Derivatives Disclosures
by Major U.S. Banks, 1995

Gerald A. Edwards, Jr., and Gregory E. Eller, of the and their pricing can be opaque, making their risks
Board’s Division of Banking Supervision and Regula-difficult to understand, measure, and manage.
tion, prepared this article. Terrill Garrison provided = One approach to increasing public understanding
research assistance. of derivatives has been the implementation of more
comprehensive accounting practices and disclosure
The use of derivative contracts has grown rapidlyrequirements. In particular, these two tools are help-
during the 1990s. These off-balance-sheet instruful in characterizing more accurately the effects of
ments, whose market value (and cash flow) changethese instruments on firms’' financial performance
with that of an underlying variable (such as an inter-and in explaining those effects through public finan-
est rate, a foreign currency exchange rate, an equitgial reporting. The benefits of these tools are not
price, or a commodity price), are a powerful tool limited to derivatives, however. They should also
for companies in managing their exposure to fisk. lead to better understanding of how firms manage
The increasing importance of derivatives to finan-risks arising from nonderivative financial contracts as
cial institutions (including banks that are dealers ofwell as from other sources. The goals are to demys-
these instruments), as well as to other enterprises, haify derivatives, to facilitate the assessment of firms’
heightened the need to understand them better. derivatives activities by readers of financial state-
Public awareness of these instruments has alsments, and thereby to help improve the allocation of
grown, a consequence of highly publicized lossesapital by financial markets.
by some large businesses and municipalities that had Many groups have been involved in bringing about
entered into derivative contracts. In a few instanceschanges in derivatives accounting and reporting:
the losses were blamed on derivatives even thoughuthorities that set accounting standards, regulators
they had in fact resulted from the trading of tradi- and bank supervisors, and industry associations.
tional financial instruments. Nevertheless, theseThese groups have set various regulatory require-
events illustrate the need for firms entering intoments and have made numerous recommendations
contracts, shareholders of these firms, policymakergsee box “Requirements and Recommendations for
and the public to understand derivative instrumentdublic Disclosure”). As a result, the nature of the
more fully. information publicly disclosed by firms has been
The risks associated with derivatives are no differ-evolving in several ways, including the amount and
ent from the risks that firms have always had totype of information disclosed and the way informa-
recognize and control (see box “Risks Associatedtion is presented.
with Derivatives”). All financial contracts carry some  The published annual reports to shareholders and
degree of risk. Nonderivative contracts, in fact, canother public financial reports of banks and other com-
be riskier and more complex than derivatives. Forpanies play an important role in disseminating infor-
example, a junk-rated bond that is tied to a foreignmation to investors, creditors, and other stakeholders
interest rate and is convertible into the issuer's comdin the enterprises. The information they convey about
mon stock carries credit and market risk that wouldderivatives has improved significantly in the past few
be difficult to quantify. In contrast, the risks of some years. A survey of the annual reports of the top ten
derivatives, such as futures contracts, can be easily.S. banks that deal in derivatives showed that their
assessed because prices are observable from tradit§94 reports were substantially more “transparent”
on exchanges and cash changes hands daily to maithan their 1993 reports, with more discussion and
tain collateral, mitigating credit risk. Nonetheless, analysis of, and more quantitative information about,
derivatives can be highly complex in their design,their use of these instrumerits.

_ 2. Gerald A. Edwards, Jr., and Gregory E. Eller, “Overview of
1. See box “Classes of Derivatives” for an explanation of the Derivatives Disclosures by Major U.S. BanksFederal Reserve
different types of derivatives and the ways they are used. Bulletin, vol. 81 (September 1995), pp. 817-31.
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Classes of Derivatives

Derivatives are contracts that derive their market values by Swap ContractsAn interest rate swap can be viewed as
reference to a physical commodity, another contract (suctcontract that bundles a series of forward rate agreem

index (collectively referred to as “goods”). Some deriva- payment through maturity of the swap contract. In a sim
tive contracts may be settled either by delivery of theinterest rate swap, one party agrees to make fixed @
contracted-for good or by the payment of cash, while othergpayments (equivalent to a fixed rate of interest based g
are settled only in cash. Derivative contracts make referenceotional principal amount) and the other party agrees
to a notional amount. The amount is “notional” because it make variable cash payments (equivalent to a floating-
is only an artifice for calculating the amount of cash dueindex such as the London Interbank Offered Rate, LIBO
periodically. There are two basic classes of derivatives,Besides interest rates, the structure of exchanging a fi

forwards and options. Both types of instruments are used apayment for a floating payment has been applied to s
a means of transferring, between the parties to the contracgoods as foreign exchange, precious metals, and &
risk associated with possible changes in prices. commodities.

