FRAMEWORK FOR SUPERVISORY INFORMATION
ABOUT THE DERIVATIVESACTIVITIESOF
BANKSAND SECURITIESFIRMS
(Joint report issued in conjunction with the Technical Committee of |OSCO)
(May 1995)

l. Introduction

(@) Background
1 The Basle Committee on Banking Supervision and the Technical Committee of
the International Organisation of Securities Commissions (IOSCO) have been working to
enhance the prudential supervision of the derivatives operations of banks and securities firms.
For example, in July 1994 the Basle Committee and 10SCO jointly released documents
providing guidance on the sound risk management of derivatives activities."
2. In their joint release of the July 1994 documents, the Basle Committee and
IOSCO stated that they intended further consultations in the area of derivatives and other
topics of common interest. These consultations have led to an assessment of the information
necessary for effective supervision of the derivatives activities of banks and securities firms.
As aresult of thiswork, the Basle Committee and IOSCO have designed and are distributing
the information framework elaborated in this paper to supervisors of banks and securities
firms. This framework describes information which the two Committees believe should be
available within regulated firms and material affiliates active in the derivatives markets and
that should be accessible to supervisors to assess the risks of derivatives and their impact on
institutions financial condition, capital adequacy and performance.
3. Broadly defined, a derivative instrument is a financial contract whose value
depends on the values of one or more underlying assets or indexes. While derivatives
generaly involve risks to which banks and securities firms have long been exposed, the rapid
growth and complexity of these activities pose new challenges for firms and their supervisors.
These challenges, together with the continuing growth of derivatives activities, underscore the
importance of ensuring that firms maintain and supervisors have access to meaningful, timely
information concerning financial institutions' derivatives activities, both exchange-traded and
over-the-counter (OTC).
4. The overall supervisory information framework advanced in this paper consists of
two main components: 1) a catalogue discussing data that the Committees have identified as

! Examples of derivative instruments include forward contracts and their variations, such as swaps,

forward rate agreements and futures contracts, and option contracts and their variations, such as caps,
floors and swaptions.
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important for an evaluation of derivatives risks and that supervisors may choose from as they
expand their reporting systems and 2) a common minimum framework of data elements (a
subset of the catalogue) to which relevant supervisory authorities should have access. The
catalogue component of the framework, discussed in section 11, identifies the major types of
risks arising from derivatives activities and the information needed to evaluate those risks.
The areas identified as of particular interest to supervisors are credit risk, market risk,
liquidity risk and earnings.

5. This catalogue of data elements is intended to facilitate the development among
supervisors of consistent conceptual methods for assessing the risk exposures related to
derivatives. The catalogue is aso intended to serve as a basis for discussion between firms
and their supervisors about the type of information which the firm should be aiming to
maintain as part of its overall risk management control mechanism. In this context, the paper
should be seen as an elaboration on aspects of the July 1994 papers on the sound management
of derivatives activities. While the catalogue has been devel oped for both banks and securities
firms, some of the items of the catalogue may be more relevant for banking supervisors than
for securities firm supervisors and vice versa.

6. The common minimum framework, which is discussed in section |11, represents a
baseline of information that supervisors can use in assessing the impact of derivatives on an
institution's overall risk profile. The minimum framework focuses to varying degrees on
information relating to credit risk, market liquidity risk and market activity.? Individual
supervisors can then supplement this information with other data elements drawn from the
catalogue.

7. The minimum framework is also intended to provide a basis for coordinating
supervisory reporting with other data collection initiatives on derivatives. In genera, less
information is available to supervisors on OTC derivatives than on exchange-traded
derivatives, where statistics are available on the volume and value of transactions and on open
interest. In the case of OTC derivatives, in most jurisdictions bank and securities supervisors
do not collect information which gives an overal profile of activity in such products. Nor is
such information currently available on aglobal basis.

8. Aggregated statistics on derivatives markets would be of significant value to
supervisors. The growing use of OTC derivatives in conjunction with exchange-traded
instruments reflects the financial market interrelationships between organised exchange
markets, OTC derivatives activities and related underlying cash markets. This
interrelationship between the markets underscores the need for supervisors to have access to
timely and accurate information on OTC risk exposures of major market participants as well
asthe overal activity in the OTC markets.

