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T h a n k  y o u  for this o p p o r tunity to present the views of the 

Federal R e s e r v e  Board on safety and soundness issues associated with 

de r i v a t i v e s  a c t i v i t i e s  of banking organizations. The Board believes 

that these are important issues and is devoting substantial resources 

to i m p r o v i n g  under s t a n d i n g  of derivatives and to developing 

a p p r o p r i a t e  publ i c  policies for these instruments. Today I shall 

begin by s h a r i n g  wi t h  you our perspective on the public benefits and 

public p o l i c y  concerns associated with use of de r i v a t i v e s  by banks and 

by others. T h e n  I shall summarize the B o a r d’s str a t e g y  for addressing 

those c o n c e r n s  and discuss the specific policy actions that we have 

taken and are pla n n i n g  to take in order to impl e m e n t  that strategy.

Public B e n e f i t s  and Public Policy Concerns

A d e r i v a t i v e  is a financial contract whose value is derived 

from the v a l u e s  of one or more u nderlying assets or reference rates or 

indexes of asset values. D e r i v atives include s t a n d ardized contracts 

that are t r a d e d  on futures and securities exchanges and also 

customized, p r i v a t e l y  negotiated contracts known as over-the-counter 

(OTC) d e r i v a t i v e s .  Both types of derivatives have been in existence 

for h u n d r e d s  of years In the United States, c o m m o d i t y  futures 

exchanges d a t e  to the mid - ninet e e n t h  century, and foreign exchange 

forward c o n t r a c t s  have been o f fered by some U.S. banks since early 

this c e n t u r y

Since a r ound 1980, however, the scale, diversity, and 

c o m p l e x i t y  of d e r i v a t i v e s  a ctivities have increased greatly. On the 

futures excha n g e s ,  interest rate derivatives, w h ich were first 

introd u c e d  m  the mid- 1970s, today account for m o r e  t h a n  half of total 

activity O T C  i n terest rate derivatives did not emerge until the 

early 1980s, but tod a y  these instruments are a vailable and used 

actively m  all of the major financial centers in N o rth America,



Europe, and Asia Foreign exchange contracts also are actively traded 

over the counter and on e xchanges m  all the m a j o r  financial centers, 

and c o m m o d i t y - l i n k e d  and e q u i ty-linked derivatives are now widely 

available

The Board believes that the development of n e w  derivative 

products and the overall e x p a n s i o n  of derivatives a ctivities have 

provided important public benefits. The primary e conomic function of 

de r i v a t i v e s  is to transfer market risk, that is, the risk of an 

adverse change in the price of an asset or p o rtfolio of assets The 

impor t a n c e  of this function has increased as c o m p e t i t i v e  pressures 

have i n t e n s i f i e d  in many eco n o m i c  sectors and interest rates, exchange 

rates, and other asset prices have tended to be quite volatile In 

this environment, many f inancial and n o n f m a n c i a l  businesses, 

federally spon s o r e d  agenci±s, and state and local governments have 

concluded that active m a n a g e m e n t  of their exposures to financial 

market risks is essertial Th e y  recognize that such risks, if left 

unmanaged, can jeopardize t h e i r  ability to p e r f o r m  successfully their 

primary e conomic functions Because derivatives, especially 

customized OTC derivatives, a l l o w  financial market risks to be 

adjusted more precisely and at lower cost than is possible with other 

financial instruments, m a n y  entities have come to rely on such 

contracts to achieve their risk management objectives.

At the same time, the Board recognizes that derivatives are 

complex instruments and that, if not clearly u n d e r s t o o d  and properly 

managed, their use can t h r e a t e n  the safety and soun d n e s s  of banks and 

other users To date, few institutions have suffered significant 

losses from derivatives activities, and no commercial bank has failed 

as a result of such activities. But the potential clearly exists for 

an individual ba n k  or other instit u t i o n  to misuse derivatives m  ways 

that create risk exposures that could materially w e a k e n  its financial
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condition, either because of ignorance or b e cause of an imprudent 

a tt i t u d e  toward risk.

