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I.  Introduction

I.1 The importance of a standard evaluation framework for risk management disclosure

The key economic function of shareholders is to allocate their investment dollars to firms with the best risk-adjusted investment opportunities.  Through their pursuit of self-interest society benefits from the consequent higher growth of the economy. Given diffused ownership, to function effectively the shareholders must be able to assess not only the firm’s risks, but also the firm’s risk management process, i.e. the policies, procedures and models used by the risk managers. Despite the crucial role of the quality of risk management disclosure, recent examples provide evidence of delayed and incomplete disclosure of risk information to the firm’s investors, e.g. Barings, several Japanese banks and Long Term Capital.

Risk disclosure failures can occur at the macroeconomic level as well, e.g. the crises in Asia, Russia and Brazil. These examples demonstrate the growing vulnerability of large collective investments, individual countries and entire economic regions to a sudden lack of confidence of investors.  For both firms and macro-economies, these disruptions were, in part, exacerbated by the delayed disclosure of debt burdens, government deficits, trading losses and leverage exposures. These financial crises took investors by surprise and enhanced their scepticism of the ability of market institutions to self-regulate their risk disclosure policies adequately. After the LTC collapse, some regulatory authorities and politicians promoted the idea that the risk disclosure practices of the hedge fund industry should be regulated. If the banking industry wishes to promote self-regulation then it must significantly improve the quality of its risk disclosure rules.

I.2 Barriers to a standard evaluation framework for risk management disclosure
The financial services industry, auditing firms and supervisory authorities agree that a standard evaluation framework for risk management disclosure will increase the confidence of market participants in the risk management practices of banks, insurance companies and conglomerates. However, there are three significant barriers to the definition and enforcement of a standard evaluation framework. The first barrier is the rapid pace of innovation in the risk management area. Five years ago, little was understood about credit risk management.  Yet today, many financial firms use internally developed credit risk models to manage the counter-party risk exposures of their trading books and loan portfolios. Their current preoccupation is the proper definition and quantification of operational and liquidity risks and the integration of the risk management system within the firm. 

The second barrier is the evolution of the structural architecture of the financial services industry: the entry of new players (e.g. insurance companies, hedge funds, internet banks) and the disappearance of banks into enormous financial conglomerates. Because firms are likely to be regulated by different supervisory authorities and thus to be subject to distinct accounting rules, standardisation of disclosure regulations remains a distant hope, despite the recent efforts of the BIS and the G-7 to promote co-ordination and information sharing across regulatory entities. (For the BIS see “Supervision of Financial Conglomerates”, February 1998 and for the G-7 see “Report on the Supervision of Global Financial Institutions”, May 1998.) Globalisation of financial markets may encourage standardisation, however national and cultural barriers weaken its enforcement.

The third and most significant barrier to the development of meaningful, harmonious and enforceable standard evaluation framework is the poor understanding of its core concept: economic valuation. Financial economists and accountants have spent decades developing tools to assess the economic value of financial and real assets. Yet difficulties persist in their application.  Marking-to-market valuation is certainly more appealing, under normal market conditions, than book valuation.  However its extension to on- and off-balance sheet assets pose a multitude of problems: 1) the lack of liquidity of the asset or the underlying instrument, 2) informational asymmetries and 3) poorly quantifiable risk factors, such as legal, political, credit and operational. In disrupted and below investment grade markets, it is not clear when market prices can be equated with the economic value of the assets.

I.3 The scope of the proposed standard evaluation framework for risk management disclosure

The purpose of the present study is to propose a standard framework for evaluating the risk management disclosure quality based on qualitative and quantitative information.  We limit our attention to disclosure in annual reports, to market and credit risks and to financial firms, as explained below. The goal of the standard evaluation framework is to allow financial analysts, shareholders, creditors, clients and other interested parties to rely on minimal standards of quality and consistency in the risk management policies of financial firms. The standard should enable market participants to form an objective opinion about risk management practices, across firms, across market segments and over time.

We choose the annual report as the only data source for our standard evaluation framework of the quality of the risk management disclosure for four important reasons. First, for many market participants the annual report remains the primary publicly available source of information, along with analyses by the major rating agencies.  Second, the annual report is widely disseminated, thus it represents the firm’s disclosure to all potential market participants.  Third, it is reasonably standardised within and across countries.  Fourth, its publication and accuracy are legally mandated in all countries. Though a financial firm may be reluctant to quickly reveal its latest risk management system failure to the analysts, its disclosure would be legally mandated in the annual report. While the annual report is too infrequent to assess the timeliness of disclosure, a time series of annual reports can be used to assess the evolution of the quality of a firm’s disclosure practices.  For the above reasons, annual reports are the only reasonable choice as the data for an evaluation of the quantity and quality of the disclosure practices of a firm. 

In our standard evaluation framework for risk management disclosure, we deliberately limit the risk categories to market and credit risks. This choice is motivated primarily by the need to rely on measurable, comparable and objective criteria when judging risk management disclosure practices across financial institutions. At the current stage of development in risk management, these are the only risks for which measures are well defined.  In contrast to operational risks, for instance, these risks are measurable using market and credit risk management models.  Firms generally issue sufficient qualitative and quantitative information about these risks to permit meaningful comparisons. Indeed, a firmly grounded evaluation of the quality of risk management disclosure policies needs the definition of a common benchmark.  At the current time this is not feasible for other categories of risks. Indeed, annual reports seldom contain more than simple definitions or descriptive data regarding aggregate exposures to other sources of risks, such as liquidity, accounting, legal or operational risks.  A future study might draw on the framework in this study and on the evolution of knowledge in the field in order to incorporate these other important sources of risk into a more complete appraisal of the quality of risk management disclosure practices.

For comparability reasons we limit our standard evaluation framework to banks and other regulated securities firms that are active in the international capital markets. Ideally, we should be including all firms in the financial services industry irrespective of whether or not they are structured as banks, investment and brokerage houses, insurance companies or financial conglomerates.  However, there is still a wide discrepancy in the regulatory and accounting standards across firms.  This leaves us far from a consensus view of what the risk management minimum disclosure requirements should be across various legal forms and economic sectors.  Certainly, there is a growing trend (see the joint report on “Supervision of Financial Conglomerates” issued in February 1998 by IOSCO and the BIS) towards harmonising regulatory capital requirements and thus enforcing current risk management practices at the level of insurance companies and financial conglomerates.  Yet, we still lack the concrete steps that would translate this goal into more than a few pragmatic rules for the presentation of the annual reports of financial conglomerates. Further, only banks and other regulated securities firms that are active in the international capital markets have sufficient risk management information to satisfy the requirements of the standard evaluation framework presented here.  Broadly speaking, these are the 67 banks and 12 securities firms from the G-10 whose derivative trading disclosure policies were analysed in the joint IOSCO and BIS “Survey of Disclosure about Trading and Derivatives Activities of Banks and Securities”, in November 1996.     

