
implementation of both the infrastructure and applications to facilitate 
risk management of OTC and exchange-traded derivative products These 
efforts have consisted of implementation of a Unix-based global pricing 
and risk-management application for our high-volume swap products [ 1, 
the deployment of a parallel processing network for pricing and hedging 
the more computer-intensive mortgage products, [and] the integration of 
real-time feeds as well as the ongoing development of analytical models 
and risk-management capabilities for exotic derivatives. { ] has expended 
an estimated $15 million over the last 3 years for all hardware, software 
and personnel associated with these efforts.” 

Response (8) “The primary risk-management groups within the derivatives business 
include the dollar swaps and nondollar groups, which have collectively 
spent approximately $8 million on enhancements over the past 3 years. 
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“A) Major enhancements for the dollar swaps group include: 

(a) Development of a comprehensive derivatives administration system 
which performs all back-office activities for swaps, caps, floors, 
swaptions, and index amortizing swaps. The system maintains a unified 
SQL database, which is used for all r isk-management functions. i 

(b) Enhanced risk analysis and modelling capabilities. New models [ 
include a multifactor Monte Carlo model for valuing and hedging IAR’s and 
other path-dependent derivatives and a closed-form arbitrage-free 

1 

one-factor model for valuing and hedging swaptions and caps. These / 
models facilitate a comprehensive, daily analysis of portfolio risk. 

The estimated cost of these enhancements is $3 million to $4 million; most 
of this expense is due to (a). 

‘23) The derivative products risk management group [ ] supports all the i E 
anal~c needs of [ ] non-dollar swap group. The products covered are 
swaps, interest rate options, currency options, and most recently, 
commodity derivatives. Most development work is on exotics, primarily 
power, barrier, and path dependent derivatives. The group’s main product 
is an integrated pricing and risk-management system that is used to price 6 
and manage the risk of these products. The models used include Black & : 
Scholes for European options, binary and quadrinomial trees for exotic 
[foreign exchange] options, Monte Carlo simulation for certain path 
dependent options, l-factor tree models for single-currency interest rate 1 
options, Z-factor models for dual-currency interest rate options, and 
3-factor models for interest and [foreign exchange] rate dependent 
options. The analytics support group is comprised of seven professionals 
(up from two 3 years ago) and is expected to grow 50 percent next year. 
Cost for the past 3 years is approximately $3 million. There is also a new j 
10 person group for developing back-office systems to support [ ] L 
derivatives business. This cost approximately $1.5 million a year.” 

Response (9) “Over the past 3 years, [ ] has made a number of enhancements to existing, 
as well as investments in new, front-end and back-office risk-management 
systems for derivative products, including the following: 

9 A new credit exposure system is in development which allows derivative 
exposure to be aggregated by counterparty within or across product lines 
and allows for various other credit related analytics to be performed. 
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l A new interest rate swap system has been developed and recently 
enhanced with a credit r isk-management module which calculates 
potential future credit exposure by counterparty. 

l An oil and grain risk-management system has been developed which 
includes valution, tracking, and analytical features. 

9 A new system has been developed for monitoring and valuing embedded 
transactions. 

l A new proprietary trading and risk-analysis system has been developed 
which values and monitors the firm’s exposure related to derivatives and 
other proprietary firm positions. 

l A new system is in development to facilitate the aggregation, reporting, 
and analysis of information about derivatives and other products in 
accordance with the new Securities and Exchange Commission 
requirements. 

l A new system has been developed to monitor and analyze net capital 
charges related to derivatives and other firm proprietary positions. 

l A new OTC options portfolio system has been developed which performs 
position keeping, pricing, and risk analysis utilizing real-tie analyt%.zs. 

9 A globally networked valuation and risk-management system has been 
developed for OTC and exchange-traded equity derivative products. The 
system provides: 

l trade entry directly into the books and records of the firm; 
. real-time position retrieval; 
. valuation and hedging models for a wide variety of listed and OTC 

derivatives on international indexes and individual stocks, [and] 
. r isk-management software that computes the whole portfolio’s net 

exposure to independent and correlated changes in equity market levels, 
interest rates, volatilities, etc. 