Forward Contracts Option Contracts

A forward contract is a bilateral agreement in which one An option contract is a unilateral agreement in which o
party, the buyer, is obligated to purchase the contracted-foparty, the option writer, is obligated to perform under t
good and the second party, the seller, is obligated to sell theontract if the option holder exercises his or her option. 7|
good to the buyer. At the inception of the forward contract, option holder pays a fee, or “premium,” to the writer fo
the quantity and grade of the good, the price to be paid, andhis privilege. The option holder is under no obligatio
the date and location of delivery are fixed. The price to behowever, and will exercise the option only when the ex
paid in the future under a new forward contract will be cise price is favorable relative to current market prices.
closely related to the good’s current market price (its spoton the one hand, prices move unfavorably for the opt
price), with adjustments to cover the costs of carrying anholder, the holder loses only the premium. If, on the otk
inventory of the good during the interim period, such as thehand, prices move favorably for the option holder, t
costs of storage, insurance, and interest. holder gains (a theoretically unlimited amount) at t
expense of the option writer. In an option contract, the ex
Futures A futures contract is a type of forward that cise (or “strike”) price, the delivery date, and the quanti
has standard commodity-unit and delivery terms andand quality of the commodity are fixed.
is traded on an organized exchange. A clearinghouse nor- Options can be eithegalls or puts A call option grants
mally serves as counterparty to both the buyer and thehe holder of the contract the right to purchase a good fr
seller. This arrangement reduces credit risk because ththe option writer, while a put option grants the holder t
parties look to the clearinghouse for performance. Clearing+ight to sell the underlying good to the option writer.
houses typically reduce their credit risk by requiring that the Interest rate caps and floorsan be viewed as a series ¢
counterparties put up collateral and by marking to marketcall options packaged into a single financial instrument
frequently. Futures are available for agricultural productswhich the underlying good is an interest rate index. R
and other commodities, bonds and other interest-bearingxample, a borrower arranges to borrow at a variable
instruments, equity interests, and foreign exchange. reset quarterly at LIBOR. He also purchases a 6.5 perq
rate cap. If LIBOR rises to 9 percent, the borrower pays
Forward Rate Agreements (FRA#)n FRA is a forward  creditor 9 percent and receives from the cap writer 2.5 p
contract between two parties seeking to fix a future interestent (9 percent minus the 6.5 percent option exercise pri
rate. The parties agree on an interest rate for a specifiedhe borrower has effectively limited his interest expense
period associated with a specified notional principal amounta maximum of 6.5 percent plus the premium paid for t
(though no commitment to lend or borrow that amount interest rate cap.
is made). The contract is settled in cash; the payment Under a floor contract, the borrower writes an option
amount is equal to the product of the notional principal which he agrees to pay the difference between the st
amount and the difference between a spot market rate angrice and the interest rate index specified in the contr
the contractual forward rate. If the spot rate on the maturityThe premium received offsets a portion of the overall int
date is higher than the contracted rate, the seller pays thest expense of the obligation; however, the debtor rets
difference; if the spot rate is lower, the buyer pays theexposure to higher interest rates and forgoes the benef
difference. lower interest rates on his floating-rate obligation.

as a debt or equity instrument), or an interest rate or equityinto a single instrument, with one FRA for each swap
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Risks Associated with Derivatives

The risks associated with derivative contracts are no differ-other positions. The value of these contracts may chahge
ent from those associated with other bank financial instru-because of changes in interest rates (interest rate risk),
ments. The major categories of risk are described here.  foreign exchange rates (foreign exchange rate risk),| or

o o : commodity prices or other indexes.
Credit riskis the possibility of loss from the failure of a o some larger institutions, disclosure of information

counterparty to fully carry out its contractual obligations. a6t internal value-at-risk measures and methodology [can
The types of information about credit risk associated with he|, financial statement readers understand the institution’s
derlvgtlves that institutions might disclose include the exposure to market risk. Using value-at-risk methods
following: involves the assessment of potential losses in portfolio
value resulting from adverse movements in market rjsk
factors for a specified statistical confidence level ovef a
defined holding period.

e Gross positive market value—the gross replacemen
cost of a contract, excluding the effects of any netting
arrangements

* Current credit exposure—the fair value on a given date =~~~ : L
of contracts that are favorable to the holder (that is, are iQuidity risk has two broad types: market liquidity ris
assets) and funding risk. Market liquidity risk arises from thge

« Potential credit exposure—a statistical measure of thd?0Ssibility that a position cannot be eliminated quickly

possible future value of contracts held today if prices or €ither by liquidating it or by establishing offsetting posi-

rates move favorably for the holder before the contractstions: Funding risk arises from the possibility that a firm

mature will be unable to meet the cash requirements of its contracts.
¢ Credit risk concentrations—indicators of diversifica- : - _

tion by geographic area or industry group Operational riskis the possibility that losses may occur
. Collateral and other credit enhancements that ma>pecause of inadequate systems and controls, human error, or

reduce credit risk mismanagement.
¢ Counterparty credit quality, nonperforming contracts,

and actual credit losses. Legal riskis the possibility of loss that arises when |a

contract cannot be enforced because of, for example, poor

Market riskis the possibility that the value of a financial documentation, insufficient capacity or authority of tme
contract (or of a real asset, for that matter) will adversely counterparty, or uncertain enforceability of the contract in a
change before the contract can be liquidated or offset withbankruptcy or insolvency proceeding.

This article follows up on the previous survey by improving the overall quality of reporting about
reviewing the 1995 annual reports of the top tenderivatives activities.
banks that deal in derivatives. Although disclosure
requirements did not change during the intervening
period, banks nonetheless improved their reporting oREVIEW OF 1995 AINUAL REPORTS
derivatives activities in 1995 compared with 1994. In
particular, they expanded their discussions of derivaThe institutions whose annual reports were surveyed
tives activities and provided more quantitative infor- for this article were the ten U.S. commercial banks
mation. The vastly greater amount of information having the greatest credit risk exposure from deriva-
presented in the 1995 reports is especially evidentives on December 31, 1995 (taking into account the
when they are compared with the financial statementeffects of netting agreements) (table*line of the
issued for 1992, in which banks typically disclosed
little more than the total value of their trading assets 4. In this article, “bank” refers to a banking organization, compris-
and Iiabilities, their total trading profits, their overall ?ng bank holding companies, their banking affilia_tes_, and_other sut_)sid—
net credit exposure across all counterparties, and thss et e consoldated orpurboses o pubc narcia eporing,
notional amounts of their derivative contragf®egu-  is a measure of the potential loss resulting from a hypothetical default
lators and industry groups that have advocated fullely a counterparty. It is the fair value on the date of measurement of

