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CHAIRMAN'S REPORT

Bank management focused dunng 1986 on ways to
identify and monitor the different categories of risk
emanating from sophisticated hedge instruments, and to
strengthen their procedures for operating in the financial
markets.

The market for hedge products continued to expand.
Customers increasingly wanted to take advantage of these
products to protect themselves against undesirable move-
ments In exchange and interest rates as well as to seek
higher yields or lower borrowing costs by switching be-
tween different currencies and/or between fixed and float-
ing interest rates. Accordingly. the trading in these new
products spread to more and more financial institutions.

As individual institutions’ involvement grew and as par-
ticular transactions were adjusted to respond to specific
customer requirements, management became increasingly
mtent that all aspects of these new businesses be thoroughly
understood. The Committee’s work during 1986 reflected
thus concern. It pointed to the potential ramification of
documentation-related delays in interest-rate swap trans-
actions. It followed closely the progress being made to
implement bilateral netting of foreign exchange contracts,
helieving that in time this type of contract netting will provide
for a significant reduction in counterparty risk. It also dis-
« ussed the implications of a considerable lengthening of
many banks’ forward books in foreign exchange on the
accounting for profits and losses on those transactions. For
1987 the Commuttee intends to work on improving ways to
recognize and measure more precisely the risks in foreign
vxchange and related products as well asto ensure effective
hrnits and controls.

Last year, the Committee also discussed with the Federal
Reserve the possible market implications of new Federal
Reserve policlies or initiatives. The most important such
intiative in 1986 was the proposal put forward by the
Federal Reserve System, the Comptroller of the Currency
and the Federal Deposit Insurance Corporation that would
incorporate off-balance shest items in a measurement of
bank’s capital adequacy. The Committee subrmutted a re-
sponse to the Federal Reserve Board's initial proposal as it
would have related to foreign exchange and understands its
response was taken into account when the Federal Reserve
revised that initial approach.

The rapidly changing structure of foreign exchange and
related markets, together with an intensely competitive en-
vironment provided other challenges in managing a trading
operation, The Committee responded to these challenges
by updating and expanding its previous discussion of
management issues, producing a new paper entitled “Se-
lected Gulidelines for Management of a Foreign Exchange
Trading Activity.” This paper focuses on the need for clear
management guidance for traders, ethical issues, the trader-
broker relationship and operational aspects of trading. The
importance of each of these subjects cannot be over-
emphasized. The Committee urges managers of trading
rooms to assure that all dealers read and understand this

important document.
- v
T

Heinz Rieh!




COMMITTEE DELIBERATIONS ON MATTERS OF MARKET PRACTICE

The Foreign Exchange Committee’s discussions of mar-
ket practices centered especially on efforts to update its
statement of issues warranting special management atten-
tion,

In 1980, the Commuttee prepared a paper identifying
issues that pertain specifically to a foreign exchange trading
operation, many of which ware not exphcitly addressed in
other codes of good trading practice or guidelines for foreign
sxchange operations. This paper, “Selected Issues Relating
to the Management of Foreign Exchange Activity,” was
recirculated in 1982 and 1983 because the Committee felt
that it remained timely and useful in its original form.

In more recent ysars, the Committee recognized that
change in the market place had created a need for system-
atic reappraisal of these issues. The Committee believed it
still had a continuing and useful role to play. By drawing on
the experience of its members, itwas in a position to evaluate
various aspects of difficult and sometimes sensitive manage-
ment issues, as well as to define good market practice. The
Committee therefore undertook to revise its 1980 paper. In
so doing, it addressed sorme areas that were previously
unexplored and reexamined many longstanding issues.

Meanagement Guidelines

The result was a paper circulated in February 1987,
“Selected Guidelines for Management of a Foreign Exchange
Trading Activity”. This paper is different from the earlier one
in both tone and substance. The tone of the new paper
reflects the challenges to management presented by rising
transaction volume, increased market volatility, intensifying
competitive pressures and rapid turnover of personnel. in
substance, it addresses a number of new issues, many of
which have become important as a result of the changing
character of markets or the changing technology used to
support trading.