2 While the common minimum framework does not currently cover market risk, the two Committees plan

to address thisissue at alater stage.
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0. In this context, a minimum level of harmonisation across G-10 countries of
supervisory information about derivatives could serve as an important input to the initiative of
the Euro-currency Standing Committee of G-10 central banks to collect globally on a regular
basis aggregate statistics on OTC and exchange-traded derivatives markets, both for
macroeconomic and for macroprudential purposes. Under the Euro-currency Standing
Committee initiative, data on the OTC and exchange-traded derivatives activities of larger
banks and securities firms, and other major derivatives dealers would be collected and
aggregated. Coordination between supervisors and central banks on the data to be evaluated
would help to reduce duplication of efforts and thus limit the reporting burden for the banking
and securities industry.

10. For the purpose of this overall information framework, the mechanism for
supervisory data analysisis not specified, allowing for the assessment of information obtained
through various channels. Specifically, information may be obtained and assessed through
on-site examinations, discussions with institutions, special surveys or standard reports
routinely submitted to supervisors and audited financial statements and other reports
submitted by external auditors. The appropriate method for gathering information depends
upon the nature of the data, the institutions under review and the relevant supervisory
authority. Certain information may be appropriate for al institutions whereas other types of
data may be meaningful only for larger dealers.

(b) Basicprinciples

11. In developing an overall supervisory information framework for banks and
securities firms' derivatives activities, the two Committees have been guided by a number of
basic principles. In particular, the data should be comprehensive. It should cover al types of
derivative instruments and their major related risks and facilitate the supervisor's anaysis of
how derivatives contribute to an institution's overall business and risk profile. The two
Committees recognise that derivatives activities constitute only a part of the overall activities
of banks and securities firms. Consequently, derivatives should not be evaluated in isolation
from the overal risks of an institution. This implies, for example, that for purposes of
assessing an institution's market risk and earnings profile, a portfolio approach incorporating
related cash and derivatives positions - and, thereby, also the impact of hedging and other risk
management transactions - is required for meaningful interpretation. Moreover, quantitative
information on derivatives activities needs to be seen in the context of qualitative information
on an ingtitution's overall risk profile and its ability to manage this risk.

12. Comprehensive evaluation of the risks of derivatives generaly implies the
aggregation, consolidation and assessment of information across a number of activities and
legal entities. Where institutions undertake business activities which fall under the jurisdiction
of different supervisors, or where certain affiliates are not supervised, supervisors should
discuss with regulated firms how best to assess information that provides a comprehensive,
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timely picture of the risks associated with their overall derivatives and related activities. Bank
supervisors should attempt to obtain information about these activities on a consolidated
basis, while recognising the legal distinctions among subsidiaries.

13. Data on derivatives should be assessed with sufficient frequency and timeliness to
give a meaningful picture of an institution's risk profile. Derivatives activities may change
dramatically due to changes in the types of derivatives products involved and whether
ingtitutions are end-users of such products to manage their risks or are acting as deders.
Changes in derivatives products and the role of an institution as an end-user or deaer can
affect the impact of derivatives on an institution's risk profile and profitability. Therefore, it is
important for supervisors to be aware of new derivative instruments in a timely manner
(particularly about higher risk and more complex instruments), how they are being used by
institutions and how institutions' risk management systems are being enhanced to address
these new developments. Moreover, it is important for supervisors to be aware in a timely
manner of significant increases in the derivatives exposures of banks and securities firms.

14. The two Committees are aware of the potential costs associated with requests for
additional information on institutions derivatives activities and recognise that additional
information requirements should only arise where there is a clear supervisory need. To limit
the regulatory burden, supervisors are encouraged to draw on information that banks and
securities firms generate for internal purposes, where appropriate, for assessing the impact of
derivatives on financial condition and performance. Moreover, there should be as much
consistency as is possible between information obtained for reporting purposes and data that
institutions must already compile to comply with other supervisory requirements. The overall
information framework should be sufficiently flexible to permit the incorporation of new
market innovations without requiring frequent updating of the framework itself. The two
Committees recognise that different institutional, accounting and public policy approaches to
supervision require that each supervisory authority have flexibility to implement the common
minimum framework in a manner best suited to its regulatory environment. Each supervisor
would apply the common minimum framework to internationally active institutions with
significant derivatives operations, with flexibility also to extend the framework to other
institutions with significant involvement in derivatives.