. P . . _those contracts that are favorable to the bank (that is, those that are
disclosure have clearly had significant influence INassets). If a legally enforceable bilateral netting agreement is in place,

_ credit risk exposure is the net fair value of all contracts subject to the
3. The notional amount is the face amount of a contract to which anagreement. For example, if a bank has two contracts with a counter-
interest rate, a price, or a rate of exchange is applied to determine thparty, one worth $10 and the other wort#6, the bank’s credit risk
contractual cash payments or receipts. In general, the notional amourtxposure is $10. If, however, the bank and its counterparty have
is not exchanged and does not reflect the risk of a transaction. agreed to net their contracts, the bank’s credit risk exposure is $4
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1. Ten U.S. commercial banks with the greatest exposure « Management's discussion and analygisvides,
t(_)”_credlftdnﬁk from derivatives on December 31, 1995 in narrative form supported by tabular or graphical
Bilions of doflars data, an analysis of the bank’s financial condition and

- Total notional performance. As part of its analysis, management
Institiiam Credit risk amount of icall . h % isk
exposure derivatives typically describes the bank’s exposures to risk and
outstanding its techniques for managing risk. This section is not
JP. Morgan & Company. ... ... 33.6 3,403 usually audited by independent accountants.
G anhattan Corporaton. .. - 29 B « The annual financial statemerpresents state-
Bankers Trust New York Corporation |. . 12.1 1,742 H i it H H
BankAmerica Corporation...p. ....... 8.3 1,515 ments  of flr)anCIa.I pOSItIOI’], Income, Char,]ges _In
o _ stockholders’ equity, and cash flow. The financial
First Chicago NBD Corporation. . ... .. 7.3 801 d . f .
NatloB?B:ﬁk Corporation............ 33 1006 statement and any accompanying footnotes are typi-
Republic New York Corporation........ J H H
State Street Boston Corpporatiom ...... 6 58 cally audited by independent accountants.
Bank of New York ................... . .6 56

1. Exposure taking into account the effects of legally enforceable bilateral This survey considered disclosures in both sections

netting agreements. : Wi ”
2. Pro forma combination for Chemical Banking Corporation and ChaseOf_ the annual r_eports. The an{?’llySIS was blnary,
Manhattan Corporation. with coverage judged to be either present or not

Source. Publicly available regulatory reports filed by bank holding com- present and the decision about whether or not a
panies with the Federal Reserve. | ! i )
particular disclosure was present was in many
instances subjective. Information on derivatives used
ten banks were also included in the survey of 1994or trading purposes was analyzed separately from
annual reports. Two of the 1994 banks, Chemicalnformation on derivatives intended for risk manage-
Banking Corporation and Chase Manhattan Corporament or other end-user purposes. Because groups
tion, merged in 1996 and published a combinedthat set disclosure standards also recommend that
annual report for year-end 1995. Moving into the firms report on their trading of nonderivative finan-
group for 1995 was State Street Boston Corporation.cial instruments and nonfinancial items (such as
These ten banks dominate the banking industry’recious metals or other physical commodities), we
share of the derivatives market: Collectively, they
accounted for more than 95 percent of the derivatives, - . : o
. - 2. Derivatives positions and trading activity of the top ten
held or issued by all U.S. banks at year-end 1995 in panks and aF|)| U.S. banks, 19959J Y P
terms of notional amounts; they accounted for a silions of dollars

similar share of the industry’s trading portfolios in o —— bank% A s
terms of fair value (table 2). Of the derivatives they

held or had issued as of year-end, approximately of dg;g;ggg‘;m;gtndmg
two-thirds were interest rate contracts and one-third as of year-end

were foreign exchange contracts, with a small amount  1y: or DerivaTIVE INSTRUMENT
of equity and commodity exposures. The ten banks

) Interest rate contracts. . ................ . 10,231 10,800
also accounted for nearly 90 percent of the profits Foreign exchange confracts ...........| 5,286 5,366
from trading that were earned by all U.S. banks in’ “ofa oo o Snereonads | = o8 16552

1995.
In their annual reports, banks disclose information
about derivative instruments on a consolidated basis  FPosITIoNs N TRADING PorTFOLIO

Fair value as of year-end

(that is, combining all legal entities that make up the Traging 8SSeS. .. ovvooceoccrinnnn : 255 215
enterprise). The information is usually presented in o oo :
H H . Trading liabilities ...................... . 159 169
two main sections of the report: S L _ = i
Total trading positions (absolute value) |... 414 444
Derivatives ...................oo.... . 191 202
($10- $6). Note that the current credit exposure of the ten banks on Trading profit
December 31, 1995, was approximately 1 percent of the total notional from all sources for year

amount of their outstanding derivative contracts (see table 1).

5. Also included in the tables in this article, to provide a baseline| LYPE OF RISK ASSUMED TO EARN PROFIT

for assessing the extent of change, are data on disclosures in the 1993|nterest rate. . ......oooeeeeeeee s, 2.9 45
annual reports of the top ten banks. The group of banks for that year Foreign exchange...................... c 2.0 2.4
was essentially the same as in 1994. Continental Bancorp, which was Eq_I‘_J'thI commodity, or other............ -537 -g 5

ranked in the top ten in 1993, was acquired by BankAmerica Corpora:
tionin 1994. It was replaced in the 1994 survey by Bank of New York,  source. Publicly available regulatory reports filed by bank holding com-
which had been eleventh in 1993. panies with the Federal Reserve.
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also reviewed the reports for disclosures about thos&@ Number of top ten banks discussing their management
instruments. A look at the trading books of the ten objectives and the risks of derivatives in their annual