‘Managers can obtain detailed position reports that show the current 
theoretical value of the whole portfolio or any part of it. They can also 
obtain risk reports that show how this value changes over a specified 
range of market, volatility, and other parameter levels. Finally, they can 
estimate their credit exposure to individual counterparties. 

“The cost of these improvements is approximately $45 million.” 
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12. Please briefly describe the steps your firm takes to control the 
various types of legal risk involved in OTC derivative product use. 
For example, steps your firm takes to ensure that contracts used 
are legal; that the counterparties are authorized to enter into 
contracts; and that material contract provisions, such as netting 
agreements, are enforceable and not subject to misinterpretation. 

Response (1) “Negotiation of legal agreements is conducted by staff under the direction 
of in-house counsel in the major geographic regions. As deemed 
necessary, legal opinions will be obtained from counter-parties or our own 
counsel to support the enforceability of the agreements. Enforceability of 
netting is determined on the basis of opinions of counsel and based on 
such opinions the corporation’s credit policy committee will determine 
whether netting is to be considered enforceable within a specific 
jurisdiction for specific types of transactions. Overall policies governing 
terms of the master agreement are set by the corporation’s credit policy 
committee. Exceptions to policy may require the approval of the office of 
corporate finance or credit policy committee.” 

Response (2) “It is our policy to require swap counterparties to execute IsDA master 
swap agreements (there are certain exceptions for short-term transactions 
conducted under British Bankers Assocition terms; on= currency options, 
which are generally documented under the International Currency Option 
Market Master Agreement; and for isolated transactions that may be 
otherwise documented). It is also our policy to obtain enforceability 
opinions from counsel to counterparties [that] are not swap dealers. These 
opinions address issues [about the] [ ] organization of the counterparty, 
the authority of the person executing the agreement on behalf of the 
counterparty, and the power of the counterparty to enter into and perform 
the agreement, as well as the general enforceability of the agreement. We 
also require counter-parties to provide evidence of the corporate 
authorization of execution and performance of the agreement (e.g., a 
certified copy of the board resolution) and of the authority of the person 
signing the agreement on behalf of the counterparty (e.g., a certificate of 
incumbency). 

“In addition to receiving enforceability opinions from counsel to 
counterparties, we review opinions with respect to netting and other 
issues bearing on the enforceability of swap agreements. 
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“We obtain opinions from counsel in various countries as well as from ISDA 

and other sources. We are also active participants in various committees, 
with the counsel to leading U.S. derivatives dealers, to discuss issues 
relating to derivatives transactions, such as netting, enforceability, and 
contract development.” 

Response (3) “From time to time, standard documents are reviewed by both in-house 
and outside counsel. In-house attorneys involved in the majority of all 
negotiations of agreements require counterparties to provide evidence of 
authority to enter into contracts (e.g., resolutions, statutes). W ith respect 
to material contract provisions, such provisions are individually 
negotiated, and attorneys are kept up-to-date on the current state of law 
via outside counsel and professional reading. In addition, attorneys and 
document staff regularly attend professional seminars. All contracts [are] 
reviewed by attorneys prior to execution. In the ordinary course of 
business, legal opinions are requested and obtained from counter-parties as 
to authorization and enforceability.” 

Response (4) “We attempt to employ standard ISDA master agreements to cover as many 
counter-parties and as many products as possible, because of the legal ‘due 
diligence’ that has been performed by the ISDA working groups in 
developing these agreements. We have also relied on the legal opinions 
obtained by ISDA with respect to the effectiveness of the ISDA agreement in 
the principal legal jurisdictions around the world, including with respect to 
the enforceability of netting agreements. We have also obtained 
supplementary or additional legal opinions on the ISDA agreements when 
we believe it is warranted. All non-IsnA forms of agreements are reviewed 
by our counsel group. 

