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This report responds to requests concerning derivative products. Qur objectives were to
determine (1) what the extent and nature of derivatives use was, (2) what risks derivatives
might pose to individual firms and io the financial system and how firms 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.
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.

PUh

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

Purpose

Background

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 an
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.

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 $6.5-trillion notional
amount, as of year-end 1992,

Other kinds of risk can be more difficult to measure than credit risk and
can also result in significantly larger exposures for firms 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 firms 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 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 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 (0TC) derivatives.
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'
Table 1: The Four Major Types of Derivatives

Derivatives Market Definition Example
Forwards QTC markets for Forwards and futures obligate the holder A U.S. importer promises to buy
customized contracts to buy or sell a specific amount or value of machinery at a future date for a price
an underlying asset, reference rate, or quoted in German currency. The importer
index at a specified price on a specified can use a forward contract—or a futures
future date. 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.
Futures QOrganized exchanges
primarity for
standardized contracts
Options OTC and exchanges Options contracts grant their purchasers A mutual fund buys an option on a given
the right but not the obligation to buy or amount of Treasury bills. The fund wilt
sell a specific amount of the underlying at benefit if the price of the Treasury bills
a particular price within a specified period. moves in a favorable direction. If the price
moves in an unfavorable direction, the
fund will not recover the option’s price.
Swaps oT1C Swaps are agreements between A bank has a portfolio of loans whose

counterparties to make pericdic 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.

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 depositars. 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. Firms
that use derivatives to manage (hedge) their financial risks or to speculate
are called end-users. They include financial institutions, commercial firms,
mutual and pension funds, and some government entities.
Dealers—usually large banks, securities firms, 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 willing 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.

Thousands of institutions use derivatives, but oTc 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. Similarly, 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
major 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.

Results in Brief

Derivatives serve an important function in the global financial
marketplace, providing end-users with opportunities to better manage
financial risks 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 risks 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 firms, 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 major
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 Thirty? sponsored a study that recommended benchmark
risk-management practices for the industry.? 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, GAC noted that no regulatory mechanism existed to
bring all major 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 major U.S. orc

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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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, GA0O
believes that the federal government also has responsibility for ensuring
that safeguards exist to protect the financial system.

Federal regulators have begun to address derivatives activities through a
variety of means, but significant gaps and weaknesses exist in the
regulation of many major 0TC derivatives dealers. For example, securities
regulators have limited authority to oversee the financial activities of
securities firm affiliates that conduct the 0TC derivatives activities.
Insurance companies’ 0TC derivatives affiliates are subject to limited state
regulation and have no federal oversight. Yet oTC derivatives affiliates of
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.
While these regulators have improved their supervision of banks’
derivatives activities, their approach still has weaknesses, such as
insufficient regulatory reporting requirements and inadequate
documentation and testing of internal controls.

Further compounding the regulators’ prablems and contributing to the
lack of knowledge by investors, creditors, and other market participants
are inadequate rules for financial 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
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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Principal Findings

participants, and members of the accounting profession. GA0 makes
recommendations designed to help Congress, the regulators, and the
industry address this issue.

Derivatives Risk
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
financial 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 sertous weaknesses in these dealers’
risk-management systems, such as failure 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 0TC 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 cao 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 (FpICIA), 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 financial
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
Systemic Risk

Basic regulatory controls did not exist for many major U.S. oTc derivatives
dealers, as shown in table 2. For example, banks—but not securities or
insurance firm affiliates—were subject to regulatory examinations. In
addition, major 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, only banks and securities firm affiliates were required to submit
information routinely on derivatives activities. But this information was
submitted quarterly and did not include comprehensive counterparty

concentrations or sufficient detail on the type and amount 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
examinations. Those major
OTC derivatives dealers
regulated by the Office of the
Comptroller of the Currency are
subject to continuous on-site

examinations.

For credit risk, banks are to
hold capital against their
derivatives’ positions equal to 8
percent of the adjusted value of
their positions. The adjustments
serve 1o reduce required
capital, depending cn the type
of counterparty and the
maturity of the contract. Since
March 1994, these firms also
must hold at least 3 percent of
the unadjusted replacement
cost of certain contracts.