. ' . reports, 1993-95
banks gives some perspective on the extent of the use P
of derivatives as a trading vehicle: Derivatives - Number of banks disclosing
accounted for less than half of the fair value of their|  TYpe of qualitative disclosure

- e 1993 ‘ 1994 ‘ 1995
trading assets and liabilities on December 31
(table 2). In this article, information for all trading IDSCUSSION OF MANAGEMENT
. . . BJECTIVES AND STRATEGIES
account items is presented to give a more complete _ o
For trading activities.............. 4 9 10

picture of trading . For nontrading activities .......... 4 10 10

DISCUSSION OF RISKS AND
MANAGEMENT TECHNIQUES

QUALITATIVE INFORMATION Placed in context with balance shegt
fSkS ..o . 7 10 10
i itati i i i - Creditrisk ............oooiii . 6 9 10
Managers give qua_lltat|ve mformaﬂon in th_e narma- | ek 1o -2 9 o
tive portions of their annual reports in which they | Liquidityrisk ..................... .4 6 9
Operating and legal risks......... 1 3 3

identify the risks presented by their business activi-
ties and their methods for measuring and controlling

those risks. The depth of these narratives on risk hadepth of discussion was roughly commensurate with
increased substantially over the past few years. Théhe importance of trading profits to the institution’s
banks’ 1993 reports typically had only limited dis- overall income. For example, some banks earned
cussions about trading and perfunctory informationmore on deposit account service charges than they
about derivatives. The 1994 reports had much richedid from trading, and the limited level of disclosure
disclosure on these topics. The overriding characterisabout trading may have reflected that priority.

tics of the 1995 annual reports were refinement of Similarly, banks’ discussions of funding liquidity
methods of disclosure first used in 1994 and furtherrisk at their institutions and their means of controlling
diffusion of these methods among the top ten banksit were generally more informative in 1995. Banks
for example, whereas a 1994 report might have dissummarized their processes for identifying their fund-
cussed overall value at risk, the 1995 report brokeéng requirements, their procedures for predicting cash
down value at risk into its elements and discussedeeds, and contingency plans for unexpected cash

exposure to different kinds of risk. demands. None of the banks, however, discussed the
market liquidity of their financial instrument port-
folios.

Discussion of Specific Risks Disclosures of operating and legal risks were

somewhat more detailed in 1995, but discussions of
Although nearly all of the banks described credit andmanagement techniques for controlling these risks
market risk in 1994, the 1995 reports contained fullerremained rather shallow. This shallowness may
more coherent explanations of exposures to thoseeflect the difficulty of reliably quantifying these
risks (table 3). The 1995 reports as a rule broadenedsks. However, it is noteworthy that the roots of
the approaches used in 1994 to frame discussions arsme of the more notorious trading debacles in recent
analyses of other products (such as bonds) and othgears can be traced to operating or legal problems;
lines of business (such as selling foreign currency taherefore, more discussion of these risks might have
customers or trading for the firm’s own account asbeen appropriate.
opposed to marketmaking). Also, the reports gener- Most of the ten banks described their processes for
ally integrated discussions of derivatives into clearercontrolling the risks arising from trading and other
discussions of identical risks inherent in traditional business activities by identifying the management
banking books; in contrast, disclosures about markejroup responsible for setting trading policies and by
and credit risk in some of the 1994 reports focuseddescribing the managerial functions responsible for
solely on derivatives. In 1995, as in earlier years, theensuring compliance with those policies. The typical

report gave an overview of risk management that

sketched the bank’s business objectives and its

6. Value at risk is a method of measuring risk by estimating management philosophies (for example, by describ-

potential losses in portfolio value that could result from adverse_ing the extent to which its management responsi-
movements in market prices and other risk factors. The method 'Soilities are centralized or diffuse). Most banks also

based on statistics in which a confidence level and a portfolio holding™~"" ) ; 4
period are specified. briefly described the information systems and
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Requirements and Recommendations for Public Disclosure

Although authorities that set accounting standards, regulaanticipated transactions (such as the amount of gains| or
tors, and industry groups have long recognized that therdosses that were deferred). The fair values of end-user
are deficiencies in accounting practices for and disclosurelerivatives must be disclosed separately from the fair
of financial instruments in general, the growing use of values of items hedged by the derivatives. Encouraged but
derivatives has brought these deficiencies into sharp focusot required is the disclosure of quantitative information
The Financial Accounting Standards Board (FASB), thethat managers use as a basis for controlling risk exposure.
organization that sets accounting standards, in 1986 created
a tasl§ force on financial instruments to addrgss these deﬁProposed Requirements
ciencies. After some study, the FASB decided that the
accounting issues surrounding derivatives would be besPisclosures in the 1995 annual reports were influenced by
addressed by first establishing minimum disclosure requireequirements formally proposed in December 1995 by the
ments and then devising consistent accounting methodsSecurities and Exchange Commission (SEC), the agemcy
The FASB has so far published three statements of accountesponsible for administering federal securities laws apd
ing standards (SFAS) affecting disclosures about derivafor regulating accounting and disclosure by publicly traded
tives and other financial instruments. Financial statementsompanies. The SEC has delegated much of its authofity
that conform to generally accepted accounting principlesfor setting accounting standards for publicly traded compa-
necessarily follow these standards. nies to the Financial Accounting Standards Board, but|it
SFAS 105, Disclosure of Information about Financial also occasionally issues supplemental guidance. The gro-
Instruments with Off-Balance-Sheet Risk and Financialposed amendments to current requirements focus on fthe
Instruments with Concentrations of Credit Ridkecame  disclosure of market risk. If adopted, they would become
effective with 1990 annual reports. It requires the disclosureeffective for 1996 annual reports.
of the basic contractual terms of certain derivative contracts The SEC proposal requires more detailed disclosure|of
and discussion of their market and credit risks. It alsoquantitative and qualitative information about the market
requires the disclosure of large concentrations in credit riskrisks associated with derivatives. Quantitative informatign
and, for certain derivative instruments, the disclosure of thecould be disclosed by means of (1) a table showing can-
loss the firm could incur if counterparties were to default ontract terms and other information, including fair valug,
their obligations. expected cash flows, and effective rates and prices; (2) a
SFAS 107, Disclosure about Fair Value of Financial sensitivity analysis of a hypothetical loss of earnings, fair
Instruments requires the disclosure of the fair value of values, or cash flows resulting from an arbitrary change|in
derivatives (as well as that of most traditional banking current interest rates, foreign exchange rates, or commpd-
instruments). The standard first applied to 1992 annualty or other prices; or (3) a statement of value at risk
reports; it was amended by SFAS 119 for the purpose ofexpressing the companywide (that is, in trading as well ps
making fair value disclosures better organized and morgn other lines of business) loss of fair values, earnings, jor
understandable to readers of financial statements. cash flows of market-risk-sensitive instruments that might
SFAS 119 Disclosure about Derivative Financial Instru- arise from price movements of a given likelihood of occuf-
ments and Fair Value of Financial Instrumentisecame rence over some time interval, with a separate estimate| of
effective for 1994 annual reports. It requires firms to differ- value at risk for each type of market risk to which the firm
entiate in their disclosures between derivatives used foiis exposed. Also required would be the disclosure of limita-
trading purposes and those used for risk management dions that might cause the quantitative information about
other “end-user” purposes. market risk to not fully reflect the overall market risk to the
company.