“Legal due diligence as to counter-party authority and authorization is 
generally accomplished pursuant to the requirements of our standard 
forms of ISDA agreements, which require that the counterparty furnish 
evidence of authority and authorization to enter into the contracts, This 
evidence, which may consist of ‘signature books’ of financial institutions, 
or incumbency certificates, or other evidence of authority, becomes part 
of the counterparty file. For nonstandard transactions or counterparties 
(such as entities formed pursuant to specific statute rather than 
generally-empowered corporations, or political subdivisions and 
government entities), we may require delivery of an opinion of counsel for 
the counter-party. 
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Response (5) 

Response (6) 

“We also conduct our own legal investigations on questions of legal 
capacity for particular classes of some counterparties by seeking advice 
from our own counsel.n 

“Our firm utilizes standard credit and legal practices prudent in the normal 
course of business. These would include but are not limited to the 
following: (i) requesting corporate resolutions when appropriate, (ii) 
seeking legal opinions from outside counsel, (iii) evaluating the ability to 
perform and enforce ail contracts, (iv) evaluating on a country-bycountry 
basis the effects of netting, and (v) evaluating relevant rules and statutes. 
Additionally, the credit department reviews and approves all long-dated 
[foreign exchange] contracts and all swap transactions.” 

“Our documentation policies require that a master agreement be in place 
before any transaction is committed, that the standard ISDA contract 
(vetted worldwide) be used, that we receive a corporate resolution 
regarding derivatives activity, and that counterpties meet the standards 
of ‘eligible swap participants’ per CFTC regulation. We ensure our 
confirmation of each transaction goes out within 24 hours and is traced 
relentlessly until it is matched by the counter-party. In the United States, 
netting is recognized in Financial Institutions Reform, Recovery and 
Enforcement Act of 1989 and the corporate bankruptcy code. Elsewhere, 
in the absence of explicit recognition or precedent, we rely on reasoned 
opinion of local counsel, but we also measure and manage credit 
exposures on a gross (unnetted) as well as net basis.” 

Response (7) “We execute an ISDA master agreement with every counter-party that enters 
into [a] derivative trades with us. This master agreement typically will 
require the delivery of a legal opinion. In the opinion, the counter-party 
opines that they have the legal authority to do swaps and that the swap is 
an enforceable obligation. In lieu of a legal opinion, we ask for appropriate 
evidence of authority. We have conducted a survey of several of our 
largest jurisdictions and have confirmed what should be the appropriate 
evidence depending the type of institution, Only if we receive this 
appropriate evidence will we waive the legal opinion requirement. 
Evidence is often board resolutions (authorizing the corporation to engage 
in derivative trades) and an incumbency certificate from the corporate 
secretary. Prior to doing trades with unusual institutions or corporations 
incorporated in unfamiliar jurisdictions, we typically will verify with local 
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Response (8) 

counsel (and/or have extensive discussions with counsel for the 
corporation) concerning suitability and enforceability. This is done on a 
case-by-case basis.” 

“Our law department employs in-house lawyers who specialize in 
derivatives. They represent both the credit and product areas of our firm 
and oversee all legal aspects of our derivatives business. This includes 
regulatory compliance matters relating to securities, commodities, and 
banking laws in the different jurisdictions in which we operate. They also 
address issues relating to creditors’ rights, bankruptcy, contract 
enforceability (including netting agreements) and counter-party authority. 
Our fun-r’s decision not to deal with English local authorities was based in 
part on legal advice rendered by these professionals, and our firm suffered 
no losses from the 11, From time to time, these lawyers may consult 
outside counsel, and they participate in industry trade associations and 
central bank committees to keep abreast of legal developments.” 

Response (9) “[ ] has established standard documentation procedures and policies for 
managing various legal risks that arise in connection with the execution 
and documentation of on: derivative transactions. The firm has two units 
dedicated entirely to documenting derivative transactions at the 
confnmation and master agreement stages, respectively. Standard 
practices are in place to minimize the risk that agreements with 
counter-parties might be unenforceable, including obtaining representation 
from counter-parties with respect to the enforceability of agreements with 
such counter-parties and seeking legal opinions from counsel with respect 
to the agreements. Additional documentation requirements have been put 
into place for counter-parties, such as municipalities and mutual funds, 
whose authority to engage in derivative transactions may be limited. 
Where appropriate, the Grm retains outside counsel expert in the area of 
law under which a prospective counter-party is operating to advise [ ] in 
connection with the authority of the counterparty to engage in derivative 
transactions. In instances in which serious concerns can be raised about 
the effectiveness of netting, it is the firm’s policy to consider the 
prospective credit risk of the counterparty’s activities on both a gross and 
a net basis. ” 