I.4 BIS and IOSCO proposed framework

Enhanced disclosure currently preoccupies national and supranational regulatory and advisory bodies.  Following a number of recent joint studies by the BIS and IOSCO, they have proposed a framework for disclosure to supervisory authorities.  One study, issued in September 1998 and titled “Objectives and Principles of Securities Regulation”, sets the need for disclosure at the core of regulatory objectives when supervising issuers, collective investment schemes, secondary markets and market intermediaries. A second study, also issued in September 1998 and titled “Enhancing Bank Transparency”, urges supervisory bodies to actively encourage disclosure of timely and reliable information as a tool to enhance market discipline. In particular, the BIS recommends that banks enhance the quality of their disclosure when communicating their financial performance, financial positions, risk management practices, risk exposures, accounting policies, general management strategies and corporate governance strategies. However both studies are presented as general guidelines, aimed at repositioning the role of transparency for supervision of financial institutions, without defining how qualitative minimal standards for disclosure should be designed and measured.   

Some specific attempts by the BIS and IOSCO (see 1997 and 1998 “Survey of disclosures about trading and derivatives activities of banks and securities firms”) present a statistical picture of progress toward disclosure goals.  They report the number or % firms which disclose a given figure (say a VAR figure for their trading books) in the annual report and the increase each year in the firms that disclose a specific item. However, these surveys do not judge the quality of the specific information disclosed, for instance whether the firm provides the confidence interval and the holding period over which it computes its VAR, or whether it comments meaningfully on the model being used to compute the individual and aggregate VAR figures. Finally, these surveys only focus on the statistical information related to a firm’s derivatives and trading activities and thus ignore the quality of disclosure of non-trading activities, in particular loan portfolios. 

In this respect the more recent joint BIS and IOSCO document, titled “Framework for supervisory information about derivatives and trading activities” and released in September 1998, represents a breakthrough.  It sets detailed minimal quantitative, as well as qualitative, guidelines for the presentation of the risk management practices that supervisors should expect from regulated firms. Furthermore, this framework proposes that the information to be collected by regulators be harmonised not only for derivatives but for cash instrument trading activities as well.

I.5 Description of the standard evaluation framework for risk management disclosure
The present study thus pursues a similar objective to this recent BIS and IOSCO document, but with respect to the disclosure of market and credit risks to all market participants rather than just to supervisory authorities. For that purpose, it proposes a concrete and practical framework for evaluating the quality of risk management disclosure with respect to the information released in the annual reports of financial firms. The framework has three distinctive features.  First, it proposes that the disclosed risk management information be comprehensive and offer a maximum level of comparability across firm practices, irrespective of differing legal systems, domicile countries and economic activities. Hence, the disclosure should focus on the risk management of the trading as well as the non-trading activities of financial firms.  Second, the framework proposes five general propositions for evaluating the quality of the risk management disclosure of a firm.  These propositions start by defining objectives and end with a standard evaluation framework for risk management disclosure contained in the annual report. Third, the framework partitions the risk management disclosure along the main economic functions of the firm, in other words along their trading and non-trading activities. 

Three reasons motivate this partitioning along the main economic functions.  First, the assets in the trading book are generally more actively traded and their marking-to-market is, under normal market conditions, less problematic than for assets in the non-trading book. Second, the time horizon pertaining to both trading and non-trading activities is different and thus requires different economic valuation techniques. For the trading book assets, the best alternative, market value, is easily available.  On the other hand, for assets in the non-trading book, strategic or liquidity considerations may often lead firms to place more weight on techniques such as synergy value, the liquidation value and the ongoing-concern value.  For instance, a traded credit derivative may be easier to price than a long-term loan guarantee issued by a counter-party or by a hedge fund investment. In addition, most assets in the non-trading book are less liquid, which limits the appropriateness of marking-to-market or even marking-to-model.  Third, regulatory and accounting practices across countries and institutions are less harmonious for on- and off-balance sheet valuation principles. Traded assets are generally subject to more broadly accepted marking-to-market or marking-to-model valuation methods, which raises a new source of risk, model risk. Model risk is most significant for the pricing of complex instruments such as exotic options or structured products, chiefly found in the trading book.

We also believe that a functional evaluation of the quality of risk management disclosure parallels the functional perspective frequently taken in the financial services industry and more recently its regulation. Economic functions are slow to change while structures (for example banks, insurance companies and exchanges) and products can evolve quickly and become extinct. Thus the functional approach offers the advantage of flexibility, homogeneity and adaptability to the particular innovation path of the financial services industry. The functional approach to disclosure also enables identification and attribution of responsibilities and assessment of management performance across the various segments of the financial services industry. Indeed, a financial firm that has mostly non-trading activities should not be directly compared or penalised relative to another firm that relies heavily on the trading book to generate income (and thus has an easier task of disclosure).  
 The present study is organised as follows.  In section II, we briefly discuss why financial disclosure is important from an academic perspective based on some major theoretical and empirical contributions in the finance literature.  In section III, the five general risk management disclosure propositions are stated.  In section IV, these propositions are used to develop a standard evaluation framework for the quality of the disclosure of market and credit risk management practices for trading and non-trading activities of financial firms.

II. An Academic Perspective on Disclosure

The quality of information disclosure has been the subject of an increasing stream of academic research focusing on the economic functions of increased transparency and its value added to market participants. In an imperfect market, it has been emphasised that financial analysts can never perfectly substitute for the deficiency of a firm’s disclosure policy.  Thus it is important to analyse the determinants and limits of a firm’s voluntary disclosure policies. Obviously, the latter is being discussed here with respect to the overall set of information released in the annual reports of financial and non-financial firms, and in particular is not limited to risk management considerations.

The economic functions of increased transparency are considered in the numerous explanations offered in the finance literature for the willingness of firms to voluntarily disclose complete and timely information.  In particular such a policy can be aimed at reducing transaction costs and thus a firm’s cost of capital, since it lowers moral hazard and adverse selection problems which in turn leads to more active stock trading.  Firms may want to use transparency as a signalling device (see Verrechia 1990), especially if they operate in an industry in which products or services are close substitutes.  In this case, only the firms whose benefits of disclosure exceed a certain threshold level of disclosure cost will disclose. Thus, the risk management disclosure policy of the leading banks and financial firms may, from this perspective, be considered as a reputation device. Herding behaviour, on the other hand, is another motivation to increase disclosure since many studies have shown that analysts have a strong tendency to conform (see Welch 1996) and firms in turn need to satisfy the criteria adopted by the analysts when they make stock recommendations. A final motivation to voluntarily disclose which is often invoked is that transparent firms benefit from a lower cost of equity when they want to raise additional equity. A recent study of Swiss non-financial exchange-listed firms, by Gibson, Tamburini and Tuchschmid (1998), shows that the analyst rating (a measure of the quality of the disclosure in the annual report) increases with the equity free float (a measure of the degree of openness of the firm) and with the number of financial analysts that follow the firm, suggesting an additional incentive to disclose.