Banks are to report quarterly
their total derivatives notional
amounts by product type. They
also are to report the total
gross replacement cost of
these positions. Reporting on
individual counterparty credit
exposures is not required, but
the exposures may be
reviewed by regulatory staff
during periodic examinations.

Securities firm affiliates

None.

None.

Since October 1892, securities
firm affiliates have been
required to report quarterly
their total derivatives notional
amounts by product type. They
also were 1o 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
company reports.

Source: Gao.

The largely unregulated activities of U.S. oTC derivatives dealers that are
affiliates of securities and insurance companies have been growing
rapidly. As of their fiscal year-end 1992, the five major securities firms and
three insurance companies whose affiliates had the highest dollar amount
in derivatives outstanding accounted for about 30 percent of the U.S. oTC
dealers’ total volume, while banks accounted for about 70 percent.
However, the growth rate of 0TC and exchange-traded derivatives from
1990 through 1992 was 100 percent for insurance firms and 77 percent for
securities firms, compared with 41 percent for banks.

If one of these large 0TC dealers failed, the failure could pose risks to other
firms—including federally insured depository institutions—and the
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financial 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 and the 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 0TC 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 relatively few major orc derivatives dealers now
account for a large portion of trading in a number of markets, the abrupt
failure or withdrawal from trading of one of these dealers could
undermine stability in several markets simultaneously, which could lead to
a chain of market withdrawals, possible firm 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 financial 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
Derivatives Have Not Kept
Pace With Business
Practices

Generally Accepted Accounting Principles are not adequate to ensure
reliable and consistent financial reporting of derivatives activities. In
particular, accounting rules for hedging activities are incomplete and
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 existing
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 certain 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 Ga0 believes that
market value accounting is ultimately the best solution to accounting for
all financial instruments, including derivatives, GA0 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 ultimate objective.

The Protection of
Internationally Linked
Financial Systems
Requires Coordinated
International Efforts

The interrelationships among oTC derivatives dealers and markets
worldwide increase the likelihood that a crisis involving derivatives will be
global. Ga0’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 firms 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

0TC derivatives volume represented transactions with foreign dealers as of
year-end 1952,

The major 0TC derivatives dealers in the countries included in GAO's review
were subject to varying types of regulation. With 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 vulnerable
to a crisis that began abroad and spread to the United States as a result of
the global linkages 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 immpede regulatory preparedness for
dealing with a crisis associated with derivatives, a0 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 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 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. GA0
recommends 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.

Recommendations to
Financial Regulators

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

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.

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.

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.

+ Perform comprehensive, annual examinations of the adequacy of major
0TC 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.

» 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 FASE:
FASB

« Proceed expeditiously to issue its 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,

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

Recommendations to SEC GAO recommends that SEC;

+ 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.

Y

mm We did not receive formal agency comments on this report. However, we

Agency Co ents did provide senior officials of the administration, U.S. and foreign financial
regulators, the major derivatives dealers, the major derivatives exchanges,
and Fase, 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

Derivatives Address
Uncertainties in
Global Financial
Markets

In the past 20 years, fundamental changes in global financial markets have
increased the demand for cost-effective protection against risks associated
with moverments 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
and demand. Similarly, an increase in the volatility of interest rates
occurred following changes in government policy that allowed interest
rates to fluctuate more freely.? Also, institutions’ exposures to rate and

price volatility increased because of growth in international commerce
and finance.

Derivatives are globally used financial products that have evolved to meet
the demand for cost-effective protection against risks associated with rate
and price movements. Derivatives essentially unbundle and transfer those
risks from entities less willing or able to manage them to those more
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 500 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 fixed—except for price, which the
market determines. Derivatives can be privately negotiated by the parties;
these are called over-the-counter (0TC) derivatives. Derivatives also can be
traded through central locations, called organized exchanges, where

IThe Bretton Woods system, established in 1944, maintained exchange rate stability by fixing non-U.S.
currencies to the U.S. dollar, which was convertible into gold at $36 per ounce. The United States

suspended convertibility into gold in 1971, and the system of fixed currency rates was abandoned in
1973.