The Board also is concerned that d e r i v a t i v e s  a c t i v i t i e s  could 

have imp l i c a t i o n s  for the stability of the f inancial system. Whether 

d e r i v a t i v e s  have increased or decreased systemic risk still is a 

subject of o n going review and analysis. D e r i v atives ha v e  fostered 

greater awareness and u n d e r standing of risks and e n hanced m e thods of 

risk manag e m e n t  It is clear, however, that d e r i v a t i v e s  activities 

have become a si g n i f i c a n t  factor in the overall risk p r o f i l e s  of some 

banks and other financial intermediaries. While still relati v e l y  few 

in number, these i n s t i tutions are among the largest and most active m  

the financial and b a n k i n g  markets If one of t h e m  fail e d  to manage 

its derivatives activ i t i e s  prudently, its financial c o n d i t i o n  could be 

w e a k e n e d  and c o n c e r n  about its financial health could j e o p a r d i z e  the 

smooth oper a t i o n  of financial markets More generally, derivatives 

have be'en a m a j o r  factor in tight e n i n g  linkages among m a r k e t s  and 

p o t e n t i a l l y  a l t e r i n g  the tra n s m i s s i o n  of economic and f inancial 

shocks If a firm that was very active m  these m a r k e t s  came under 

extreme f inancial stress, regardless of the source of its 

d ifficulties, the u n w i n d i n g  of its o u t s t anding d e r i v atives positions 

and related posi t i o n s  in other financial markets could pose 

significant c h a l l e n g e s  both to the firm and to r egulatory authorities 

seeking to c o ntain the effects of its difficulties

It is also clear that w e a k n e s s e s  in the financial 

i n f r a s t r u c t u r e  for d e r i v a t i v e s  activities are a potential source of 

systemic problems. In fact, the largest single source of losses from 

de r i v a t i v e s  a c t i v i t i e s  to date resulted from a court d e c i s i o n  that 

in v a l i d a t e d  d e r i v a t i v e s  contracts wi t h  certain local a u t h o r i t i e s  m  

the United Kingdom. In the United States, prior to the p a ssage of the 

Futures T r a d i n g  Prac t i c e s  Act of 1992 and subsequent r e g u l a t o r y  action
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by the C o m m o d i t y  Futures Trading Commission, the exchange-trading 

r e s t r i c t i o n  of the Commodity Exchange Act had raised serious concerns 

about the legal e n f o rceability of many OTC d e r i v atives contracts Of 

r e m a i n i n g  i n f r astructure problems, perhaps the most serious relate to 

the legal en f o r c e a b i l i t y  of so-called netting agreements for 

d e r i v a t i v e s  contracts, which still is questionable m  several 

i m p o r t a n t  foreign jurisdictions.

A S t r a t e g y  for A d d r e s s i n g  Public Policy Concerns

The strategy that the Federal Reserve has pursued to address 

c o n c e r n s  about the risks associated with derivatives activities has 

three bas i c  elements. First the Board has used its banking 

su p e r v i s o r y  authority to attempt to ensure that the risks associated 

with the de r i v a t i v e s  activities of the institutions it regulates are 

m a n a g e d  p r u d e n t l y  and do not pose a threat to the deposit insirance 

fund, A l o n g  w i t h  other banking supervisors in the United Spates and 

abroad, the Federal Reserve has w o rked to incorporate such risks into 

r e g u l a t o r y  m i n i m u m  capital requirements At the same time, however, 

the B o a r d’s policies have emphasized the responsibility of a b a n k’s 

senior m a n a g e m e n t  for e n suring that risks of the i n s t i t u t i o n’s 

d e r i v a t i v e s  activities are effectively controlled and are limited to 

levels that do not pose a threat of seriously impairing its capital. 