The value added of increased transparency is considered in several recent studies (see Brown and Han (1992) and Lang and Lundolm for the US, and Gibson, Tamburini and Tuchschmid (1998) for Switzerland).  These studies provide evidence that transparency promotes greater convergence of beliefs and significantly improves the accuracy of analyst earnings forecasts.  In these studies, empirical results on the quality of disclosure support the conjecture of Strong and Walker (1987) and Ohlson (1987) that public information causes convergence of beliefs which leads to more complete markets which in turn lead to improved risk–sharing.

There are however several factors which reduce incentives for transparency (the release of accurate, complete and timely information in the annual report.)  Among them are the threat of product-market competition (see Darrough and Stoughton (1990) and Chen (1994)), tax avoidance considerations, conflicts of interest among various classes of shareholders and finally the management’s fear of losing the confidence of a diffused ownership by revealing more highly variable marked-to-market profits.  Interestingly the incentives for transparency may vary over time, for instance several studies have shown that managers have a tendency to delay the reporting of bad news. 

These considerations regarding a firm’s disclosure policy are especially relevant to the risk management practices of financial firms. For example, a high level of information asymmetry and moral hazard may encourage a universal bank to improve its disclosure quality in order to avoid higher costs of capital when issuing new securities. On the other hand, the intensity of the competitive threats in the investment banking and trading sectors, or the fear of take-over coupled with inadequate managerial incentives, may discourage increased disclosure. Moreover, since disclosure involves significant explicit and implicit costs (for example, market sanctions and/or higher regulatory capital), the quality of disclosure will vary, even though most internationally active firms have adopted the accepted accounting standards (such as US GAAP) imposed by their supervisory authorities. 

Thus, disclosure policies require a delicate balance between conflicting goals and will not result in a complete, timely and accurate view of the risk management practices of a firm. Beyond the problem of generating proper incentives to disclose discussed above, there are the enormous difficulties associated with the measurement of financial and non-financial risks.  This daunting and complex task involves sophisticated mathematical and statistical models which evolve quite rapidly and the challenge of testing their relevance which was so far hindered by the lack of valid and timely data.

III. General Risk Management Disclosure Propositions

III.1 Introductory Remarks

Our task is to design a comprehensive model for evaluating the quality of risk management disclosure which fits the characteristics of all financial firms irrespective of their core business activities, their market shares, their organisational structures and ultimately their risk exposures.  We first state five propositions for high quality risk management disclosure in the annual reports of financial firms. 

For reasons stated in the introduction, we propose to analyse the quality of the risk management disclosure practices following a functional approach.  Given the current state of accounting and regulatory standards, this approach recognises that the quality of disclosure for trading and non-trading activities may differ significantly.  These quality differences may arise from differences in the valuation methods, the quantitative models and the depth of credit risk analysis. This approach to disclosure analysis is inspired by Merton (1992), who argues for a functional approach to the regulation of financial firms.  This approach is here extended to evaluating the quality of the risk management disclosure by a minimal set of quantitative and qualitative information for each type of activity and for each risk category, as presented in section IV.

Finally, since the present study attempts to develop an evaluation framework that relies on identifiable and comparable risk measurement standards, we limit the analysis to the quality of the market and credit risks disclosure policies, for both the trading and the non-trading activities. Indeed, as stated above, for these two risk categories we can rely on an established body of knowledge and models, which allow for meaningful comparisons of these risks on a quantitative basis, not just for simple securities but for complex derivative securities and aggregate positions as well. Indeed, the main qualitative aspects of market and credit risks management are now sufficiently well established to allow for meaningful comparisons across annual reports.  For an overview of the current state of the art on market and credit risk disclosure requirements for US regulated financial firms, see the companion paper by R Frey entitled  “Disclosure of Risk Information: Current US Practice”.  It provides a comprehensive overview of the current mandated practices that provide a basis for the comparison of market and credit risk management disclosure quality across the annual reports of financial firms. 

Needless to say, the standard evaluation framework developed in this study can and should, in a second stage, be extended to encompass liquidity risks, operational risks, insurance risks and other sources of uncertainties.  These risks are relevant in general, but also specifically in the case of internationally active financial conglomerates.

III.2  The Risk Management Disclosure General Propositions

In this section we define the five general propositions according to which the market and credit risk management disclosure quality should be evaluated for the trading and non- trading books of the financial firm.

Proposition 1: The disclosure of risk management practices should enhance the confidence of market participants in the willingness of the firm to provide information about the specific and aggregate risk exposures as well as to make efforts to monitor and optimise these risk levels in accordance with the targeted risk and equity profiles.

Any meaningful disclosure policy thus relies on the premise that the firm has adopted a clear definition of its risk management objectives and of the operational procedures which translate those goals into efficient risk management decisions. This presupposes that the firm has a well-defined risk appetite and that it optimises its aggregate trading and non-trading portfolios of activities accordingly. The risk management monitoring procedures must be communicated consistently and comprehensively to market participants in order to enhance their confidence. This objective, as stated in proposition I of Gibson and Zimmermann (1996b), should shape not only the disclosure of risks but also the disclosure of the risk management decision process.  By disclosure to market participants the firm can mitigate the distortions of market participant decisions caused by the difference between the perceived and the actual risk exposures.

For that purpose, senior management should lay out and communicate a well-defined top-down risk management policy.  They should adopt an organisational structure that promotes a flexible risk culture (across responsibility levels and business units) with incentives to disclose information about risk exposures and their monitoring.  More specifically, the following information on the overall risk management practices of the firm should be included in the annual reports:

· The degree of involvement of the board of directors and senior management in approving strategies and policies for the aggregate risk management of the firm.

· A description of risk management policies for each business activity (trading versus non-trading) and for each significant risk factor. This includes information on reporting procedures, frequency, level and type of information provided as well as procedures for new products trading approval, limit procedures and sanctions.

· A description of the segregation of responsibilities and duties, in particular the extent of the separation of the risk taking and risk control functions of the Executive Board. What is the effective independence and action scope of the internal control function?

· Does senior management ensure that the control procedures and risk management policies are effectively implemented and respected?

· Compensation policy, particularly information on the remuneration policy of those involved in trading and the consistency between the risk management culture of the firm and its remuneration policy.

· Is the management of all risks integrated?  To what extent do the different risk control units at the product and market levels interact in order share information?

· Are the knowledge base and the level of training of the Board of Directors, the senior management and the risk controllers sufficient and regularly updated? 

· Is the performance of the risk management function evaluated and disclosed to the shareholders of the firm?

Proposition 2: The risk management disclosure policy should be complete. It should encompass and appropriately weight all core businesses and risk factors. The policy starts with a proper identification of each business activity and of the risk factors that affect earnings and value–added at this level.  However the policy should also disclose, quantitatively and qualitatively, the aggregate risk exposures of the firm and the risk structure of the on- and off-balance sheet activities.