15. The common minimum information framework has been constructed with the aim
of achieving the assessment of understandable and meaningful information about the
derivatives activities of banks and securities firms that could facilitate comparisons across
institutions and, where possible, across countries. In this regard, it is intended that the overall
information framework contribute to simplifying the regulatory reporting environment for
banks and securities firms operating internationally. To the extent that the information is used
for aggregation purposes, the Committees recognise the importance of ensuring that the
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process of aggregation not prejudice the confidentiality of information obtained on individual
institutions by their supervisory authorities.

[I. Catalogue of information for supervisory purposes

16. In monitoring the activities of a financia institution involved in derivatives,
supervisors need to be satisfied that the firm has the ability to measure, analyse and manage
these risks. In order to achieve these objectives, supervisors should seek to ensure that the
firm has both quantitative and qualitative information on its derivatives activities.
17. Quantitative information. Quantitative information about derivatives activities
should address the following broad areas:

e creditrisk

o liquidity risk

e Mmarket risk

e €arnings
Recognising that exchange-traded and OTC derivatives generaly differ in their credit risk,
liquidity risk and the potential for complexity, the overall reporting framework distinguishes
between exchange-traded and OTC derivatives in identifying information needed for
supervisory assessment. Each of the four broad areas is discussed in greater detail in
sections 1 to 4 below.
18. Qualitative information. In order to effectively evaluate banks and securities
firms derivatives activities and related risks, supervisors should assess qualitative
information about institutions' systems, policies and practices for measuring and managing
the risks of derivatives. This includes, for example, information on the risk limits that banks
and securities firms use to manage their exposures and any changes in these limits. The risk
management guidelines for derivatives, which were issued by the two Committees in July
1994 and which highlight key attributes of the risk management systems of banks and
securities firms, may be used as a guide in requesting information on institutions systems,
policies and practices.®
19. The following sections describe in greater detail the different elements of the
framework for supervisory information about derivatives activities. The narrative discussion
is summarised in tabular form in Annex 1. In Annex 1, two columns are provided for each of
the major risk categories. The first column identifies a supervisory concern or use, and the
second column describes the information that could be applicable to that use. Explanations
follow that summarise how each data item might be used or why it is important from a
supervisory perspective. In general, the data and related explanations reflect widely accepted

3 Risk Management Guidelines for Derivatives, Basle Committee on Banking Supervision, July 1994 and
Operational and Financial Risk Management Control Mechanisms for Over-the-Counter Derivatives
Activities of Regulated Securities Firms, Technical Committee of |OSCO, July 1994.
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concepts and techniques for measurement of risk exposure that are based on new
developments in practice. Some information elements address multiple supervisory uses listed
in the first column of Annex 1. To summarise such overlaps, Annex 2 cross-references the
information elements with the supervisory uses that have been identified.

1. Credit risk

20. Credit risk isthe risk that a counterparty may fail to fully perform on its financial
obligations. With respect to derivatives, it is appropriate to differentiate between the credit
risk of exchange-traded and OTC instruments. Owing to the reduction in credit risk achieved
by organised exchanges and clearing houses, supervisors may need to evauate less
information on exchange-traded derivatives for credit risk purposes than on OTC instruments.
Accordingly, the following discussion on credit risk pertains primarily to OTC contracts.*

21. The Committees recognise that the notional amount of OTC derivative contracts
does not reflect the actual counterparty risk. Credit risk for an OTC contract is best broken
into two components, current credit exposure to the counterparty and the potential credit
exposure that may result from changes in the market value underlying the derivative contract.
To the extent possible, credit risk from derivatives should be considered as part of an
institution's overall credit risk exposure. This should include exposure from other off-balance-
sheet credit instruments such as standby letters of credit as well as the credit risk from on-
bal ance-sheet positions.

(@ Current credit exposure

22. Current credit exposure is measured as the cost of replacing the cash flow of
contracts with positive mark-to-market value (replacement cost) if the counterparty defaults.
Legally enforceable bilateral netting agreements can significantly reduce the amount of an
institution's credit risk to each of its counterparties. These netting agreements can extend
across different product types such as foreign exchange, interest rate, equity-linked and
commodity contracts. Therefore, an institution's current credit exposure from derivative
contracts is best measured as the positive mark-to-market replacement cost of al derivative
products on a counterparty by counterparty basis, taking account of any legally enforceable
bilateral netting agreements.