This e m p h a s i s  reflects the B o a r d’s belief that regulation cannot 

s u b s t i t u t e  for effective risk management, especially m  the case of 

a c t i v i t i e s  as complex and diverse as derivatives activities

Second, the Federal Reserve has strongly encouraged private 

sector in i t i a t i v e s  to foster sound risk management of derivatives 

activities. Because banks are not the only large-scale users of 

d e r i v a t i v e s  , concerns about risks to individual institutions and to 

the f i n a n c i a l  s y stem must extend to other entities, some of which are
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not subject to prudential regulation by banking supervisors or by 

otner authorities. Private sector in i t i a t i v e s  offer the promise of 

stre n g t h e n i n g  risk management practices of both regulated and 

u n r e g ulated e n tities in the Unit e d  States and abroad.

Third, the Board has worked with users of derivatives, other 

regulators in the United States and abroad, and legislators to 

s trengthen the financial infras t r u c t u r e  for derivatives activities.

To date, the s e  efforts have focused on legal enforceability issues. 

Further efforts are needed, both on legal issues and on other issues, 

notably a c c o u n t i n g  and financial reporting issues.

Bank R e g u l a t o r y  and Supervisory Policies

B e fore d i s c u s s i n g  the specific regulations and supervisory 

policies and p r o c e d u r e s  that the Federal Reserve has implem e n t e d  to 

address the risks of bank derivatives activities, several points about 

the extent and n a ture of such activities should be noted. Most 

important, very few banking o r g a n i z a t i o n s  make use of derivatives. As 

of midyear, only 13 percent of U.S. b a n k  holding companies and just

8 percent of state - chartered member banks reported any positions m  

either e x c h a n g e - t r a d e d  or OTC d e r i v a t i v e  contracts

Moreover, for the vast m a j o r i t y  even of these b a nking 

organizations, expo s u r e s  related to derivatives activities do not 

appear s i g n i ficant relative to their exposures from their other 

activities or r elative to their capital. In fact, most of these 

institutions a p pear to use de r i v a t i v e s  solely or at least p rimarily 

for hedging, that is, to reduce the interest rate risks and other 

market risks a s s o c i a t e d  with their traditional portfolios of loans, 

securities, and d e p o s i t s  The use of derivatives, especi a l l y  OTC 

derivatives, by the s e  institutions does create credit e xposures to 

counte r p a r t i e s  A n a l y s i s  of reported data indicates, however, that
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these credit e xposures tend to be quite small relative to credit 

exposures f r o m  t r a d i tional activities

By contrast, for at most a doz e n  or so very large banks and 

bank h o l d i n g  companies, nearly all of which have rheir headquarters in 

New Yo r k  or Chicago, derivatives activities have become a significant 

component of their overall risk profile. Like the other banks, these 

banks use d e r i v a t i v e s  to hedge market risks a s s o c i a t e d  with more 

traditional activities, but by far the largest share of their activity 

relates to their role as " d e a l e r s” m  OTC derivatives. These banks 

compete w i t h  other large financial institutions m  the United States 

and abroad to me e t  demands from a wide range of end-users for 

customized d e r i v atives contracts to achieve specific risk management 

objectives. Th e y  also use derivatives (both e x c h a n g e - t r a d e d  and OTC) 

as vehicl-es for propri e t a r y  trading, that is, t r a d i n g  designed to 

profit from m o v e m e n t s  in absolute or relative levels of interest 

rates, f o reign exc h a n g e  rates, or other asset prices Internal bank 

data g athered m  the e xamination process suggest that the derivatives 

activities of these dealer banks have been quite profitable and no 

serious losses h a v e  be e n  incurred N o n e t h e l e s s , the m a gnitude and 

c omple x i t y  of the risks these banks manage quite n aturally have been a 

focus of c o n c e r n  for the Federal Reserve and other banking 

s u p e r v i s o r s ,

A key element of the B o a r d’s efforts to s trengthen regulatory 

and s u p e r v i s o r y  policies relating to derivatives activities has been 

the i n c o r p o r a t i o n  of m easures of credit risks, m a r k e t  risks, and 

interest rate risks assoc i a t e d  with t h ese activities into risk-based 

capital requirements. Risk-based capital requirements for credit 

exposures on OTC d e r i v a t i v e  contracts were part of the original Basle 

Accord that was p ublished m  1989 The s e  requirements provide a 

m e t h o d o l o g y  for t r a n s l a t i n g  market values and notional amounts of
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d e r i v a t i v e s  contracts into amounts that are comparable to credit 