It is crucial that the risk management policy of the firm be comprehensive and that it does not overlook the needs of a specific business unit.  For example, an emerging-markets trading desk may currently face higher market volatility or liquidity risks and thus require a stronger monitoring of its trading policies than under normal market conditions.  Proposition 2 also implies that risk management disclosure should encompass meaningful qualitative and quantitative information on both the trading and non-trading activities of an institution. For example, through third parties guarantees or collateral, many banks face larger direct and secondary credit risk exposures on their loan book than on their derivatives trading exposures.  This requires more stringent risk management policies and disclosure rules on the loan book concerning short- and long-term potential losses (especially due to credit quality deterioration), recovery risk and concentration risk.  

A sound risk management disclosure policy must comprehensively inform about the nature of the core activities.  Further it must allow market participants to have confidence that the firm has identified the main risk factors and implemented the appropriate procedures to manage those risks efficiently at the individual and the aggregate level. 

Proposition 3: The risk management disclosure policy should incorporate consensus risk assessment practices, focus on materiality and symmetry with respect to the type of information (good and bad news, quantifiable and qualitative risks) released in the annual report.

Though there is widespread debate about best practice for risk assessment, at a minimum the firm’s disclosure practices should adopt the consensus risk assessment practices. For instance, concentration risk can easily be confirmed if disclosed appropriately. Further, the firm should adapt to the rapid pace of innovation in the consensus practices to measure individual and aggregate risks.  Second, only material events and risk exposures should be disclosed rather than the economic verbiage and superficial information releases often found in annual reports. Third, perverse incentives may induce managers to disclose information asymmetrically.  Examples of violations of the symmetry principle are not hard to find. Managers often voluntarily disclose their winning bets (as a proof of their market timing skills) in contrast to their reticence concerning trading losses.  Firms disclose substantial information on well-quantified risks (e.g. market risks) and little information on poorly measured risks (e.g. liquidity or operational risks). 

 Proposition 4: Disclosure practices should be standardised in order to facilitate risk management comparisons across firms and products-market segments, in particular regarding the minimum set of quantitative and qualitative information about the management of each risk factor.

Proposition 4 strongly states the need for standardisation and comparability in the presentation of risk management information. Often risks are not even defined in a standardised way.  For instance operational risk has a unique definition for each financial firm in the sample of 79 firms referred to above.  Without standardisation it is impossible for market participants to evaluate whether the firm can manage its risks efficiently.  Toward that end, Section IV provides a simple step by step framework for evaluating the quality of market and credit risk management disclosure, based on standardised minimal requirements for the quantitative and qualitative information in the annual report.  This should facilitate comparisons of risk management practices across firms and their product-market segments.

Proposition 5: Disclosure quality should be analysed across both functions and risk factors, based on the risk management process of the firm.  This starts by distinguishing between the informational needs of trading (including the client-related and proprietary) and non-trading activities.

This last proposition allows a financial institution to disclose and discuss its risk management practices according to its main functions and to concentrate on the areas which are the most relevant in terms of size, turnover, concentration and source of profit.  It provides consistency between the economic objectives and constraints on the one hand, and the related risk management implications of each activity on the other. As mentioned in the introduction, this partitioning can adapt the degree, the precision and the quantification of the relevant information to the level of sophistication of the accounting valuation standards currently utilised in the trading and non-trading books.  Similarly, it recognises the important differences across functions: time horizon, liquidity of the assets, frequency of reporting and frequency of marking-to-market or marking-to-model.  For instance, the analysis of credit risk for the trading activities of a bank may focus more on short horizons while the analysis is longer term (generally more than one year) for the assets in the banking book. Functional separation puts an end to the myth that risk management disclosure is only derivatives trading disclosure.  Finally, it promotes a more thorough analysis of, and thus a more suitable disclosure policy for, the non-trading activities of financial firms.

Based on these propositions we next present the quantitative and qualitative information requirements for market and credit risks in the trading and non-trading activities of a financial firm, which provide a basis for evaluating the quality of the risk management disclosure.

IV. The Information Requirements for the Standard Evaluation Framework

IV.1 Disclosure for trading (including client-related and proprietary) activities 

1) Overview of the risk  management policy 

Risk management disclosure starts with a discussion of the firm’s policy regarding the identification and monitoring of the market and credit risks associated with its trading activities. In the same vein, the annual report should discuss the internal organisation adopted to manage those risks and identify the top to bottom levels of risk management responsibilities.  The report should also mention whether the firm manages those risks separately or on an integrated basis as well as the type of market risks covered (for instance, equity, foreign exchange, interest rates and commodity risks).  The report should partition by financial instruments (preferably by client versus proprietary trading activities), type of credit risks covered, concentration (across the type of assets traded), geography, industry and currency.

The report should summarise recent economic performance as well as associated major economic, political and institution specific risk factors. The average daily revenue from trading and its standard deviation should also be disclosed, compared to last year figures and analysed with respect to its origination, by asset class, currency, industry, geographical region and credit rating concentrations. Finally, the report should mention if its target trading profit objective was achieved and, if not, explain the origins of the under-performance. A profit forecast provides a good indication of the firm’s risk appetite.

2) Market risks

The quality of the market risks disclosure policy for the firm’s trading book should be evaluated with respect to a standard presentation format which is shown in the tables below and based on the following set of quantitative and qualitative information:

a) Value-at-risk information

In Table 1, Panel A, the VAR statistics for the entire portfolio are provided and include the 10-day horizon VAR of the portfolio at the 99 % confidence interval by quarter (and as of the reporting date).  The statistics also include the average, minimum and maximum VAR, over the period. Since they are required by the BIS, a 10-day horizon and a 99% confidence interval are likely to be the standard for comparison.  In light of the statistical limitations of the scaling of the VAR daily figures for longer horizons, we Table 1 should be provided for daily VAR figures as well. The aggregate portfolio VAR is then broken down by major risk category for detailed comparisons. 