%In the United States, interest rate volatility increased after October 1979, when the Federal Reserve
shifted away from a policy centered on its controlling interest rates.
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The Ways Market
Participants Use
Derivatives

buyers and sellers or their representatives meet to determine derivatives
prices; these are called exchange-traded 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 terms.?

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
financing 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

*nstitutions 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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The Basic Types of
Derivatives and How
They Are Used

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 only about $1,500, 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 underlying stocks.

Derivative products include forwards, futures, options, and swaps.
Forwards, futures, and options are typically used to hedge or to speculate.
Swaps are typically used to hedge or to obtain more desirable financing.
Swaps can be used to speculate? 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 orsell 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 from 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 U.S. dollar cost of marks. Without this contract, the importer
would have been exposed to the risk of a rise in the dollar cost of buying

4One U.S. firm had an after-tax loss of $102 million to close out two leveraged interest rate swaps,
according to the firm's press release. The transactions 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 transactions.

Page 26 GAO/GGD-94-133 Financial Derivatives



Chapter 1
Introduction

marks between the time the purchase was arranged and the time the
machinery was delivered.’

Speculators can use either forward or futures contracts to attempt to
profit from market movements. For example, a speculator who believes
the doilar 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.

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.® 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

5A 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.

8This is the definition of an American-style option. A European-style option can only be exercised on
its expiration 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 01C 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.” 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, principally 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 volumes of all of the products, we use
the term notional/contract amount.
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The Participants in
the Derivatives
Markets and the Level
of Their Activity

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 counterparty.

Derivatives market participants include end-users and dealers. End-users
typically use OTC and exchange-traded derivatives to hedge risk, obtain
more desirable financing terms, or speculate on market movements.
End-users include banks, securities firms, insurance companies,

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.% In appendix I, we discuss the use of derivatives by state and local
government entities and private pension plans.®

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

3Comparable data were unavailable for securities firms and insurance companies.

*To 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 high 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
activity. Dealers in OTC derivatives actively use exchange-traded
derivatives—often to hedge the risks of their oTC portfolios. Data indicate
that orc 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.

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 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

(56) 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
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 0TC 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. 01C derivatives dealers to complete a written
survey (see app. V), of which 14 responded (see app. III for survey results).
The 15 U.S. 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. The seven banks and five
broker-dealers 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
by using information on derivatives activities from bank regulators, the
Securities and Exchange Commission (SEC), the Securities Industry
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Association,'? and annual reports. We did not verify the statistical
information we received from the derivatives dealers.

To determine the risks that derivatives might pose to individual firms and
the way these firms attempted to control these risks, we interviewed
selected officials from 20 securities firms, 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. 0TC derivatives dealers we identified
earlier. We also interviewed selected U.S. and foreign financial regulators,
industry representatives, academicians, and consultants to gain an
understanding 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 (Gaap) and other accounting guidance
relevant to derivatives. In addition, we had discussions with Financial
Accounting Standards Board (Fasg)!'! staff and reviewed various
discussion papers, correspondence, and memoranda on accounting for
derivatives prepared by FAsB staff. Finally, 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.

9The Securities Industry Association is a trade group that represents broker-dealers that account for
about 90 percent of the securities business in North America.

1IFASB is an independent board with primary responsibility for establishing and interpreting 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
selected foreign financial institutions. In addition, we interviewed officials
from seven intermational organizations—the Bank for International
Settlements (Bis),'? the Basle Committee on Banking Supervision,® the
BEuropean Community (gc),* the International Organization of Securities
Commissions (108¢0),'® the Organization for Economic Cooperation and
Development (OECD),'® the World Bank,!? and the International Swaps and
Derivatives Association (1spa).!® We obtained their opinions about the
adequacy of domestic and international regulation, the existence of
regulatory gaps, and the need for further improvements.

We focused our review on financial forwards, futures, options, and swaps
and the 15 major U.S. oTC 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

2B]S was established in 1930 in Basle, Switzerland, by Western Eurcpean central banks. One of its
functions is to provide a forum for cooperative efforts by the central banks of major industrial
countries.

13This committee, which includes central bank and bank supervisory 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 commitiee meets under the auspices of the Bank for
International Settlements in Basle, Switzerland.