Response (10) “[ ] and its affiliates dealing in OTC derivatives take the following steps to 
control various types of legal risk involved in OTC derivative product use. 
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First, the legal department cooperates with the capital markets, trading 
and other product development areas of the firm to determine whether the 
product or transaction is subject to regulation and to establish procedures 
to ensure compliance with these regulations. For example, OTC options on 
securities or securities indexes are subject to federal and state securities 
laws and to the rules of various self-regulatory organizations, such as the 
National Association of Securities Dealers and The New York Stock 
Exchange, as well as federal rules relating to the extensions of credit 
(Regulation T). Analysis is also performed to assure that a contract or 
transaction is not subject to the Commodity Exchange Act (the act) or ifit 
is, that the transaction is subject to one or more of the exemptions 
contained in the act or CETC regulations thereunder. Gambling or ‘bucket 
shop’ laws are also reviewed. 

“Second, the firm and its various divisions exercise due diligence to 
establish that counter-parties and customers have the legal capacity and 
authority to engage in each category of derivative transactions which they 
may contemplate doing with the firm. This due diligence includes 
obtaining copies of the corporate documents or partnership agreements, 
certified copies of board resolutions, prospectuses (in the case of mutual 
funds), and where deemed appropriate, legal opinions. Extra steps, 
including the review of applicable statutory authority, in consultation with 
local counsel, are undertaken with respect to counterparties which are 
governmental or quasigovernmental entities, 

“Third, in connection with transactions with counterparties domiciled in 
jurisdictions not governed by the laws of the United States or any state, we 
routinely consult with local counsel with respect to the ability of [ ] or its 
affiliates to engage in the transaction in that jurisdiction and with respect 
to the enforceability of the contract or agreement used for the particular 
transaction. 

“Fourth, [ ] routinely uses master agreements for OTC derivatives 
transactions including options and swaps. Risk-reduction techniques, 
including cross-default provisions and bilateral close-out netting, are 
routinely contained in this documentation. We also routinely require 
counter-parties to sign and return contirmations of transactions to ensure 
the accuracy of the terms of particular trades. 

“Fifth, the credit department of the fn-m is consulted concerning any 
counter-party engaging in derivatives transactions with [ 1. In cases where 
margin is not required by law, credit enhancement or collateralization of 
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exposures, where appropriate, are covered by the appropriate agreements, 
which are reviewed by counsel to ensure, to the extent possible, 
perfection of security interest in collateral.” 

Response (11) “All schedules to master contracts and all tailored confirmations are 
reviewed by the legal department for sufficiency and enforceability. Due 
diligence is performed with respect to the due authority of a counterparty 
to [a] contract for the trade including, but not limited to, a review of 
charter authority, corporate resolutions relative to corporate or entity 
authority, corporate resolutions relative to the authority and incumbency 
of signatories, and relevant statutes or ordinances regarding authority. 
Also, the product is reviewed to determine if it is eligible for trading off an 
exchange and with due regard to any dealer registration implications.” 

13. Please provide any additional comments you may wish with 
regard to OTC derivative product activities. Attach additional pages 
if you care to. 

Response (1) “In order for the on: derivative product market to continue to grow and 
flourish, market participants must be assured that the legal and regulatory 
regimes in which they operate effectively reduce counterparty credit 
exposure and legal risks to the greatest extent possible. Market 
participants have, through industry groups and trade organizations, 
brought about legislative and regulatory reforms in various jurisdictions. 
The grant of exemptive authority to cm and the exercise of that authority 
to create exemptions from the exclusivity provisions of the Commodity 
Exchange Act for swaps and hybrid instruments is an example of 
successful collaboration by market participants, legislators and regulators. 
But uncertainty remains on many issues both in the United States and 
abroad. The enforceability of close-out netting arrangements outside the 
United States, the status of multiproduct master agreements, and the legal 
capacity issues for regulated and public/municipal entities are but a few of 
the issues which require clarification. 