Table 1

Trading Portfolio VAR

10-day versus 1-day VAR for a 99% confidence interval 



Panel A - 10-day VAR



As of Dec. 31,


       Quarter 1
    Quarter 2
    Quarter 3
    Quarter 4
Average for year
Minimum
Maximum

Total Portfolio








Interest Rates








Currency








Equity








Commodity








Panel B - 1-day VAR 



As of Dec. 31,
Quarter 1
Quarter 2
Quarter 3
Quarter 4
Average for year
Minimum
Maximum

Total Portfolio








Interest Rates








Currency








Equity








Commodity








The quantitative information set is supplemented in particular with:

· the description of the main assumptions of the various risk models (Monte-Carlo or historical simulation model, variance-covariance model, etc.) used by market risk factor type (equity, foreign exchange, interest rate and commodity),

· the main assumptions used to compute the volatilities and correlations (time horizon, weighting procedure, etc.) discussed for each major risk factor type,

· the method of aggregation across risk factors (simple aggregation, correlation based, etc.),

· the treatment of non-linear payoffs and, in particular, derivative securities by risk factors (as well as, for cross options, the handling of correlated risk factor exposures),

· the scaling method to compute the n-day VAR. Due to the limitations of scaling, a second panel B in Table 1 should present  the daily VAR figures, 

· the reference period used to compute the VAR estimates,

· the internal process for the aggregate and risk-factor-specific VAR models validation and verification.

b) Backtesting information

The annual report should comment, in particular, on the description of the backtesting method used (static versus dynamic method and based on the BIS exceptions rule or not).  It should present a VAR frequency distribution chart or a figure comparing the actual daily P&L with the one-day VAR estimate and discussing the number and magnitude of exceptions. It should present the magnitude and frequency of significant changes in the various trading books composition and their impact on the backtesting procedure. Finally, the annual report should compare the frequency of the daily (and 10-day) VAR distribution with the economic capital allocated 

c) Stress testing

Currently, there is little meaningful information disclosed on stress testing methodologies.  The recent financial crises in Asia, Russia and Brazil reinforce the need to evaluate whether the firm monitors the overall exposure of the trading books to major changes in macro-economic variables.  Examples include sharp increases in inflation and interest rates, twists in the shape of the yield curve, devaluations and sharp drops in one or several equity markets and related impact on market correlations. The most important message stemming from stress testing disclosure should be to identify whether a firm seriously assesses extreme events and the limits of its VAR models, in particular with respect to the composition of its trading books. 

The sensitivity of the aggregate and major constituents of the P&L to scenario analysis based stress testing procedures should be disclosed. The firm’s method should be discussed, including the motivation for the following choices: the stress factors, the historical period used to estimate the likelihood of market factor jumps, the impact of market disruptions on correlations across risks and the method to compute the impact of large moves on derivatives positions. 

3) Credit risks

An introductory overview should provide some concise information on the credit risk policy at the trading activities level and of its integration into the overall risk policy of the firm. This should be followed by a short analysis of the major economic and firm specific events, as well as important decisions, that affected the economic performance and credit risk exposures of the client and proprietary trading books. The total revenue generated by each book should be presented by rating class, geographic region and industrial sectors for the important market risk factors and instruments traded. The credit limits authorisation policy should be presented, mentioning in particular whether the firm has guidelines regarding the interaction with the market risks trading limits set for the various instruments traded.

The following presents the presentation format for evaluating the quality of credit risk management for the trading book, including the tables and the quantitative and qualitative information.

a) General description of trading position notional amounts

This should include the notional amounts of the aggregate trading positions.  These are broken into major asset and maturity profiles as in Table 2, by instrument type (swaps, futures, forwards and options) and by their OTC versus exchange traded specifics (or by internal rating system characteristics, though this would make cross firm comparisons difficult). Ideally, these notional amount analyses should distinguish between the proprietary and client-based trading activities.

Table 2

Trading Portfolio VAR by Market Risk Factor*
VAR as of reporting date (31.12) for a 99% confidence interval 



Maturity
Total Portfolio
Interest Rates
Currency
Equity
Commodity

< 1 year






1 year to 3 years






3 years to 5 years






> 5 years






*Information supplied could either be in notional amounts ($) or in % terms.

b) Current and potential credit risk exposures

In Tables 3 and 4, the current exposures are expressed in two ways: gross and net of netting agreements, collateral and other guarantees. They are categorised by official rating categories and by country to identify concentration risk. In addition, additional information regarding OTC derivatives past-due amounts and credit losses experienced during the period should be added.  This was recently suggested by the joint IOSCO and BIS ‘Framework for supervisory information about derivatives and trading activities’ issued in September 1998 (their suggested presentation of the table is reproduced in the Appendix).

Table 3

Trading Portfolio Credit Risk by Rating Class*


As of December 31, 
AAA
AA
A
BBB
BB
< BB

Replacement costs

(gross)







Replacement costs

(net)







Collateral held and

applied







Potential

credit exposures**







* Mention which rating class (internal / external) is used and provide correspondence if internal rating system is used.

**Based on BIS add-ons unless stated differently in the description of the internal credit risk model (the description must be provided).

Table 4

Trading Portfolio Credit Risk by Geographical Region


As of December 31, 
North

America
South

America
Western Europe
Eastern Europe
Asia

Exc. Japan
Japan

Replacement costs

(gross)







Replacement costs

(net)







Collateral held and

applied







Potential

credit exposures*







*Based on BIS add-ons unless stated differently in the description of the internal credit risk model (the description must be provided).

Given credit exposure changes over time, firms should also disclose their potential credit exposures using BIS add-ons or the firm's internal credit risk model. If the latter is used it should be explicitly mentioned below the table. To refine the trading book positions credit risk exposure analysis, the following information should then complement those tables:

· changes in credit exposure during the year,

· underlying assumptions of the internal credit risk model type (firm value, structural or rating changes based internal add-on model), input data source to the model (KMV expected default probabilities, internally computed rating migration tables, S&P or Moody’s rating migrations, etc.) as well as information regarding the exposures, the  recovery rates distribution, the joint default probabilities computation and the treatment of non-linear payoff credit sensitive claims,

· method of computation used to integrate OTC and credit derivatives default risk within the model ,

· whether the credit risk model used also accounts for the market risk sensitivities of the positions ,

· backtesting results of the internal credit risk model and stress testing scenarios and outcomes.

Finally, given the importance of integrating market and credit risks management, the firm should provide relevant information on methods and models used, for some or all of the trading books and especially for credit derivatives. The modelling approach, the integrated VAR model used and its backtesting procedures should then be discussed along the same lines as in section IV 2 together with a description of the method used to compute the correlations between the market and the credit risk factors.

c) Concentration risks

The traditional way to distinguish between OECD and non-OECD country banks, governments, central banks and agencies is out-of-date. Noting the recent credit risk crunches in Asia and Russia, and the potential systemic risk of LTC hedge fund collapse, we see that financial firms need a more refined partitioning method to understand the multiplier effects stemming from holding concentrated positions in tight or disrupted markets. Thus, concentration risk should be assessed at the rating, geographic region, currency and industrial sector levels. Along the lines suggested in Tables 5 and 6 below, the firm should present the concentration level by the industrial sector and by the major currencies of the trading positions, based on their gross replacement values. 

Table 5

Trading Portfolio Sector Concentration



As of December 31,


Replacement costs (gross)

$              %
Replacement costs (net)

$               %
Collateral held


Potential replacement costs

Financial Institutions 

· Banks

· Insurance Companies

· Asset Managers

· Hedge Funds

· Financial Conglomerates

                                        Sub-total :  





 Governments and supra-nationals     

                                            





Non-Financial Institutions

· Agriculture, Forestry, Fishing

· Manufacturing

· Construction

· Property

· Energy, Water, Transports

· Wholesale, Distribution, Leisure

· Others

                                       Sub-total :                                    





TOTAL











Table 6

Trading Portfolio Concentration Risk by Currencies



Top five currencies traded (in $ terms)
% of total traded

1. 