e xposures on b a l a n c e  sheet assets. It is important to note that these 

"credit equiv a l e n t  amounts," which include both the current exposure 

to loss from default of a counterparty and an estimate of potential 

future i ncreases in exposure, are a very small fraction of the 

n o t i o n a l  values. Nonetheless, for a few of the largest U.S. bank 

h o l d i n g  comp a n i e s  these credit equivalent amounts equal as much as 

20 percent to 35 percent of their balance sheet assets.

At the end of April, the Board made available for public 

comment p roposals by the Basle Supervisors Committee to revise the 

Basle Accord. The revisions would recognize reductions in credit risk 

from use of l e gally enforceable netting arrangements for derivatives 

c ont r a c t s  and wou l d  incorporate measures of market risks on foreign 

e x change and trad e d  debt and equity positions, including derivatives 

positions. I m p l ementation of the netting proposal would provide 

incen t i v e s  for wider use of netting agreements in legal jurisdictions 

m  w h i c h  c o ncerns about e n f o rceability have been addressed; it also 

would enco u r a g e  efforts to reduce legal uncertainty in the remaining 

j u r i sdictions, t h r o u g h  l egislation if necessary. With regard to 

market risk, the treatment of derivatives is an integral component of 

the p r oposal Market risk would be assessed on a portfolio basis, 

t a k i n g  into account the cash flows associated with both derivatives 

and the u n d e r l y i n g  instruments.

The i n c o r p o r a t i o n  of risks associated with derivatives in 

risk-based capital requirements has required banking regulators to set 

out rather c o m p l e x  and detailed rules. Nonetheless, the rules 

arguably do not fully capture the complexity and diversity of the 

risks involved. In particular, the proposed treatment of market risks 

on options p o sitions is crude and may need to be revised in light of 

public c o mments and further analysis More elaborate rules could be
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developed. but the added comple x i t y  would be b u r d e n s o m e  to banks and 

still mig h t  not fully capture the risks of c o m p l e x  portfolios. These 

d i f f i c u l t i e s  underscore a point I made e a r l i e r --r e g u l a t i o n  simply 

cannot substitute for effective risk management, e s p e c i a l l y  management 

of such c o mplex activities. One potential s o l u t i o n  to these 

d i f f i c u l t i e s  is to all o w  banks to use their own int e r n a l  models to 

c o m p u t e  capital requirements for market risk, s u bject to examiner 

r e v i e w  of the models and in accordance with p a r a m e t e r s  set by 

regulators. Indeed, the Basle supervisors have requ e s t e d  comment on 

the m e r i t s  of such an approach to assessing m a r k e t  risks on complex 

o p t i o n s  portfolios and on foreign exchange positions. Likewise, the 

F e d e r a l  R e serve and other U.S. bank regulators have proposed the use 

of i n t e r n a l  models, subject to examiner review, as a means of 

d e t e r m i n i n g  capital requirements for interest rate risk.

The on-site ex a m i n a t i o n  and evaluation of internal risk 

m a n a g e m e n t  models, systems, and controls already are the most 

i m p o r t a n t  elements of our supervision and r e g u l a t i o n  of derivatives 

activities. Examiners assess the risk manage m e n t  systems and internal 

c o n t r o l s  in the banking o r g a n i z a t i o n’s core t r a d i n g  and derivatives 

a c t i v i t i e s  and devote special attention to n e w  products and n e w  

a p p r o a c h e s  to risk m a n a g e m e n t  and control. Accordingly, the Federal 

R e s e r v e  has made the c ontinuous updating and s t r e n g t h e n i n g  of policies 

and p rocedures for on-site e xamination of d e r i v a t i v e s  activities a top 

priority. These efforts have built on our ma n y  years of experience 

s u p e r v i s i n g  foreign exchange derivatives and on experience with 

s u p e r v i s i n g  merchant ba n k  subsidiaries in London, whi c h  were among the 

first entities to begin a c tively trading OTC interest rate derivatives 

in the mid-1980s. In fact, our first attempt to formalize examination 

o b j e c t i v e s  and procedures for derivatives a ctivities was contained in
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a M e r c h a n t  and Investment Bank E x a m i n a t i o n  Manual that was field- 

t e s t e d  m  1987 and published in 1988.