23. For individua institutions, breaking out the gross positive and negative market
values of contracts may have supervisory value by providing an indication of the extent to
which legally enforceable bilateral netting agreements reduce an institution's credit exposure.

4 Credit risk is of most concern in the case of OTC derivative contracts since exchange clearing houses for

derivatives employ risk management systems that substantially mitigate credit risks to their members.
Both futures and options exchanges typically mark exposures to market each day. In the case of futures
exchanges, members exposures to the clearing house are eliminated each day, and often intra-day,
through variation margin payments. In the case of options exchanges, clearing house exposures to written
options are fully collateralised.
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(b) Potential credit exposure

24, In light of the potential volatility of replacement costs over time, prudential
analysis should not only focus on replacement cost a a given point in time but also on its
potential to change. Potential credit exposure can be defined as the exposure of the contract
that may be realised over its remaining life due to movements in the rates or prices underlying
the contract. For banks, under the requirements of the 1988 Basle Capital Accord, potential
exposure is captured through a so-called "add-on", which is calculated by multiplying the
contract's gross or effective® notional principal by a conversion factor that is based on the
price volatility of the underlying contract. Bank supervisors should therefore evaluate
information on the add-ons that banks must already compile for their risk-based capital
calculations. Such information could include notional amounts by product category (i.e.
interest rate, foreign exchange, equities, precious metals and other commodities) and by
remaining maturity (i.e. one year or less, over one year to five years and more than five
years). The Basle Accord defines remaining maturity as the maturity of the derivative
contract. However, supervisors could also take into account information on the instrument
underlying the derivative contract.

25. Some banks and securities firms have developed sophisticated simulation models
that may produce more precise estimates of their potential credit exposures than under the
add-ons approach, and supervisors may wish to take account of the results of these models.
These models are generally based on probability analysis and techniques modelling the
volatility of the underlying variables (exchange rates, interest rates, equity prices, etc.) and
the expected effect of movements of these variables on the contract value over time.
Estimates of potential credit exposure by simulations are heavily influenced by the parameters
used (a discussion of the major parameters that can influence simulation resultsis included in
the market risk section below). Supervisors and firms should discuss the parameters and other
aspects of the models to ensure an appropriate level of understanding and confidence in the
use of such models.

(c) Credit enhancements
26. Information on credit enhancements used in connection with OTC derivative
transactions is important to an effective supervisory assessment of the credit risk inherent in
an ingtitution's derivatives positions. Collateral can be required by an institution to reduce
both its current and potential credit risk exposure. Collateral held against the current exposure
of derivative contracts with a counterparty effectively reduces credit risk and, therefore,
merits supervisory attention. However, supervisors need to consider the legal enforceability

> Effective notional principal is obtained by adjusting the notional amount to reflect the true exposure of

contracts that are leveraged or otherwise enhanced by the structure of the transaction.
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of netting agreements and the quality and marketability of collateral.’® For supervisory
analysis purposes, collateral held by an institution in excess of its netted credit exposure to a
counterparty would not reduce current credit exposure below zero but could reduce potential
credit exposure. Supervisors could obtain a better understanding of how collateral reduces
credit risk by collecting information separately on collateral with a market value less than or
equal to the netted current exposure to the counterparty and collateral with market valuesin
excess of the netted current exposure and of the nature of that collateral.

27. OTC contract provisions that require a counterparty to post initial collateral (or
additional collateral as netted current exposure increases) may be used to reduce potential
credit exposure. An OTC contract that is subject to a collateral or margin agreement may have
lower potential exposure, since collateral would be required in the future to offset any
increase in credit exposure. Accordingly, information about the notional amount and market
value of OTC contracts subject to collateral agreements could enhance supervisory
understanding of an institution's potential credit risk.

(d) Concentration of credit risk

28. As with loans, an identification of significant counterparty OTC credit exposures
relative to an ingtitution's capital is important for an evaluation of credit risk. Thisinformation
should be evaluated together with qualitative information on an ingtitution's credit risk
controls. To identify significant exposures and limit reporting burden, supervisors could focus
on those counterparties presenting netted current and potential credit exposure above a certain
threshold. As a minimum, supervisors could identify the 10 largest counterparties to which an
institution is exposed, subject to the minimum threshold used.