“Despite the progress of market participants to date, only through the 
active efforts of legislative and regulatory authorities can legal certainty on 
many of these issues be achieved. We would welcome increased 
involvement by legislators and regulatory authorities in the United States 
and abroad to promote reforms which would clarify these issues in the 
context of OTC derivative products. Such an effort, however, must proceed 
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in conjunction with market participants so that the reforms are workable 
and are reflective of the marketplace for the various types of transactions. 
Given the strong international and cross-border nature of the OTC s I 
derivative products market, we would also hope that such efforts would 
be undertaken in conjunction with legislators and regulatory authorities 
abroad. Moreover, the recently published Group of Thirty global 
derivatives study specifically recommended an aggressive approach [by] 
legislators and regulators worldwide to eliminate such legal risks.” ! 

Response (2) “Although given the relatively short notice we were unable to provide [ ] 
data on our derivative portfolio, we are contident that the trends are 
favorable. The current quality of the portfolio has steadily improved, and 
our ability to monitor and manage all forms of risk is increasing. We are 
confident that the risks generated by derivatives will remain low by 
traditional banking standards.” 

Response (3) “We believe the bulk of derivative trades are commercial transactions, not 
securities or futures, and consequently are unregulated. If the product is a 
security, due regard is given to security law regulation, dealer registration 
and net capital requirements, if applicable. 1 

“We believe the credit analysis performed by a dealer in regard to a 
counterparty and any reserving for credit loss exceeds that which might 
reasonably be imposed by any regulator. In fact, any regulatory threshold 
of creditworthiness might prove harmful to the markets if it were below 
what a responsible dealer might set for its own protection. Such lower 
threshold might permit a dealer that otherwise would not meet a 
market-based creditworthiness standard to claim full adherence to the 
(lower) regulatory creditworthiness threshold, which in turn might induce 
a less sophisticated counterparty or end-user to trade with that dealer.” 
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Estimates for Foreign Exchange 
and OTC Options 

Forwards 

To estimate the notional/contract amounts for foreign exchange forwards 
and OTC options held worldwide, we reviewed nine databases containing 
information about derivatives activity. Four of the databases (1 through 
4) are industry-produced compilations of derivatives data obtained from 
the financial reports of individual companies. Five others (5 through 9) are 
Federal Reserve databases produced from information that U.S. 
commercial banks provide directly to their regulators. We also created our 
own database (number 10) from information about derivatives activity on 
individual companies and institutions obtained from various industry 
sources and contained in financial reports. Information from these 
databases is shown in table IV. 1. 
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Table IV.1 : Summary of the Notional/Contract Amounts of the 10 Databases That Were the Basis for GAO’s Methodoloay 
Dollars in billions 

Source and description of databases Total derivatives 
Interest rate 
derivatives 

Foreign Equity and 
exchange commodity 

derivatives derivatives 
Nonallocabie 

derivatives 
(1) Swaps Monitor 50 largest global 

dealers as of year-end 1992 
(2) Swaps Monitor 1 ,I 39 firms as of 

year-end 1992 

$25,985 $10,844 $9,757 $874 $4,510 

15,457 5,115 5,675 a 3,661 

(3j Swaps Monitor 999 firms as of 11,770 4,529 4,765 a 2,476 
vear-end 1991 

(4) Swaps Monitor 808 firms as of 6,857 3,141 3,716 a 0 
year-end 1990 

(5j Federal Reserve call report (RC-L) 
data for U.S. banks for first quarter of 
1992 

8,097 4,182 3,737 178 0 

(6) 

(8) 

Federal 

Federal 

Reserve 

Reserve consolidated 

RC-L data for U.S. 