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

%The I0SCO includes securities administrators from 63 countries, as of February 1993. The
organization facilitates efforts to coordinate international securities regulation.

1S0ECD includes members from 24 developed countries. Its goals are te achieve high economic
growth, contribute to sound economic expansion, and contribute to the expansion of world trade.

1"The World Bank, also known as the Internationat 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 finances
its lending operations primarily from borrowing in international capital markets.

I8[SDA is a trade association that represents more than 150 leading financial institutions worldwide. Its
membership includes investment, commercial, and merchant banks that deal in privately negotiated
OTC derivatives transactions.
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Agency Comments

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 firms. For example, our discussions of
corporate governance, risk management, and internal controls could 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.

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 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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Extent and Nature of Derivatives Use

Derivatives Activity
Has Grown Rapidly

We used the best data available to estimate that the notional/contract
amount of derivatives outstanding globally as of year-end 1992 was at least
$12.1 trillion.! 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 01C 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.

Without complete information about total global derivatives volume, we
estimated that the global notional/contract amount outstanding at the end
of fiscal year 1992 was at least $12.1 trillion.? 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 12-month periods. For example, U.S. bank regulatory data for major OTC dealers are reported
on a calendar year basis, and annual report data for these dealers are on a fiscal 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.

20ur $12.1-trillion estimate also includes $2 trillion of forward rate agreements. In a forward rate
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 Quarterly Review (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 notional/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).?

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

Dollars in bitlions

Percentage

Percentage ot increase from

Type of underlying 1989 1890 1991 1992 total 1992 1989 through 1992
Interest rate $4,311 $ 6,087 $8,404 310,923 62% 153%

Foreign exchange rate 2,779 3,927 5,415 6,475 37 133

Equity and commadity price? 108 158 209 245 1 127
Total §7,198 $10,172 $14,028 $17,643 100% 145%

Note: See appendix IV for methodclogy.

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

Sources: BIS, ISDA, Federal Reserve Bank of New York, Swaps Manitor Publications, Inc.,
Derivatives Strategy & Tactics, Inc., various annual reports, and GAC 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).

*We 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 volume 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 clearinghouse i the ultimate counterparty to all
transactions, and the clearinghouse closes out buy and sell transactions con identical contracts
between participants. However, in OTC trading, an offsetting transaction generally involves a new
contract between different counterparties. As a result, the notional/contract 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

Percentage

Percentage of increase from

Type of derivative product 1989 1990 1991 1992 total 1992 1989 to 1992
Forwards? $3.034  $4,437 $ 6,061 $7515 42% 148%

Futures 1,259 1,540 2,254 3,154 18 151

Options 953 1,305 1,841 2,263 13 137

Swaps 1,952 2,890 3,872 4,711 27 141
Total $7,198 $10,172 §$14,028 $17,643 100% 145%

Derivatives Dealing
Activity Is
Concentrated Among
a Few Major OTC
Dealers

8Includes foreign exchange, forward rate agreements, equity, and commaodity forwards.

Note: See appendix IV for methodology.

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

About 150 firms were acting as derivatives dealers worldwide as of
December 1992, according to 1SDA data; however, most dealing activity was
concentrated among a small number of firms. A report? sponsored by the
Group of Thirty® indicated that eight U.S. bank dealers accounted for

66 percent of the worldwide notional/contract amounts of interest rate and
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 80 percent of all U.S. bank derivatives
activity as of December 19928 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
derivatives activity for all U.S. securities firms as of their fiscal year-end
1992. An April 1993 report by the Group of Ten’ provided a possible

4Derivatives: Practices and Principles, The Group of Thirty (Washington, D.C.: J uly 1993).

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

®In this report, when we refer to bank regulatory data, 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 States.
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Derivatives Have
Expanded Linkages
Among Institutions
and the Markets in
Which They Trade

explanation for this concentration.? 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 Bis-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 the financial linkages 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 derivatives use has expanded the financial linkages 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 linkages by providing opportunities for firms to use
products in one market to hedge risks arising from the firms’ participation
in other markets. The firms themselves 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 1SDA 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 o1¢C call options that

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

‘Recent Developments in International Interbank Relations, prepared by a Working Group established
by the Central Banks of the Group of Ten, BIS (Basle, Switzerland: Oct. 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 OTC 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 0TC 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
counterparties 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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had not previously done business with some of these firms before entering
into derivatives contracts with them.