O UERlg SENINES (5o CIENEIES [Re) il IR, The SEC proposal also requires that companies disclose

f!rms must report the fair value of their derivatives posi more detail than currently required by the FASB abolit
tions (both as of year-end and as an annual average) angd ". . . . :
. . ; Lo their procedures for accounting for derivatives, including
must report their profits from the trading of derivatives . . ;
: : : information about the accounting methods used, the types
separately; these trading profits may be reported as a total or, o . i
- . of derivatives to which each method was applied, and the
may be broken down by, for example, line of business (such_ .~ ", : .
. . criteria for choosing which method to apply.
as sales of foreign currency) or exposure to market risk
(such as interest rate or foreign exchange risk).

T . o Recommendations
¢ End-user activitiesFirms must explain their objectives

in using derivatives for hedging or other risk-managementin the past two years, several industry groups and regula-
purposes and must discuss their strategies for achievingprs, either individually or in association with other ager
those objectives. They must also indicate where in theircies, have called for additional disclosure of derivatives
financial statements end-user derivatives are presented arattivities. These groups have generally stressed the a$vi-

give certain details about derivatives used to hedgesory nature of their recommendations, in an effort to encour-
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Requirements and Recommendations for Public Disclosure—Continued

age firms to develop better ways of informing readers ofsions (IOSCO), international associations of national regu-
financial statements and of enhancing market disciplinelators, made several recommendations for the disclosure of
Their recommendations, though nonbinding, appear to havenore qualitative and quantitative information about trading
influenced disclosures in the 1994 and 1995 annual reportsand derivatives activities and their effect on credit risk and

earnings. The groups agreed on using a common set of data
Euro-currency Standing Committee provided by regulated enterprises to assess the use of

In 1994, a working group of the Euro-currency Standing derivatives by these enterprises. The recommendations
Committee of the Group of Ten central banks (ECSC)Were issued in connection with a survey of disclosures |in
recommended that firms disclose quantitative informationthe 1994 annual r_e_ports_ of sgventy-nlne large international
about their market and credit risk exposures and their sucP@nks and securities firms in the Group of Ten (G-10)

cess at managing those risks, to provide a framework foicOUNtries. The 1994 and 1995 annual reports described in
their qualitative discussions. At a minimum, quantitative this article provided virtually all the data recommended hy

information about the market risk of the trading portfolio these groups.

should be disclosed; also desirable is similar disclosure

about the consolidated portfolio (that is, about derivatives . ..
and financial instruments relating to traditional banking Other Information about Derivatives
activities as well as to trading). The information should Available to the Public

reveal the portfolio’s riskiness by indicating the volatility of Regulators have long required that banking organizations

its market value. report notional amounts and fair values of the derivative

The ECSC also recommended that firms increase the,qy ments they hold or have issued. Since 1995, the
transparency of their disclosures about credit risk. SUggeSEayeral Reserve and the other federal banking agencjes,

tions include the reporting of current and potential Ceritunder the auspices of the Federal Financial Institutions
exposure and the; quantificatign of the variability_of credit Examination Council (FFIEC), have required that notional
exposure over time. Reporting of actual credit 10SSes,an4nts and fair values be reported by risk exposure and
arrangements for col!ateral, _anq ot_her credit enh"?mcemer“r’?1anagement objective. Information about trading revenyes
Were s_uggested 0 e En |r_1d|cat|on of the quality of theand the effects of end-user derivatives on accrual-basis
firm’s risk-management practices. income has also been required since 1995, as has |the
past-due status of derivative contracts and actual credit
losses. This information is available to the public. The
information required in these regulatory reports appears|to
In November 1995, the Basle Supervisors Committee (BSChave influenced the disclosures made by the larger of the
and the International Organisation of Securities Commis-top ten banks in their 1995 annual reports.