Concentration risk should also be identified and examined for major individual counterparties.  For instance the current gross individual and cumulative credit exposures to the 10 largest counterparties and the their fraction of the economic capital should be presented. As illustrated in Table 7 below, this could be refined by reproducing the same table for the main geographical regions, industrial sectors and rating classes.

Table 7

Trading Portfolio Top 10 Significant Counterparties

(no listing of names, but identification of the economic sector of the counterparty)* 



Counterparty Sector
% of 

replacement cost (gross)
Cumulative % of replacement cost (gross)

1. Hedge fund

2. Bank X

3. Bank  Y

4. Asset Manager

5. Insurance Company

6.

7.

8.

9.

10.



*NB: Alternatively, and for confidentiality reasons, this presentation can be replaced by a listing of all the counterparties which represent exposures above a certain threshold (for instance, above 10% of netted current or potential replacement costs), and which are ranked by alphabetical order (rather than by their exposure size).

d) Other relevant information

The marking-to-market, or any other valuation methods used for the derivative and cash instruments traded, have to be explicitly stated for each major risk category. The proportion of marked-to-model cash and derivative instruments should be explicitly mentioned for both OTC as well as exchange-traded products for the aggregate trading portfolio and for each major risk category.

IV.2 Disclosure for Non-Trading Activities
1) Introductory Remarks 

Currently, only a few banks disclose market and credit risk management figures for their non-trading activities. The disclosure is voluntary and non-systematic.  The depth of coverage is quite different from one bank to another (see for instance the detailed discussions on credit loss provisions and on highly leveraged transactions in the Bankers Trust annual report or on non-performing loans in the Bank of Norway annual report). This situation will change in the near future due to recent regulatory harmonisation efforts (e.g. the 1997 BIS guidelines on interest rate risk management for banks) and due to developments in quantitative tools both for asset/liability management and for loan portfolios and off-balance sheet item credit exposure monitoring. Needless to say, recent losses in the domestic real estate market and the international emerging and OECD debt markets (the Asian, Japanese and more recently Russian financial crises, etc.) will contribute to reinforce this trend.

Derivatives trading is no longer considered to be the only wild beast which can lead a first class financial institution to go bankrupt (remembering Barings) since the same threat can also result from a high concentration of bad loans in domestic or international financial markets. Finally, the recent merger trend has created not only mega-banks but also financial conglomerates (such as the Credit Suisse Group) for which trading is only one of numerous business lines involved.  These developments will contribute to the need to assess, globally and accurately, the risk exposures faced by a consolidated entity.

2) Market risks

a) The VAR for non-trading activities

The VAR of the aggregate portfolio at the 99 % confidence interval over a 10-day horizon should be disclosed along the same lines and categories as for the trading book (see Table 1). In addition, a discussion of the methodological aspects of the VAR computation model, the aggregation of market risk factors, the treatment of derivatives and the backtesting procedures should be added, along the lines described in section IV.2. This information allows the reader to examine the incremental contribution of the firm’s non-trading positions to the firm's overall VAR

However, three additional questions should be addressed with respect to the VAR of the non-trading activities.  First, some firms use Earnings-at-Risk rather than VAR models (see for instance Citibank's EAR model described in its 1997 annual report). EAR is difficult to compare with VAR if the firm fails to mark-to-market all or some of its holdings.  Second, the relevant time horizon of the VAR should be 10 days for the sake of comparison across firms and activities (consist with the BIS rules).  However from an economic perspective and given the structure of the balance sheet, perhaps a longer horizon, e.g. one year, would be more appropriate.  Finally, while marking-to-market is important for the relevance of the VAR figures of the non-trading activities, their meaningfulness cannot be judged without considering the liquidity of those positions over the VAR horizon. 

b) Asset-Liability Management

It is important that firms disclose information regarding the asset-liability management of their non-trading interest rate book. For the sake of comparability across firms, this should be accomplished following the guidelines in the BIS document “Principles for the Management of Interest Rate Risk” (1997).  This suggests that firms should at least provide maturity or average duration based interest rate sensitivities for all positions, categorised by time band as illustrated in Table 8.

Table 8

Interest Rate Sensitivity of Assets and Liabilities*
(negative values in parentheses)


As of December 31, 
1-3

Months
4-6

Months
7-12

Months
1-5

Years
> 5

Years

Balance Sheet






Derivative Instruments Affecting Interest Rate Sensitivity






Interest Rate Sensitivity Gap






Cumulative Interest Rate Sensitivity Gap






% of Total Assets 






*The exact method of computation of the interest rate sensitivities for each time band (maturity or duration) should be indicated.

Whenever the firm uses an exact duration (or a more elaborate interest rate model such as a static or dynamic simulation model) to estimate the interest rate sensitivity of its assets and liabilities, a brief description of the model should be disclosed.  The firm should also disclose the underlying assumptions (how many factors to model yield curve changes, what type of factors, what estimation period, etc.) and the way model handles complex securities with uncertain maturities (for instance mortgages) and embedded options. The backtesting procedure of the model for the entire non-trading portfolio and for each constituent currency denominated exposure should be discussed.

The stress testing procedure of the asset-liability model recommended in the BIS January 1997 Principles should be discussed.  This will clarify the sensitivity of economic value and of net interest rate margin to sudden large changes in the level and shape of the yield curves denominated in the relevant currencies, including worst case changes. Finally, the annual report should discuss the corrective actions the firm plans to use if such extreme movements did occur (for instance, the recent jumps in most Asian countries short term rates or the impact of the maturity rescheduling of the Russian debt).

c) Hedging policy

The discussion of the market risk exposure of the firm's non-traded activities should end with a brief discussion of the firm's hedging policy.  The discussion should include the horizons (long versus short-term hedges), derivative instruments (description of the type of derivatives used, by currency), and markets (% of OTC versus exchange-traded, domestic versus foreign market traded) for which the hedging of market risks is currently implemented. The effective performance of the hedging strategy and its impact on the firm’s annual profits should also be briefly explained for the major market risk factors.

3) Credit risks

a) Overview of the non-trading activities credit risk policy

The analysis starts with a qualitative description of the credit risk policy and whether it applies to all or part of its non-trading activities, as well as its coverage across products and markets. The firm should explicitly mention what type of rating system (internal versus external) it uses and whether or not the internal rating system is based on an internal credit risk model. In the latter case, the main features and assumptions of the model should be stated, as discussed above in section IV.3 for the credit risk management disclosure for trading activities. Furthermore, the management of counterparty risk should be discussed in terms of frequency and procedures for rating revisions, special procedures for non-performing loans evaluation and concentration risk management. In particular, the firm should clearly define its on- and off-balance sheet items (see Table 2 in the Appendix).  Further the firm should mention if it relies on an internal model to manage and thus diversify the credit risk exposure of its overall loan portfolio and to what extent it also uses it for its off-balance sheet positions. The credit losses total allowances and provisions for unexpected losses policy should be described, in particular if the firm calculates its allowances for expected losses and provisions for unexpected credit losses based on an internal credit risk model. 