holding company report (Y-9) data for 
U.S. banks as of vear-end 1992 

banks as of year-end 1991 

(7) Federal Reserve RC-L data for U.S. 
banks as of year-end 1990b 

8,789 4,892 3,783 

7,446 

114 

3,836 

0 

3,472 138 0 

6,784 3,310 3,392 62 0 

(9) Federal Reserve Y-9 data for U.S. 
banks as of year-end 1991 

(10) GAO global database of 875 firms 
as of year-end 1991 b 

7,330 3,853 3,369 108 0 

24,708 10,752 9,537 678 3,741 

Note: The 10 databases overlap with respect to the data they contain and include double 
counting of some contracts. Specifically, the five Federal Reserve databases (5, 6, 7, 8, and 
9) contain data only for U.S. banks and U.S. branches of foreign banks. The Federal Reserve call 
report (RC-L) databases (5,6, and 7) contain derivatives data for the main banks but not the bank 
holding companies or consolidated entities. The Federal Reserve consolidated holding company 
report (Y-9) databases (8 and 9) contain derivatives data on U.S. bank holding companies and 
consolidated entities. The other five databases (1,2,3,4, and 10) contain data on all types of firms, 
including U.S. banks. Databases 2,3, and 4 contain data on U.S. financial and nonfinancial firms 
and U.S. branches of foreign banks. Database 1 captures the 50 largest U.S. and foreign 
derivatives dealers as of year-end 1992 on the basis of available information. Database 10 
captures the major dealers as of year-end 7991 but also captures other US and foreign firms, 
financial and nonfinancial firms, and dealers and end-users. 

Wo data included on equity and commodity derivatives. 

bDatabase IO contains no information on institutions that may be using derivatives to hedge their 
large holdings in the stock and bond markets. These institutions include college endowments, 
foundations, mutual funds, and union funds. Notional/contract data for these institutions were 
impractical or impossible to obtain, 

Sources: Swaps Monitor Publications, Inc., various annual reports, Derivatives Strategy &Tactics, 
Inc., and the Federal Reserve. 
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We separated the notional/contract amounts of each of the 10 databases 
into the following five categories: (1) total derivatives, (2) total interest 
rate derivatives, (3) total foreign exchange derivatives, (4) total equity and 
commodity derivatives, and (5) total nonallocable derivatives. 
Nonallocable derivatives are data that we could not separate into the other 
categories. 

We calculated the relative size of foreign exchange derivatives in the 10 
databases in 2 ways. F’irst, we calculated foreign exchange derivatives as a 
percentage of total derivatives (see table IV.2), and second, foreign 
exchange derivatives as a percentage of interest rate derivatives (see table 
IV.3). We selected the method that yielded the most conservative 
(smallest) estimates of foreign exchange derivatives held globahy as of the 
end of each fiscal year (see table IV.4). From these estimates we 
subtracted industry estimates for currency swaps, foreign exchange 
futures, and exchange-traded currency options held globally. The net 
amounts are our estimates for foreign exchange forwards and OTC option 
contracts held worldwide as of each year-end from 1989 through 1992 (see 
table IV.5). We added our estimates for foreign exchange forward and OTC 
option contracts held worldwide to the industry estimates for other 
derivatives to arrive at new estimates for total derivatives held worldwide 
as of each year-end from 1989 through 1992 (see table IV.@ . 

Because the 10 databases are not statistical samples of the global 
derivatives markets, we could not compute valid statistical estimates of 
foreign exchange forwards and OTC option contracts held wor1dwide.l The 
10 databases were judgmentally selected samples because the types of 
firms and institutions included were based on specific criteria (see the 
notes to table IV. 1 for details). The 10 databases overlap with respect to 
the data that they contain (see note “a” to table IV.1 for details). Each 
sample was subject to limitations on available data and time. 

Table IV.2 shows foreign exchange derivatives as a percentage of total 
derivatives for the 10 databases. It shows the percentages selected under 
the conservative approach and used in methodology 1. 

‘We could not create a statistical sample of delivatives held worldwide for two reasons. First, we could 
not obtain or create a listing of the population (sampling frame). The population would consist of all of > 
the firms and institutions in the world. Second, even if a sampling frame were created, we could not 
successfully pull a statistical sample from it because derivatives notional/contract data would not be 
available for all of the entities in the sample. 
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Table IV.2: foreign Exchange Derivatives as a Percentage of Total Derivatives (Methodology 1) 
Foreign Equity and 

Interest rate exchange commodity Nonallocable 
Database Year Total derivatives derivatives derivatives derivatives derivatives 
1 1992 100% 41.7% 37.5% 3.4% 17.4% 
2 1992 100 39.6 36.7a d 23.7 
3 1991 100 38.5 40.5 d 21 .o 
4 1990 100 45.0 54.2 a * 
5 1992 100 51.6 46.2 2.2 * 
6 1991 100 51.5 46.6 1.9 e 
7 1990 100 40.8 50.0b 1.2 a 
8 1992 100 55.7 43.0 1.3 a 
9 1991 100 52.5 46.0 1.5 a 

10 1991 100 43.5 38.6" 2.7 15.1 
Note: We calculated and selected the percentages that were used on the basis of data from table 
IV.1. 