29. Since counterparty exposure may stem from different instruments, overall risk
concentrations with single counterparties or groups of counterparties cannot be measured
accurately if the analysisis limited to single instruments (e.g. swaps) or classes of instruments
(e.g. OTC derivatives). For this reason, institutions should aim to monitor counterparty
exposures on an integrated basis, taking into consideration both cash instruments and off-
balance-sheet relationships. Supervisors could also consider information on exposure to
counterparties in specific business sectors or to counterparties within a certain country or
region.

30. Supervisors could also analyse information on aggregate exposures to various
exchanges, both on- and off-balance-sheet, and on exposures to certain types of collateral
supporting derivative instruments. Overexposure to specific issues or markets can lead to
additional credit concerns, particularly in the case of banks and securities firms with

For example, supervisors could obtain additional insights through information on OTC contracts with
collateral recognised under the Basle Capital Accord (for banks) and OTC contracts with other readily
marketable, high quality securities as collateral.
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significant activity in securities markets. Some securities supervisors address this
concentration risk by deducting from capital all positions above a certain level of market
turnover or by applying some other suitable benchmarks. Supervisors without such provisions
should ensure that they are at least informed about these concentrations, whether in the form
of holdings of the underlying security itself or in the form of OTC derivatives positions which
require the firm to deliver or receive such concentrated positions.

(e) Counterparty credit quality

31. Credit risk is jointly dependent upon credit exposure to the counterparty and the
probability of the counterparty's default. Information on the current and potential credit
exposure to counterparties of various credit quality would increase supervisory insights into
the probability of credit loss. Information indicative of counterparty credit quality includes
total current and potential credit exposure - taking into account legally enforceable bilateral
netting agreements - to counterparties with various characteristics, e.g. Basle Capital Accord
risk weights (for banks), credit ratings assigned by rating agencies, or the institution's internal
credit rating system. Information on guarantees, standby letters of credit, or other credit
enhancements may also enhance supervisory understanding of credit quality. Aggregate
information on past-due status and past-due information by major counterparties, together
with information on actual credit losses, may be of particular interest for identifying pending
counterparty credit quality problemsin the OTC derivatives markets.

2. Liquidity risk

32. As with cash instruments, there are two basic types of liquidity risk that can be
associated with derivative instruments: market liquidity risk and funding risk.

(@ Market liquidity risk
33. Market liquidity risk is the risk that a position cannot be eliminated quickly by
either liquidating the instrument or by establishing an offsetting position. Information that
breaks out exchange-traded and OTC derivatives could further supervisory understanding of
an ingtitution's market liquidity risk. Although exchange-traded and OTC markets both
contain liquid and illiquid contracts, the basic differences between the two markets give an
indication of the comparative difficulty of offsetting exposures using other instruments.”’
Among both OTC and exchange-traded products, information on broad risk categories (i.e.,
interest rate, foreign exchange, equities and commaodities) and types of instrument would be
useful in judging the market liquidity of an institution's positions. Accordingly, notional
amounts and market values of exchange-traded and OTC instruments by type (and perhaps by

! Market illiquidity may stem from the customised nature of some OTC contracts which can include

fundamental elements of market risk in combinations that may not be easily replicated using standardised
exchange-traded contracts or other OTC instruments.
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maturity and by product) could enhance a supervisor's understanding of an institution's market
liquidity risk. In addition, supervisors could gain important insights into an institution's
market liquidity by taking into account the availability of alternative hedging strategies and
closely substitutable instruments.

34. To understand the market liquidity risk arising from an institution's derivatives
activities, supervisors would benefit greatly from a picture of the aggregate size of the market
in which the institution is active. Thisis particularly important for OTC derivatives, which are
generally tailored to the specific needs of customers and for which marking to market is more
difficult than for standardised products with liquid markets. As a result, it may be difficult to
unwind a position in an appropriate time frame because of its size, the availability of suitable
counterparties, or the narrowness of the market. Currently available information on notional
values of derivative instruments provides, at best, an incomplete indication of the aggregate
size of the market for a particular derivative instrument or of an institution's participation in
that market. An alternative, yet still imperfect, measure of market size would be the gross
positive and gross negative market values of contracts by risk category or product. Such data
would provide an indication of the economic or market value of the derivative instruments
held by banks and securities firms in a particular market at a point in time and an institution's
concentration in that market.