Basle Supervisors Committee and
International Organisation of Securities Commissions

management tools used to assess the results of thaliscussed their reasons for using derivatives, identi-

efforts to control risk. fied where in the financial statement information
about derivatives was presented, and explained how

Explanation of the derivatives were accounted for (that is, by fair value

Financial Presentation of Derivatives or on an accrual basis; see box “Accounting for

Derivative Contracts”). In general, their 1995

Under generally accepted accounting princimes,descriptions_ were _better organized and more specific
firms have long been required to describe theirthan_those in earlier reports. The 1995 reports also
accounting policies in general terms. More recentlyProvided much more detailed and more useful
they have had to disclose their means of determininglescriptions of the methods and assumptions used
the fair value (sometimes called the fair market value)n valuing financial instruments that did not have
of many financial instruments they hold or issue. Forobservable market prices.

derivatives, firms must describe not only the way

they determine fair value but also the accountingQUANTITATIVEINFORMATION

methods under which they recognize income and

expense and the legal techniques that underlie theilQuantitative information illuminates management’s
presentation of net credit exposure in financialdiscussion of the firm’s financial performance. With
reports. In meeting these requirements, all ten bankeespect to derivatives and trading, these data give
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Accounting for Derivative Contracts

Derivative instruments, like some other financial instru- Future benefits or obligations associated with off-balance-
ments such as traditional loan commitments, are executorgheet contracts, then, are not well captured in finangial
contracts. That is, the two parties to the contract have madstatements and therefore lack transparency.
mutual promises but have not carried out all the obligations Although executory contracts may not be recognized for
specified in the contract. Under generally accepted accountaccounting purposes, they nonetheless have econgmic
ing principles, an executory contract is reported in a finan-value. For example, an interest rate swap entitling a firm to
cial statement only after some economic performance (inreceive a fixed rate of 8 percent is more valuable than pne
what may be a series of requirements) has taken place—entitling the firm to receive 7 percent, even though the
under a firm commitment to lend, for example, when fundscomparative benefit does not appear on the balance sheegt. In
are drawn. The commitment is “off balance sheet” until some financial reporting situations (such as in reporting
some performance occurs. When the cash disbursement tsading activities), using economic value is more relevant
reported as a loan, the financial contract can be said to béhan using accrual accounting conventions to repregent
“on balance sheet.” derivatives. The accounting practice of estimating e¢o-
In keeping with this accounting principle for executory nomic value, calledmarking to market involves deter-
contracts, the accounting treatment of derivative instru-mining the fair value of the contract (by market quote,|if
ments may reflect only the next required contractual perfor-available; otherwise through estimation techniques), record-
mance during the period covered by the financial statemening that value on the balance sheet, and recognizing [the
(such as the accrual of a cash receipt or disbursementhange in value as a gain or a loss. When derivative
characterized as income or expense). Under this procedurepntracts are marked to market, their fair value is reflected
an example o&ccrual accountingeven though a party to a in accounting statements at a point in time (the balance
derivative contract—an interest rate swap, for example—sheet date) and their volatility is demonstrated through the
could be obligated to make a series of cash payments over ehange in fair value reported in earnings.
number of years if interest rates change adversely, these Accountants may disagree about which procedure—
potential future obligations are not reflected on the balancenarking to market or accruing cash flows—more faithfully
sheet. Hence, the derivative contract is “off balance sheet,"represents a particular transaction. However, they do agree
and its potential risks and rewards are obscure. Also, wherthat more thorough disclosure of the contractual terms of
derivative contracts are used as hedges, losses or gains alerivative contracts and discussion by management of their
them may be deferred to match revenue from loans omhedging programs and the results of those efforts improve
interest expenses on deposits or other items being hedgethe transparency of off-balance-sheet instruments.

readers of financial statements an indication of theand, for interest rate contracts held for trading pur-
levels of market and credit risk assumed by the banlposes at year-end, detailed schedules of interest rates
and finer detail on the profit the organization earnedand maturities.

by taking those risks.

Disclosures about Traded Derivatives
Basic Information
on Derivatives Positions Most of the ten banks gave more detail about their

trading positions and trading revenues in 1995 than
The top ten banks continued in 1995 to disclose théhad been done in 1994. This enhancement follows a
general contractual terms of their derivative contractssignificant change in the 1994 reports: For that year,
(table 4). All ten reported the notional amounts of generally accepted accounting principles for the first
such contracts, in all cases distinguishing derivativesime required that firms separate the fair values of
used in trading from those intended for other (soderivative contracts in a gain position (assets) from
called end-user) purposes. Most of the ten providedhose in a loss position (liabilities), under much more
details on their annual average and year-end tradingtringent rules for netting for accounting purpo3es.
positions, giving the dollar values of assets andThese details were supplemented in 1995 with more
liabilities in their trading portfolios disaggregated information on the types of instruments, both deriva-
among the different classes of derivatives and other
items therein. Some types of information publishe _ _ —

7. As aresult of this accounting change, the assets and liabilities of

'n 1994 appea'_’ed Ie_ss frequently II"I. 1995: gros; POSléne of the ten banks increased $14 billion. The change had no effect
tive and negative fair values of derivatives positionson income, however.
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4. Number of top ten banks disclosing the general terms  volatility during the year of their credit exposures
of their derivative contracts in their annual reports,

1993-95

resulting from their trading activities.
Reflecting a general shortcoming of annual finan-