“For the four databases with data as of the end of fiscal year 1992, foreign exchange derivatives 
as a percentage of total derivatives were 36.7,37.5, 43.1, and 46.2 percent. We used the 
conservative 36.7 percent. 

bFor the two databases with data as of year-end 1990, foreign exchange derivatives as a 
percentage of total derivatives were 50.0 and 54.2 percent. We used the conservative 
38.6 percent from 1991 for 1990 data. We also used 38.6 percent for 1989. 

Tar the four databases with data as of year-end 1991, foreign exchange derivatives as a 
percentage of total derivatives were 38.6, 40.5, 46.0, and 46.6 percent. We used the conservative 
38.6 percent. 

dData were not available. 

eData were not applicable 

Source: GAO analysis. 

Table IV.3 shows foreign exchange derivatives as a percentage of interest 
rate derivatives for the 10 databases. It shows the percentages selected 
under the conservative approach and used in methodology 2. 
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Table IV.3: Foreign Exchange Derivatives as a Percentage of Interest Rate Derivatives (Methodology 2) 
Equity and 

Interest rate Foreign exchange commodity 
Database Year derivatives derivatives derivatives 
1 1992 100% 90.0% 8.1% 

2 1992 100 92.8 d 

Nonallocable 
41.6% 
59.9 

3 1991 100 105.2 d 54.7 
4 1990 100 118.3 d e 1 

5 1992 100 89.4 4.3 e 
6 1991 100 90.5 3.6 * 
7 1990 100 102.5a 2.5 e 

8 1992 100 77.3b 2.3 e 

9 
10 

1991 

1991 
100 87.4” 2.8 e 

100 88.7 6.3 34.8 : 
Note: We calculated and selected the percentages that were used on the basis of data from table 1 
IV.l. 

BFor the two databases with data as of year-end 1990, foreign exchange derivatives as a 
percentage of interest rate derivatives were 102.5 and 118.3 percent. We used the conservative 
102.5 percent for the year-end 1990 and 1989 data. 

bFor the four databases with data as of year-end 1992, foreign exchange derivatives as a percent 
of interest rate derivatives were 77.3, 89.4, 90.0, and 92.8 percent. We used the conservative 
77.3 percent. 

CFor the four databases with data as of year-end 1991, foreign exchange derivatives as a percent 
of interest rate derivatives were 87.4, 88.7, 90.5, and 105.2 percent. We used the conservative 
87.4 percent. 

dData were not available. 

*Data were not applicable 

Source: GAO analysis, 

Table IV.4 shows the results of our two methodologies for estimating 
foreign exchange derivatives. In methodology I, we estimated foreign 
exchange derivatives as a percentage of total derivatives. In methodology 
2, we estimated foreign exchange derivatives as a percentage of interest 
rate derivatives. We compared the two results and used the most 
conservative, that is, the percentages that yielded the smallest estimates 
for foreign exchange derivatives from 1989 through 1992. 
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Table IV.4 Comparison of Methodologies 1 and 2 and the Notional/Contract Amounts of Foreign Exchange Derivatives i 
Dollars in billions 

Percentage Percentage Foreign exchange Foreign exchange Most conservative 
Year used’ usedb derivatives’ derivativesb result usedC 
1992 36.7% 77.3% $6,475 $8,443 $6,4758 
1991 38.6 87.4 5,415 7,345 5,415 
1990 
1989 

38.6 102.5 3,927 
38.6 102.5 2,779 

aResull of using methodology 1, Data were from table IV.2. 

6,239 3,927 
4,419 2,779 1 

%esult of using methodology 2. Data were from table IV.3. 

“We computed the amounts by applying the percentages from table IV.4 to the appropriate data 
in table IV.6. For example, for data as of year-end 1992, we estimated that foreign exchange 
derivatives were the lesser of 36.7 percent of total derivatives, or 77.3 percent of interest rate 
derivatives. The lesser amount is $6,475, which is 36.7 percent of total derivatives held of $17,643 
(see table IV.6). 

Source: GAO analysis 

Table IV.5 shows our estimates of global foreign exchange derivatives 
from which we subtracted the industry estimates for foreign exchange 
futures, exchange-traded currency options, and currency swaps in order to B 
arrive at our esknates for global foreign exchange forward and OTC option 
contracts. 