(b) Fundingrisk

35. Funding risk is the risk of derivatives activities placing adverse funding and cash
flow pressures on an institution. Funding risk stemming from derivatives alone provides only
a partial picture of an institution's liquidity position. In general, funding risk is best analysed
on an institution-wide basis across all financial instruments. However, it is also important for
supervisors to understand the impact of derivatives on an institution's overall liquidity
position.

36. Separate analysis of notional contract amounts of exchange-traded and OTC
instruments (as described earlier) should augment supervisory awareness of funding risks,
particularly given the requirements for margin and daily cash settlement of exchange-traded
instruments and the resulting demands for liquidity that large positions in these instruments
may entail. For example, significant positionsin OTC contracts hedged with exchange-traded
instruments could result in liquidity pressures arising from the daily margin and cash
requirements of the exchange-traded products. Data on OTC contracts with collateral or other
"margin-like" requirements may also be necessary for assessing liquidity risk. In addition,
information about the notional amounts and expected cash flows of derivatives according to
specified time intervals would be helpful in assessing funding risk.

37. Information on OTC contracts subject to “triggering agreements” provides further
information about funding risk. Triggering agreements generally entail contractual provisions
requiring the liquidation of the contract or the posting of collateral if certain events, such as a
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downgrade in credit rating, occur. Substantial positions in contracts with triggering
agreements could increase funding risk by requiring the liquidation of contracts or the
pledging of collateral when the institution is experiencing financial stress. Accordingly,
information on the total notional amount and replacement cost of OTC contracts (aggregated
across products) with triggering provisions provides supervisors with important information
about liquidity risk.

38. Supervisors should also consider evaluating information based on institutions
sensitivity analyses of the effect of adverse market developments on their funding
requirements. This information would shed light on the potential for additional margin or
collateral calls associated with exchange-traded and OTC derivatives positions due to changes
in market variables such as interest rates and exchange rates.

3. Market risk

39. Market risk is the risk that the value of on- or off-balance-sheet positions will
decline before the positions can be liquidated or offset with other positions. Supervisors
should assess information on market risk by major categories of risk, such as interest rates,
foreign exchange rates, equity prices and commodities. The market risk of derivatives is best
assessed for the entire institution and should combine cash and derivatives positions. The
assessment should cover all types of activities generating market risks. Supervisors may aso
consider breakdowns of positions at the level of individual portfolios, including, in the case of
banks, trading and non-trading activities.

40. Supervisors will be interested in some or all of the following: position data that
would allow independent supervisory assessment of market risk through the use of some
supervisory model or monitoring criteria and data derived from an institution's own internal
estimates of market risk.

41. For certain institutions, particularly those that are not major dedlers, it may be
appropriate to obtain position data (e.g. equities, debt securities, foreign exchange and
commodities), which could be drawn from the framework of the Basle Committee's
standardised approach for market risk, once adopted, or from other approaches adopted by
national banking and securities supervisors. The collection of position data could be carried
out at various levels of detail, depending on the nature and scope of the institution's trading
and derivatives activities. The detail can range from a broad measure of exposure at the
portfolio level to afiner disaggregation by instrument and maturity.

42. As an dternative or supplement to assessing position data, supervisors could
evaluate available information on an institution's internal estimates of market risk. For some
ingtitutions, this information could be derived from their internal value-at-risk methodology,
which involves the assessment of potential 1osses due to adverse movements in market prices
of a specified probability over a defined period of time. As an alternative to value-at-risk,
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supervisors may find it useful on a case-by-case basis to assess internally-generated
information on earnings-at-risk,® duration or gap analysis, scenario analyses, or any other
approach that sheds light on an institution's market risk. Whatever the approach taken,
supervisors should consider the measure of market risk exposure in the context of the
institution's limit policies.

43. If a firm uses value-at-risk models for measuring market risks, the supervisor
should evaluate in detail the methodology used, including its main parameters. Key
parameters for evaluating value-at-risk estimates include: (1) the volatility and correlation
assumptions of the model (either implied or historical volatilities), (2) the holding period over
which the change in portfolio value is measured (e.g. two weeks), (3) the confidence interval
used to estimate exposure (e.g. 99% of all outcomes) and (4) the historical sample period (e.g.
one year or two years) over which risk factor prices are observed.