The performance of its loan portfolio and off-balance sheet positions credit risk management should be briefly reviewed in light of the domestic and international performance of the firm as well as the major economic and political events during the year. (Whereas the framework is discussed in detail for the credit risk disclosure of the loan portfolio, it is explicitly intended to apply to all on- and off-balance sheet items, as listed in Table 2 of the Appendix, according to their economic importance at the level of each firm.)

b) Counter party data analysis 

More specifically, this section should include the following information in table format.

· Distribution of the loans (in % terms) according to internal/external ratings. If internal ratings are used then a description of the main features of the rating system should be included in the previous qualitative discussion and, if possible, a correspondence to an official rating system should be provided for the sake of comparison. 

· Distribution of the loans (in % terms) according to geographic region (following the same geographical regions as Table 4)

· Analysis of the loan portfolio and of its performance according to geographic region and industrial sector, along the lines proposed in Table 9.

· Analysis of the total allowances for the credit risk exposures of the entire firm and of its coverage ratio for loans, along the lines presented in Table 10.

If the institution uses an elaborate credit risk model to compute its expected and unexpected credit losses allowances, the analysis in Table 10 can be refined along the lines discussed above.  A discussion of the statistical robustness of the model-based allowances (similarly to a backtesting procedure) should be added.

Given a recent initiative by the BIS and domestic supervisors, one would expect that internationally active financial firms would rapidly conform to the following presentation format for their loan portfolio management. Ideally, these above requirements would extend to off-balance sheet positions as well (such as letters of credit as well as performance and other traded guarantees). However, the current state of financial theory does not enable the extension of the existing credit risk internal models to these instruments.

Table 9

Geographic and Sector Based Analysis of the Performance

of the Loan Portfolio



Panel A – Consumer



As of December 31, 
Loans
Non-Performing

Assets
Net Charges Off (Total Charges Off – Total Recoveries)
Loans 90 days or more past due and still accruing interest
Actual Loan Loss Provisions

Domestic






Foreign






Total Consumer






Panel B – Commercial



As of December 31, 
Loans
Non-Performing

Assets
Net Charges Off (Total Charges Off – Total Recoveries)
Loans 90 days or more past due and still accruing interest
Actual Loan Loss Provisions

Domestic Commercial

& Industrial






Domestic Real Estate






Total Domestic






Foreign Commercial

& Industrial






Foreign Real Estate






Total Foreign






Total Commercial






Panel C – Total



As of December 31, 
Loans
Non-Performing

Assets
Net Charges Off (Total Charges Off – Total Recoveries)
Loans 90 days or more past due and still accruing interest
Actual Loan Provision

Total Loans






Total Nonperforming Assets & Net Charges Off






Table 10

Total Allowances for Credit Losses & Coverage Ratio*


Panel A - Total allowances for Credit Losses (in $)



As of December 31,
1997
1996

Loans



Derivative + Foreign Exchange Contracts



Lending-Related Commitments



Aggregate Allowances



Panel B - Total Allowances for Credit Losses (in %)



As of December 31,
1997
1996

Non-Performing Loans



Loans at Period-End



Average Loans



*This table can be refined to allow for a detailed decomposition of the aggregate allowances and in particular to allow for the distinction between expected and unexpected losses based on the firm's internal credit risk model.

c) Concentration risk

For similar reasons to those in section IV.3, concentration risk is crucial at the level of the loan and other on- and off-balance sheet positions of a financial firm. Concentration risk is amplified by lack of liquidity in the short run and insolvency in the long run.  Both can quickly magnify risks for cumulated large exposures to a given sector, geographic region or a large counterparty.  Nevertheless the client-oriented nature of the loan and trade financing business makes it difficult for many medium sized institutions to avoid concentration risk. As presented in Table 11, concentration risk should be quantified at the industry level, since it is well known that the risk of a growing economic sector is less a declining sector. Concentration by currency should be presented, given the wide range of currency volatilities (as in Table 6). Finally, the ratings-based and individual-counterparty-risk decompositions of the loan portfolio exposures, provided in Tables 12 and 13 respectively, complete the identification and measurement of the concentration risk for the loan portfolio (and by analogy, for other on- and off-balance sheet positions that are listed in Table 2 of the Appendix).  

Table 11

Non-Trading Portfolio Industrial Sector Concentration

(Based on gross replacement value)

As of December 31,


1998
% secured
1997
% secured
1996
% secured
1995
% secured

Financial Institutions

· Banks

· Insurance Companies

· Asset Managers

· Hedge Funds

· Financial Conglomerates

                                         Sub-Total: 









Governments and Supra-nationals









Other Non-Financial Institutions

· Agriculture, Forestry, Fishing

· Manufacturing

· Construction

· Property

· Energy, Water, Transports

· Wholesale, Distribution, Leisure

· Others

                                         Sub-Total:









TOTAL



















Table 12
[image: image1.emf]BB

AA

BBB

< B

AAA

A


Pie Chart of Loan Portfolio Decomposition by Ratings*

*The rating source (internal or external) and computational methodology (credit risk model or accounting ratios based) should be mentioned and the pie chart decomposition should be based on the gross replacement cost of the exposures.



Table 13

Non-Trading Portfolio Top 10 Significant Counterparties for Loans

(No listing of names. Only the sector of the counterparty is identified)* 



Counterparty Sector
% of 

replacement cost (gross)
Cumulative % of replacement cost (gross)

1. Property

2. Construction

3. Bank 

4. Wholesale and Retail

5. Hedge Fund

6.

7.

8.

9.

10.



*NB: Alternatively, and for confidentiality reasons, this presentation can be replaced by a listing of the largest counterparties with exposures above a certain threshold (for instance, above 10% of netted current or potential replacement costs) which are ranked by alphabetical order (rather than by their exposure size).

c) Cross-border risk analysis 

Currently cross-border risk analysis is performed primarily by U.S. banks, although the trend may quickly follow in Europe (see for instance Barclays’ 1997 annual report). We feel that a minimum set of information, as summarised in Table 14, should be included in the annual report to present the additional political and economic risks of its foreign outstanding commitments, even if these are exchange listed products. (This is based on the March 1997 recommendations on cross-border risk by the Federal Financial Institutions Examination Council (FFIEC).)