Just recently, Federal R e s e r v e  staff, i ncluding examiners 

from the Federal R e serve Ba n k  of N e w  Y o r k  who have c o n s i derable 

e x p e r i e n c e  wi t h  bank d erivatives activities, have c ompleted an 

e x t e n s i v e  effort to consolidate and enhance examination procedures for 

de r i v a t i v e s  activities and tr a d i n g  activities generally. The result 

is a n e w  T r a d i n g  A c t i v i t i e s  E x a m i n a t i o n  Manual that provides examiners 

with p r o c e d u r e s  for e v a l u a t i n g  a f i r m’s organizational structure, 

f r o n t - o f f i c e  and b a c k - o f f i c e  operations and systems, and its 

appro a c h e s  to m e a s u r i n g  and m a n a g i n g  market, credit, and liquidity 

risks a s s o c i a t e d  with deriva t i v e s  Examiners in each of the Reserve 

Banks have b e g u n  f i e l d - t e s t i n g  this new manual. When the t e sting is 

complete, the Board will review the proposed manual and ma k e  revisions 

w he r e  necessary.

Of course, examiners need to be trained to make effective use 

of these n e w  materials. As with other banking activities, examiner 

expertise in de r i v a t i v e s  activities is being developed t h rough an 

a p p r e n t i c e s h i p  p r o g r a m  that combines various types of formal education 

programs w i t h  o n - t h e - j o b  t r a i n i n g  under the supervision of senior 

examiners. The Federal R e s e r v e  and the other bank regulatory agencies 

have been w o r k i n g  for some time to enhance the coverage of derivatives 

a c t i v i t i e s  in the core e x a m i n a t i o n  curric u l u m  and have offered a 

v a r i e t y  of sp e c i a l i z e d  courses, conferences and seminars on 

de r i v a t i v e s  issues. The Federal Reserve also is making special 

efforts to ensure a sharing of expertise in examining d e r i v atives 

a c t i v i t i e s  b e t w e e n  Federal Re s e r v e  Districts where this a ctivity is 

w i d e s p r e a d  and those where it is just developing.

L o o k i n g  ahead, the Board believes that accounting and 

financial r e p o r t i n g  s t andards for bank derivatives activities will
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require further attention from U.S. and f o r e i g n  regulators. The 

a c c o u n t i n g  profe s s i o n  in the United States has not yet developed 

c o n s i s t e n t  accounting principles for de r i v a t i v e s  activities, and there 

is a d i v e r s i t y  of a ccounting practice among m a j o r  U.S. banks. With 

respect to financial reporting of de r i v a t i v e s  activities, U.S banks 

a l r e a d y  report more information than most fo r e i g n  banks have been 

r e q u i r e d  or have chosen to divulge. Nonetheless, expanded reporting 

r e q u i r e m e n t s  m a y  be appropriate for U.S ban k s  who s e  derivatives 

a c t i v i t i e s  are a significant element in the i r  overall risk profile and 

profita b i l i t y .  The Board believes that the Interagency Task Force on 

D e r i v a t i v e s  that recently has been formed by b a n k i n g  regulators should 

fo^us on a s s i s t i n g  other existing in t e r a g e n c y  groups in resolving 

the s e  a c c o u n t i n g  and reporting issues.