Table IV.5: GAO Estimates of the Notional/Contract Amounts of Foreign Exchange Forwards and OTC Options 
Dollars in billions 

Year 
1992 

GAO estimate for 
total foreign 

exchange 
derivatives* 

$6,475 

Less currency Less currency 
swapsb futuresb 

$350 $25 

Less Equals foreign 
exchange-traded exchange forwards 

currency optionsb and OTC optionsb 
$80 $5,510 

1991 
1990 
1989 

5,415 807 
3,927 578 
2,779 449 

aData from table IV.4. 

18 59 4,531 
16 56 3,277 
16 50 2,264 

bData from table IV.6. 

Source: GAO analysis. 
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Table IV.6: Notional/Contract Amounts for Derivatives Worldwide by Individual Product Type as of the End of Fiscal Years 
1989 Through 1992 
Dollars in billions 

Percentage of Percentage Increase 
Tvue of derivative 1989 1990 1991 1992 total 1992 lrom 1989 to 1992 
Forwards 

Forward rate agreements’ $770 $1,160 $1,530 $2,005 

Foreign exchange forwardsb 
Total forwards 
Futures 

2,264 3,277 4,531 5,510 

$3,034 $4,437 $6,061 $7,515 42% 148% 

interest rate futures 1,201 1.454 2,159 3,048 

Currency futures 
Equity index futures 

Total futures 

16 16 18 25 
42 70 77 81 

$1,259 $1,540 $2,254 $3,154 18% 151% 
Options 

Exchange-traded interest rate options 387 600 1,073 1,385 
OTC interest rate oDtions 450 561 577 634 

Exchanae-traded currencv ootions 50 56 59 80 

Exchange-traded equity index options 
Total options 

66 86 132 164 

$953 $1,305 $1,841 $2,263 13% 137% 

SwaDs 
Interest rate swaps 
Currency swaps 

1,503 2,312 3,065 3,851 

449 578 a07 860 

Total swaps 
Total derivativesC 
Total derivativesd 

$1,952 $2,890 $3,872 $4,711 27% 141% 
$7,198 $10,172 514,028 $17,643 100% 145% 
$4,934 $6,895 $9,497 $12,133 

BGAO estimated forward rate agreements as of the end of fiscal year 1992 on the basis of 
methodology the New York Federal Reserve used in computing estimates for year-ends 1989, 
1990, and 1991. 

bGAO estimates for foreign exchange forward contracts are from table IV.5. These also include an 
unknown amount of OTC foreign exchange options. 

CDoes not include complete data on physical commodity derivatives and equity options on the 
common stock of individual companies. Table IV.2 shows that seven of the databases contain 
equity and commodity derivatives that ranged from 1 .l to 3.4 percent of total derivatives 
notional/contract amounts. 

dBefore including GAO estimates for foreign exchange forwards and OTC options. 

Sources: Bank for International Settlements, GAO, ISDA. Federal Reserve Bank of New York. 
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15 Major U.S. OTC Derivatives Dealers and ; 
Their Notional/Contract Derivatives 
Amounts 

Dollars !n millions 

Banks 
Chemical Banking Corporation 
Citicorp 
J.P. Morgan & Co., inc. 
Bankers Trust New York Corporation 
The Chase Manhattan Corporation 
BankAmerica Corporation 
First Chicago Corporation 
Securities firms 
The Goldman Sachs Group, L.P. 
Salomon. Inc. 
Merrill Lynch & Co., Inc. 
Morgan Stanley Group, Inc. 
Shearson Lehman Brothers, Inca 

i 

$1,620,819 , 
1,521,4#0 
1,251,700 
1,165,872 ’ 

886,300 1 

787,891 1 
391,400 r 

/ 

752,041 
729,000 I 
724,060 ! 
424,937 
337,007 ! 

Insurance companies I 
American International Group, Inc. 198,200 
The Prudential Insurance Company of America 121,515 1 
General Pie Corporation 82,729 
TOtal $10,994,811 : 
BThe 1992 annual report from which we derived this information was issued by Shearson Lehman. 
The firm no longer exists under this name. 

Source: Annual reports for 1992. 
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