- Number of banks disclosing cial statements—one that is not limited to the report-
Type of quantitaive disclosure ‘ 1998 ‘ 1995 ing of derivatives—the ten banks furnished only
limited data on the credit quality of the financial
INGIIERYAL AT instruments they held or their portfolios as a whole.
Besl (tra(tdingt gecol) posigons 10 Five banks disaggregated credit exposures for their
na-user (nontraaing accoun - - - -
positions ... ... . gaseony .10 10 10 derivatives portfolios according to whether or not the
Derivatives traded over the counte H
O T e counterparty was investment grade (as rated by an
onan exchange.............. 3 4 outside agency or internally), but banks generally did
Maturity schedule » not publish this information for loan or investment
Endiuset (honirading adcount 2 portfolios. Disclosure about geographic concentra-
CompOSHIoNS ... - 0 H tion was less common in 1995 than in 1994. The
Contract rat extent of disclosure of nonperforming contracts was
ontract rates . . e .
Receive or pay rates.............. 3 10 4 unchanged: Six banks either quantified their actual
Receive or pay notional amounts. .| 2 10 4 credit losses and their derivative contracts for which
FAIR VALUE DATA payments were past dqe or explicitlly stated that the
Gross positive fair value.......... 7 7 4 amounts were immaterial. In most instances, losses
Gross negative fair value............. 0 6 4 were reported in the context of a discussion of losses
Trading account i iti i iviti
T ding S S — incurred from traditional bz_;mk_lng activities. o
trading liabilities ............. 0 10 10 As a supplement to their disclosures of credit risk
Nonderivative instrument detail .

End-of-period fairdvfalue..l ....... 0 8 10 and capital adequacy, seven banks reported the
Average-for-period fair value . ... H H H H i
B T e N risk-based-capital credit-equivalent amount of their
End-of-period fair value............ 0 9 10 off-balance-sheet contracts in describing their risk-

Average-for-period fair value . ... 0 7 7 . . R .
weighted assets and risk-based capital ratios.
End-user positions
Overall fairvalue ................. ! 9 9 10
B lated t or liability bei
Y r%gd%eg_s_%_?_r_ |a||tye|ng 6 9 6 9. The risk-based-capital credit-equivalent amount is a measure
By type of derivative contract...... 2 6 4 resulting from the conversion of off-balance-sheet contracts into an

equivalent balance sheet asset. Regulatory calculations of risk-based-
capital amounts and ratios are used by supervisors to assess capital
adequacy.

tive and nonderivative, that made up the year-end fair
value (and annual average fair value) of the trading

portfolio. 5. Number of top ten banks disclosing in their annual
reports data on credit risk relating to derivatives they
trade, 1993-95
Credit risk Number of banks disclosing
Type of quantitative disclosure
The state of disclosure about credit risk in 1995 ek ‘ e ‘ HeeE
i i Reduction of exposure attributed to
all ten banks reported their current credit exposure S A e S eements. .| 7 . 5
taking into account the effects of bilateral netting \F}gfsﬁ}@'&ri?étdﬁngsgéﬁré ------- S 2 s
agreements. However, additional information about _ ° =
credit risk exposure was generally lacking. Six banks g0t erhry type.(or’
showed how much their gross credit risk exposure on ggfggg;%b gag'gvgtmem) 4 4 1
December 31 had been reduced through bilateral By internal or external credit . ) ;
netting agreements. Of these six, three also quantified "9 " COUMEPABE s
the potential credit exposure of their positirisone Enmeere by geographic area..... 4 4 1
of the banks gave a quantitative measure of the Exposure by industry group or
government entity............ 4 6 5
CollateLaI and other credit
— enhancements............... 0 2 1
8. Potential credit exposure is a measure of the probable loss to the Actual credit losses............... 4 6 6
bank if the contracts held on a certain date were to become more giosrl](,-)gggémlcnzg CONtracts. e 1 6 6
valuable before they mature because of favorable market price for derivat‘i)ves ________ q _______ 4 7 7
changes and then counterparties were to default.
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Market risk “Requirements and Recommendations”). These
banks not only described the market risks of their

Most of the ten banks reported details of theirtrading portfolios in terms of value at risk but also

measurements of market risk in their 1995 annuapublished data on their exposure to specific kinds of

reports. Seven reported using value at risk as a meamsarket risk (for example, interest rate and foreign

of assessing market risk and gave daily, monthly, oexchange) as well as a measure of how these risks

guarterly data. These seven gave varying amounts ofteracted or correlated to reduce overall market

detail on the assumed holding period, the high, low.exposure through diversification.

and average value at risk, and portfolio performance The larger dealers among the ten banks wove these

versus management’s intended limits on losses thajuantitative details into their discussions of risk-

could result from market risk exposure (table 6). Onemanagement policies, giving some flavor of the

bank gave portfolio performance figures withoutdynamics of their risk-taking during the year by

giving details of management’s limits on losses. Fourdisclosing their actual trading portfolio results rela-

reported both management’s limits and actual tradindive to their risk measurements and their risk-control

profits and losses. The disclosure of numerical detail®bjectives. Several banks used graphics to more fully

on value at risk was a significant innovation in the convey information about their trading portfolios in

1994 reports and became more widespread in thgeneral, about daily value at risk, and about daily

1995 reports. Indeed, inclusion of these details ischanges in portfolio value.

the single most remarkable development in annual

report disclosures over the past two years. In their

1993 reports, several institutions indicated that theyLiquidity risk

relied on a value-at-risk method but did not disclose

value-at-risk data, and in their 1992 reports they wereQuantitative information about liquidity risk was lim-

largely silent about how they managed market riskited in the 1995 annual reports, as it was in the 1994

and gave little or no measure of their market riskreports. The topic generally was addressed through

exposure. discussion of overall institutional liquidity require-

Several banks included in their 1995 reports addi-ments and policies.

tional data on value at risk that reflected a recent

proposal by the Securities and Exchange Commis-

sion regarding market risk disclosures (see boxDisclosures about End-User Derivatives