Views Differed on the
Effects of Market
Size, Dealer
Concentration, and
Financial Linkages

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

Concerns Exist That Size,
Concentration, and
Linkages Increase the
Risks to Firms and
Markets

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. Also, the Bis
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 o1C
markets. U.S. banking regulators reported that the liquidity of otc
derivatives markets could be more easily disrupted than that of
exchange-traded derivatives because the selection of potential
counterparties for 0TC 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
firms would incur large losses.

Regulators and market participants pointed out that past firm 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. First, 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. Wider
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
unabie to price them accurately.
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Others Were Less
Concerned About Risks

Other federal regulators and market participants were not as concerned
about market growth and disputed the extent of risks posed by market size
and concentration. Some said that linkages 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 dealers 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 concentration 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. Further, 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 10-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 linkages 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 report!® 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 0TC contracts were unavailable. As a result,
volumes on many futures exchanges around the world reached record
levels, according to the International Monetary Fund report. Also, the

Derivative 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, D.C.:

Jan. 1993).
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Past Crises Have
Required Federal
Involvement,

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 linkages 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 U.S. 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 firm'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
risks.

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
Federal 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 U.S. 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 banks. For example, when Drexel Burnham Lambert 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 Federa! Reserve
open market operations, (2) contacting major 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,'® 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 1991 (FpicIA) makes it easier for the Federal Reserve
to lend directly to all types of financial firms with liquidity needs in a
crisis, not just to federally insured banks.

2Deposit Insurance: A Strategy for Reform (GAO/GGD-91-26, Mar. 4, 1991).
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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 operations—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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Effective risk-management systems must be capable of responding to
rapid and unanticipated changes in portfolio values resulting from
volatility in the financial markets. Strong corporate governance, which
includes competent supervision by firms’ boards of directors and senior
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 risk-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 0TC 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
risk-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.? Congress recognized the link between

'Failed Banks: Accounting and Auditing Reforms Urgently Needed (GAO/AFMD-91-43, Apr. 22, 1991);
Bank Failures: Independent Audits Needed to Strengthen Internal Control and Bank Management
(GAO/AFMD-89-25, May 31, 1989); Thrift Failures: Costly Failures Resulted From Regulatory Violations
and Unsafe Practices (GAO/AFMD-89-62, June 16, 1989); and Insurer Failures: Regulators Failed to
Respond in Timely and Forceful Manner in Four Large Life Insurer Failures (GAO/T-GGD-9243, Sept.
g, 1992).

2 Audit Committees: Legislation Needed to Strengthen Bank Oversight (GAO/AFMD-92-19, Oct. 1, 1991).
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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, FpiciA
requires the institutions’ external auditors to attest to managements’
assertions in a separate report to regulators. FDICIA 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, FpICIA
requires that audit committees include members with banking or related
financial management expertise.

Unfortunately, regulations issued to date by the Federal Deposit Insurance
Corporation (FDIC) 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 Fpicis 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 implerent these improvements.

Management, Directors,
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 risk-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 would 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

Page 47 GAO/GGD-94-133 Financial Derivatives



Chapter 3
Derivatives Require Careful Management

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 0TC 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 firms 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 firms’ 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 Adeguacy of
Risk-Management Systems

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 overall adequacy of the risk-management
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 well 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 incorplete 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 Reserve? 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 risk-management
philosophy and firms’ 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 risk-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 risk-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 making their
assessments. Examiners can use the work of management and auditors to

3Banking Issuance (BC-277): Risk Management of Financial Derivatives, Comptrolier of the Currency
(Oct. 27, 1993).

4Supervision and Regulation Letter 93-6%: Examining Risk 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
Risk-Management
Assessments Is Key to
Accountability

Formal, documented assessments of risk-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 financial deterioration
of regulated entities, (3) the obligation of counterparties 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 risk-manag