E n c o u r a g e m e n t  and Support for Private-Sector Initiatives

The Boa r d  b elieves that concerns about risks to individual 

i n s t i t u t i o n s  and systemic risks cannot be fully addressed unless 

a c tions by regulators are complemented by private efforts to promote 

sound risk m a n a g e m e n t  Users of derivatives are a broad and diverse 

group. Of the leading derivatives dealers, only a handful are U.S 

b a n k i n g  organizations. Other leading dealers in these highly 

c o m p e t i t i v e  m a rkets include some U.S. securities firms and insurance 

c o m p a n i e s  and m a n y  of the leading banks and securities firms in 

Canada, France, Germany, Japan, Switzerland, the United Kingdom, and 

other countries. Major end-users include a variety of regulated and 

u n r e g u l a t e d  entities in the United States and ma n y  other countries

Accordingly, the Board has encouraged and supported private- 

s ect o r  in i t i a t i v e s  to address risks in derivatives activities. In 

p articular, the Board be l i e v e s  the Global D erivatives Study that was 

p u b l i s h e d  recently by the Group of Thirty holds considerable promise



for s t r e n g t h e n i n g  the risk m anagement practices of a wi d e  range of 

d e r i v atives d e a l e r s  and end-users. The study is a c o mplete and lucid 

source of i n f o r m a t i o n  on the nature of d erivatives a ctivities and the 

-"ypes of risks that such activities entail. P o t e n t i a l l y  an even more 

important c o n t r i b u t i o n  of the study is the p ractical guidance it 

p rovides on risk management.

This p otential m a y  not be realized, however, unless concerted 

efforts are m a d e  to ensure impleme n t a t i o n  of the recommended 

practices. A  surv e y  c o nducted as part of the study revealed that 

s ignificant n u mbers of dealers and end-users have not yet implemented 

the r e c o m m e n d e d  practices. Moreover, implem e n t a t i o n  of some of the 

rec o m m e n d a t i o n s  is not straight f o r w a r d  and may be quite costly.

Partly m  r e sponse to concerns that Board members and other regulators 

e xpressed about prospects for implementation, the International Swaps 

and D e r i v a t i v e s  A s s o c i a t i o n  (ISDA) recently announced a set of new 

i nitiatives to foster adoption of the r e p o r t’s recommendations by 

d erivatives users. These include a follow-up survey of practices, 

c onferences and workshops, and special efforts to reach end-users 

through their trade associations The Board believes that further 

efforts of this kind, w h e t h e r  by the Group of Thirty, ISDA, or other 

groups, are h i g h l y  d esirable

Efforts to S t r e n g t h e n  the Infras t r u c t u r e  for Deriva t i v e s  Activities

The Boa r d  has worked with central banks in other countries to 

develop a clearer u n d e r s t a n d i n g  of the implications of derivatives 

activities for systemic risk These efforts have c ulminated m  

p u b l i c a t i o n  by the Ba n k  for International Settlements of several 

reports In particular, a w o r k i n g  group chaired by a Board staff 

member prepared a Report on Recent Developments in International 

Interbank Rela t i o n s  that provides perhaps the most complete discussion
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of the systemic risk issues. This report e m p h a s i z e d  not only the 

i m p o r t a n c e  of sound risk m anagement practices at individual 

i nstitutions, but also the need to strengthen the legal and 

i n s t i t u t i o n a l  infrastructure for derivatives activities.

As I have noted, in the United States, legislators, 

r e g u l a t o r y  authorities, and derivatives users a l r e a d y  have taken a 

series of steps to ensure the legal e n f o r c e a b i l i t y  of netting 

ag r e e m e n t s  for derivatives The Board believes that the 

e n f o r c e a b i l i t y  of such contracts is critical f r o m  a systemic risk 

perspective. If a c o u n terparty measures its credit exposure on a net 

basis but the netting agreement is not enforceable, the true exposure 

is the gross exposure The c o u n terparty thus could face losses and 

l i q u i d i t y  p ressures far larger than expected and, perhaps, larger than 

could r e a d i l y  be absorbed

The latest effort to address e n f o r c e a b i l i t y  concerns was a 

f a r - r e a c h i n g  provision of the FDIC Improvement Act. This provision 

vali d a t e d  under U.S. law all netting contracts b e t w e e n  and among 

d e p o s i t o r y  i n s t i t u t i o n s , securities brokers or dealers, and futures 