44, Value-at-risk measured solely at a point in time may not provide appropriate
insights about market risk due to the speed with which positions in derivatives and other
instruments can be altered. Such difficulties may be addressed by the use of summary
statistics for the period over which the institution is reporting. For example, supervisors could
require institutions to communicate information on the highest value-at-risk number measured
during the reporting period, together with monthly or quarterly averages of value-at-risk
exposures. By comparing end-of-period value-at-risk with these other measures, supervisors
can better understand the volatility which has occurred in these measures during the period.
Supervisors could also encourage or require institutions to convey comparisons of daily
value-at-risk estimates with daily changes in actual portfolio value over a given period.’
Internal models should be validated by comparing past estimates of risk with actual results
and by assessing the models' major assumptions.

45, Institutions with significant trading books should subject their portfolios on a
regular basis to stress tests using various assumptions and scenarios. These analyses of the
portfolio under "worst-case” scenarios should preferably be performed on an institution-wide
basis and should include an identification of the maor assumptions used. Quantitative
information on the results of stress scenarios, which could be specified by supervisors or
institutions themselves, coupled with qualitative analyses of the actions that management
might take under particular scenarios, would be very useful for supervisory purposes.

Under mark-to-market accounting, value-at-risk will equal earnings-at-risk because changes in value are
reflected in earnings. If accrual accounting is applied to certain positions, value-at-risk and earnings-at-
risk will differ because al changesin value are not reflected in earnings.

The report of the Euro-currency Standing Committee, a discussion paper entitled, Public Disclosure of

Market and Credit Risks by Financial Intermediaries, issued in September 1994 (Fisher Report),
discusses factors to consider in interpreting value-at-risk measures, among other topics.
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Examples of scenarios for interest rate risk include a parallel yield curve shift of a determined
amount, a steepening or flattening of the yield curve, or a change of correlation assumptions.
46. To minimise burden, supervisory assessment of market risks should draw as much
as possible on the information that institutions must collect for supervisory capital purposes.
In the case of the banking sector, the Basle Committee's market risk capital requirements,
once finalised and implemented, should serve as a basis for supervisory information on banks
market risks. In addition, bank supervisors should consider adopting some of the definitions
of the market risk capital standards for reporting purposes, such as the definition of the
trading book.

4. Earnings

47. As with cash market instruments, the profitability of derivatives activities and
related on-balance-sheet positions are of interest to supervisors. The separate effects on
income of trading activities and activities other than trading would also be of interest.

48. Accounting standards and valuation techniques differ from country to country and
many member supervisors have little or no legal authority in this area. The Committees
therefore recognise that earnings information identified under this framework may not be
fully comparable across member countries.

(@ Trading purposes

49, Many sophisticated market participants view cash and derivative instruments as
ready substitutes; their use of derivatives is complementary to cash instruments and positions
in financial instruments are often managed as a whole. For supervisors to consider
information that concentrates solely on derivatives and to omit similar data on cash
instruments could be misleading. In this context, the decomposition of trading revenues (from
cash and derivative instruments) according to broad risk classes - interest rate risk, foreign
exchange risk, commodities and equities exposures, or other risks to the firm - without regard
to the type of instrument that produced the trading income, may better describe the outcome
of overall risk-taking by the organisation.

50. The systems of some banks or securities firms may not decompose trading
revenues by broad categories of risk. Under these circumstances, simplifying assumptions can
be used to approximate this categorisation of income. For example, if a particular department
of an ingtitution typicaly handles domestic bonds and related derivatives, it may be
appropriate to consider trading gains and losses on these instruments as interest related
income. Further, the income from complex instruments that are exposed to both foreign
exchange and interest rate risk could be classified according to the primary attribute of the
instrument (e.g. either as aforeign currency or an interest rate instrument).

51. Finer disaggregation of trading revenue within risk categories, for example, by
origination revenue, credit spread revenue and other trading revenue could be useful in
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evaluating an organisation's performance relative to its risk profile® However, even those
dealers with sophisticated information systems may not now be able to differentiate income
beyond broad risk categories. As the analytical abilities and systems of market participants
evolve, it may be desirable to consider supervisory information that differentiates between
revenue earned from meeting customer needs and that earned from other sources.
Furthermore, as market participants systems evolve, it may be desirable for supervisors to
evauate information that differentiates between trading revenue earned from cash and
derivatives positions in each broad risk category. As with cash instruments, a rapid build-up
of material trading losses on derivative instruments may indicate deficiency in an institution's
risk management systems and other internal controls that it should promptly evaluate and
correct.

(b) Purposesother than trading

52. Information about de