The most common disclosure about end-user der-

6. NumtgerdOI top t?hn banks disclostint_? in thkeitr a_ml?uall ; ivatives was general information about positions:
reports data on the management or market risk relating H H'H H

to derivatives, 1993-95 notional amounts, maturities, and fair valugs

(table 4). The most prevalent means of conveying

Number of banks disclosing information about how derivatives were used to man-
Type of quantiaive disclosure == -2 ‘ 100 ‘ 1005 age a bank’s interest rate risk continued to be a gap
position schedule (table 83.All banks publishing a
A ACTIVITIES gap schedule cautioned that it represented only a
\I-/I?gl;uhe:rl\téri%l;viT/faloan;aatlitoHsk or the point ir_1 time and dld not capture option and other
YOI .. iieetiit e .0 5 6 dynamic characteristics of the balance sheet. In sev-
B v ot maritaio 1. %o Y >, eral reports the gap schedule was supplemented
Averggg Jaly change in value | 3 4 either by a discussion of the effect of a hypothetical
Frequency of changes in _ rate shock on capital or earnings or by a discussion of
portiolio value exceeding 0 4 s earnings-at-risk methods applied to nontrading port-
CO”f\i,i?Sggjﬂ}gp’ng;es?S_ir_‘ ________ 0 6 . folios. Publishing these alternatives to gap analysis
Aggregation across risk factors....| 0 0 4 was new in the 1994 reports and became more
END-USER ACTIVITIES Widespread in 1995. Most banks, in varying detalil,
Effect of derivatives on duratién. . . 1 2 0
EEZEL%"S,ZZE‘S'Y&?,“",?;‘C‘E E??g{g”s' 8 8 8 10. Gap analysis is a method used to estimate interest rate risk in
SHOCK PP 5 3 5 6 which financial instruments are categorized by maturity in a series of
Value at risk for nontrading time bands. Liabilities are subtracted from assets in each time interval,
portfolio .. : 0 3 ! and the magnitude of the difference gives an indication of interest

1. Duration is a method of measuring interest sensitivity that is based onsensitivity. Banks can use derivatives to adjust their sensitivity to
financial instrument cash flows weighted by the time to receipt or payment. interest rate risk.
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described whether the derivatives were linked to spein which most banks gave only the minimum
cific components of the balance sheet or were used teequired information (that is, they reported only about
manage overall, or macro, exposures. Reflecting thderivatives). As a result, the 1995 reports gave a
expansion of value-at-risk methods to activities notmore complete picture of profits and risks from
related to trading, one bank furnished quantitativetrading both derivative and nonderivative financial
information on the value at risk related to its nontrad-instruments.
ing portfolios. In contrast, fewer banks gave details about the

As a result of minor changes in generally accepteceffects of end-user derivatives on accrual-basis
accounting principles, the 1994 annual reports conaccounting income and expense. Only four banks
tained clearer, more understandable informatiorreported the effect on operating income of derivatives
about the fair value of the financial instruments in theaccounted for on an accrual basis, compared with
firms’ portfolios. Firms were required to disclose the eight in 1994. And only three banks disclosed gains
fair value of financial assets and liabilities carried ator losses from end-user derivatives that had been
historical cost separately from the fair value of deferred and provided details on when the deferrals
derivatives used to hedge these instruments. Thigould be reflected in future earnings, down from five
approach makes it much more obvious whether ain 1994. The absence of these details makes it some-
instrument was favorable (that is, an asset from whictwhat more difficult to assess the accounting conse-
the bank could expect to receive cash) or unfavorablguences of a bank’s hedging activities (for example,
(a liability on which the bank probably would pay whether income will decrease in future years when
cash), given year-end prices or interest rates. Thésses that had been deferred are recognized.)
1995 reports showed little change in how this infor-
mation was presented.

CONCLUSION

Disclosures about Earnings The detail and clarity of information about deriva-

tives and trading published by the top ten U.S. dealer
For 1995, all ten banks disaggregated their tradindanks continues to improve. The banks that had the
revenues: Nine reported their results according tanore innovative annual reports in 1994 also led the
line of business or risk exposure with little differen- group in 1995, reporting more quantitative details on
tiation between derivative and other instruments, andialue at risk and the results of their trading activities.
one reported about derivatives only (table 7). Thesé\lso as was the case in 1994, the disclosures of those
numbers compare favorably with the 1994 reportsbanks whose trading revenues make up a larger share

of their income tended to be more informative about

derivatives and trading. Institutions with larger tradi-
7. Number of top ten banks disclosing data on income  tional banking segments devoted more attention to

relating to derivatives in their annual reports, 1993-95 hqca lines of business than to trading.

- Nl @ e @ lEdesty The experimentation in better approaches to disclo-
Type of quantitative disclosure sure that has been encouraged by standards setters
1993 ‘ 1994 ‘ 1995 . . . .
and others is evident in the variety of methods used
INCOME FROM TRADING ACTIVITIES to present information about derivatives activities—
Disaggregation of income and also in the discarding of some information that
E§ g;‘;gg{g?ﬁg{r‘fmgfeg?%gf Dlsliess . 2 2 & was provided in 1994. None of the reports can be
example, interest rate swaps) .. 8 7 1 singled out as the best; most of the banks had a novel
By derivative versus nonderivative - - -
INSUMENtS. .. ... evoevees . .5 6 4 approach to reporting on some aspect of their deriva-
R . tives activities that was not used by the others. Dis-
EnD-USER ACTIVITIES closures about market risk have been greatly
Effect of derivatives on income from improved, but it appears to us that credit risk dis-
Amountof Geterved gains orlossed . 6 % *,  closures are lagging and need more depth. Further
Amortization period for deferred i i i-
Gans o lbases, . oered > s . experimentation should b_e e_r_1couragt_ed, as these pri
Unrealized gains or losses on vate efforts have made significant strides in increas-
derivatives ................... . 7 10 10 . . . s
ing the transparency of derivatives activities. [