co m m i s s i o n  merchants. Furthermore, it a uthorized the Federal Reserve 

Board to b r o a d e n  the coverage to other financial institutions if it 

d e t e r m i n e d  that doing so were appropriate to p r o m o t e  market efficiency 

or to reduce systemic risk. In early May, the B o a r d  issued a proposed 

rule th a t  would broaden the definition of financial institution to 

include all legal entities that are large-scale dealers in the OTC 

d e r i v a t i v e s  markets. I m p l ementation of this proposal would eliminate 

u n c e r t a i n t y  about the legal e n f o rceability of n e t t i n g  agreements 

be tween c e rtain affiliates of securities firms and insurance companies 

that are active dealers m  the OTC derivatives m a r k e t  and banks and 

other e n t i t i e s  that already meet the statutory d e f i n i t i o n  of financial
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m s t i t u t i o n .  The Board is currently considering public comments on 

the p r oposal and plans to take final action early next year.

The Federal Reserve also has worked with the C o m m o d i t y  

Futures Trading Commi s s i o n  and the Congress to eliminate the threat 

that OTC d e r i v a t i v e s  contracts could be deemed u n e n f o r c e a b l e  off- 

e xc h a n g e  futures contracts, an event that, were it to have occurred, 

c l early could have caused systemic problems. The Futures Trading 

Practices Act of 1992 provided the CFTC with explicit auth o r i t y  to 

exempt OTC deriva t i v e s  from most provisions of the C ommodity Exchange 

Act, i n c l u d i n g  the exchange-trading restriction that had posed the 

threat. W h e n  the CFTC moved promptly to utilize the n e w  authority to 

eliminate the threat to OTC derivatives, the Board supported its 

a c t i o n .

As I i ndicated in discussing bank supervisory issues, one 

area of the in f r a s t r u c t u r e  that needs immediate attention is the 

d e v e l opment of consistent accounting and financial reporting standards 

for d e r i v atives The Federal Reserve and other banking regulatory 

agencies plan to press ahead m  developing appropriate standards for 

U S b a nking organ i z a t i o n s  But, clearly it would be preferable for 

the F inancial A c c o u n t i n g  Standards Board to develop and implement 

standards that w o u l d  apply to all U.S. firms. The W o rking Paper of 

the A c c o u n t i n g  and Repo r t i n g  Subcommittee that was included in the 

Group of T h i r t y’s Global D erivatives Study discussed some promising 

approaches to the s e  issues that deserve further consi d e r a t i o n  by 

b a nking regulators and by F A S B . FASB and the banking regulators have 

been d i s c u s s i n g  these issues but need to intensify discussions with 

each other and w i t h  dealers and end-users of derivatives. Ultimately, 

it will be i m p o r t a n t  to wo r k  toward international h a r m o n i z a t i o n  of 

ac c o u n t i n g  and r e p o r t i n g  standards for both regulated and unregulated 

e n t i t i e s .
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C o n c l u s i o n

In conclusion, the Board believes that it has developed a 

sound and ap p r o p r i a t e  strategy for a ddressing public policy concerns 

about p o t e n t i a l  risks from derivatives activities. The Federal 

R e serve and other banking supervisors have m a d e  significant progress 

in s t r e n g t h e n i n g  policies relating to bank de r i v a t i v e s  activities and 

have the a u t h o r i t y  necessary to address such issues as accounting and 

f i nancial reporting. With respect to other users of derivatives, at 

this time the Boa r d  believes that official encouragement of private- 

sector in i t i a t i v e s  is the most e f fective way of addressing public 

p o licy con c e r n s  about risks to i n d i v i d u a l  institutions and systemic 

risks. Nonetheless, the Board continues +C analyze these issues and 

plans to m o n i t o r  carefully the progress of the private-sector 

i n i t i atives and to consider care f u l l y  the results of the study on OTC 

de r i v a t i v e s  r egulation that the CFTC just r ecently completed. At the 

same time, r e g u l a t o r y  and superv i s o r y  programs related to derivatives 

activities of b a n k i n g  institutions will be reviewed frequently as 

these i n s t r u m e n t s  evolve and as b a n k s’ use of t h e m  develops further.