Table 14

Cross-Border Claims Outstanding (Exceeding 1% of Assets)



As of Dec. 31,

In $ 
Total

Outstanding
% of Total Assets
Government & Official Instruments
Banks & Other Financial
Commercial, Industrial & other Private Sector

Country A






Country B






Country C






Country D






Country E






The information provided in Table 14 should be supplemented with a risk assessment of each country (or economic region) based, for instance, on an internal model which accounts for economic and political stability and for sovereign borrower reputation. 

4) Performance measurement and risk capital

When the financial models of liquidity, operational, insurance and other risks are improved and more extensively used, the framework developed here can be extended to these risks. The remaining issue is to address in the annual report is the commitment of the firm to high quality disclosure of its global risk management process. The firm should provide information that allows the reader to judge its level of risk management commitment uniformly and meaningfully across risk factors and across business activities.  It should also present how this is accomplished at the operational level and enforced across the various business units.

A discussion of the existing procedures for evaluating the performance of the risk management process within the firm and its consistency with proposition 1 should follow. In other words, market participants should be able to evaluate and compare across annual reports the value-added of different risk management policies.  This knowledge should enhance their confidence in the firm’s ability to efficiently manage its risk exposures.

Finally, the economic capital allocation process and methods should be explained. It is important that market participants learn whether decisions to maximise a well-defined objective function, such as maximising return on an aggregate risk-adjusted capital basis. (For example Bankers Trust uses the RAROC framework to adjust for market, credit and operational risks in the firm's equity attribution process).  For capital allocation purposes, the firm should identify which risks it explicitly considers and how it aggregates them, as well as how it deals with credit-rationing issues and managerial incentives to optimise its capital allocation. Ultimately, the disclosure quality level must be sufficient to meet its primary goal, i.e. to objectively inform market participants about the firm’s ability and willingness to measure and monitor risks on an ongoing basis. An important benefit of high quality disclosure is the increased difficulty of risk-shifting, whereby a manager transforms (part of) the credit or market risk exposures into not-yet-measurable risk factors. This perverse strategy decreases the firm’s apparent cost of capital while actually increasing its effective cost of capital. 

V. Conclusion

This preliminary attempt to define a standard evaluation framework for the quality of risk management disclosure is based on a functional approach and is grounded on five general propositions. The data requirements are limited to mandatory, widely disseminated and standardised data, i.e. the risk management information found in the annual report. Obviously, this information does not satisfy the timeliness principle. Yet, we are willing to compromise on timeliness since the framework’s main objective is to provide a comparison, both across firms and over time, of the quality of public risk management disclosure. This standard evaluation framework for risk management disclosure is flexible.  It can be implemented despite differences in valuation methods, in holding periods and in mandatory trading and non-trading information. To allow comparability across firms and to limit our attention to well-defined and measurable risk factors, the current framework considers the quality of disclosure only for market and credit risk factors. This choice is motivated by the need for comparability of qualitative and quantitative information, since most firms have a well-defined policy for the management of those two risk exposures. 

The framework is preliminary and should be extended to other important risk factors such as liquidity and operational risks, as the measurement methods are well defined and broadly used.  Further, the functional approach to the evaluation of risk management disclosure should be extended to financial conglomerates.  Finally, risk management is still a new and evolving field that is far from offering structured and unified solutions to problems such as financial and non-financial risks monitoring, risk aggregation, and risk-based capital allocation. The professional community is still struggling with the definition of a sound ‘global’ risk management policy, including its underlying principles, its evaluation and its value-added to market participants.  

As mentioned in section II, there are several concrete limitations and challenges to the full risk management disclosure.  First, there have been negative market responses to enhanced disclosure. Such responses occur in particular if market participants do not know how to analyse and interpret risk management information meaningfully.  This, in turn, leads to a negative perception of marked-to-market values and to a perception of greater volatility of on- and off-balance sheet assets. Thus, education of market participants plays a crucial role in enhancing the demand for and the rational responses to enhanced transparency. Second, disclosure enhancement has one fundamental pre-requisite: a sound definition of the economic value of the assets of the firm. Economic valuation is far from being settled in the finance literature (and in the accounting community) especially for illiquid assets, structured complex strategies, proprietary intangible assets and growth opportunities. Third, though standardisation of risk management disclosure in the annual report may enhance its quality, firms with more specialised and less quantifiable profit sources may find meaningful risk management disclosure more difficult. This is particularly true in the absence of valuation definitions that reveal their effective risk-adjusted performance. Fourth, the willingness of a firm to disclose is a management issue and is thus closely related to the incentive mechanisms adopted within the firm. Senior management may not have the proper incentives to enforce risk management disclosure when it communicates to shareholders, financial analysts and other market participants. They may thus use risk management disclosure as an entrenching mechanism to disguise or delay the reporting of past errors in trading and investment activities to maintain their status, bonuses and job security.

Finally, let us recall the primary objective of sound risk management disclosure: to enhance the confidence of market participants in the firm’s ability to identify, measure and manage its risks appropriately. Unfortunately, this primary goal is too often lost or distorted by the conflict between the objectives of the shareholders and the governments for risk management. The shareholders may wish to take risks which, due to measurement problems or externalities, the government may wish to limit.  This may cause managers to adopt strategies that shift risk to less quantifiable categories and thus manage risk less efficiently. We hope that our proposed framework stimulates further consideration of these issues. 
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Appendix 1

Table 1

Information about past-due OTC derivatives and credit losses1



Book value of derivatives past-due 30-89 days




Book value of derivatives past-due 90 days or more2




Gross positive market value of derivatives past-due 30-89 days




Gross positive market value of derivatives past-due 90 days or more2




Credit losses on derivative instruments during the period




1. Certain countries may apply different maturity breakdowns when assessing past-due derivatives.
Also, supervisors may wish to consider information on derivatives that have been restructured due to deterioration in counterparty credit quality or past-due status, together with information on collateral and guarantees supporting these exposures.  While included in this table's aggregate information, supervisors may wish to obtain separate information on certain categories of higher risk derivative instruments, as appropriate.


2. Information about derivatives that are past-due 90 days or more should also include information about derivatives that, while not technically past-due, are with counterparties that are not expected to pay the full amounts owed to the institution under the derivative contracts.

Source:  "Framework for Supervisory Information about Derivatives and Trading Activities", Joint Report by the Basle Committee on Banking Supervision and the Technical Committee of the International Organisation of Securities Commissions, September 1998



Table 2

Decomposition of On- and Off-Balance Sheet Items*

On-balance sheet items

Total

· of which unsecured loans

· of which secured loans

· of which real estate

· of which cash and marketable securities

· of which others

Off-balance sheet items

Total

· of which unsecured, undrawn committed facilities

· of which secured, undrawn committed facilities

· of which real estate

· of which cash and marketable securities

· of which other

· of which performance guarantees and trade letters of credit

· of which financial guarantees and letters of credit

· of which others




    * This table can also be presented with a decomposition by rating, industry, country or currency of the on- and off-balance sheet items and their provisions.
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