The Commitiee’s Guidslines are significant in that they
represent the views of commercial bankers and brokers
participating in the U.S. exchange market. Although they are
directed to managers of foreign exchange trading opera-
tions, others may also find it a useful document. Individual
dealers may benefit from a discussion of these issues. In
addition, much of the material is general enough to apply to
trading operations other than foreign exchange.

Need for Clear Management Guidance for Traders

In discussing the variety of issues that surfaced while
developing this paper, Committes members were impressed
by the growing responsibility now delegated to an individual
trader. Not only can a trader commut substantial resources
of his institution, but he is frequently more independent in
doing so. More dispersed operations, the greater number
and size of transactions, and growing specialization of func-
tion have all contributed to an environment inwhich there is
sometimes less immediate support for a trader in the form of
oversight or timely suggestions from other experienced
personnel.

At the same time, Committee members questioned
whether their own institutions were doing enough to prepare
their traders for these growing responsibilities. The process
of training new traders has been shortened. Turnover of
personnel has greatly increased. Thus, itis more possible to
have dealers operating with fess intimate knowledge of the
traditions and practices of that market, or the traditions and
corporate culture of his current employer. This situation can
give rise to misunderstandings about what management
expects of its traders.

Consequently, the Committee suggested a number of
areas where management should have explicit internal
policies. it also expressed the importance of communicating
those policies effectively to all trading personnel, including
those recently joining the institution.

Ethical Issues

Committee members also felt that ethical issues and
those relating to possibie conflicts of interest or the appear-
ance of such conflicts had become increasingly complex.
There was considerable sentiment for strengthening many
sections of the earlier paper. indeed, the Guidelines are
more explicit about the potential problems arising from
traders accepting gifts and entertainment. They alsoinclude
for the first time a discussion of substance abuse.

The Committee also expressed considerable concern
aboutthe potential for conflict between the individual dealer
and his institution—arising both from the dealer’s handling
of his personal finances and his use of confidential informa-
tion. Howaever, in these areas, as well as in some others, the



Committee found it difficult to make recommendations that
would be specific enough to be useful yet general enoughto
3pply to many situations. As a result, it decided to suggest
orinciples of mutual responsibility for both management
and individual dealers that might serve as a guide to sound
practice and appropriate behavior.

Trader-Broker Reletionship Reconsidered

Ofthe technical, trading issues reviewed in the Guidelines,
ihe ones pertaining to the trader-broker relationship were
imong the most challenging to resolve. The revised discus-
~ton latgely reflects the need to focus on areas of tension in
the trader-broker relationship at a time when growing trans-
iction volume and a high level of exchange-rate volatility
1dd to the stress on both sides of that relationship

One of the practices that presented controversy was the
nractice of brokers “owing points.” This practice comesinto
play, typically, when a broker cannot complete a transaction

is originally intended and the dealer insists that another
ltansaction be found at the same exchange rate The broker
nightthen suggest another transaction and. ifthe exchange
iate has moved to the detriment of the dealer, the broker
‘night make up the difference in exchange rates on a sub-
«quent transaction. A difficulty with this procedure is that
i individual dealer’s or broker’s position in points is not
uihject to management scrutiny and review. An alternative
procedure would be for the broker to issue the dealer’s
nhitution a check representing the dollar amount of the
lilterence in exchange rates.

the Committee expressed reservations about any practice
Htinvolves dealing at off-market rates, since such a practice
an readily be abused to conceal trading losses or infiate
paofits The Committee felt that procedures for dealing in
pumts are inherently unsound. Moreovar, the Committee Is
in 1ecord as expressing grave concern about any practice
that might impair brokers’ neutrality or place brokers in a
posiion of bearing market risk in foreign exchange trans-
w hons. In its 1982 paper on name substitution, 1t pointed
il that brokering firms may not have the capital to support
kueign exchange positions and the commitments they
mdertake may not have a clear legal basis.

Operational Aspects of Trading
An before, the Committee stressed the importance of

naving an efficient support staff whose size I1s consistent
~ith the scope of the institution’s trading activity. But the

new Guidelines also point to the desirability of having other
types of support for new product development and for the
management of more complicated risk exposures. For
example, provision of computer support for the pricing of
new products and effective procedures for monitoring risk
exposures are recommended.

The need to keep errors In check and problems under
control is &ll the more pressing, given sharply increased
trading volumes. Deal confirmations and conversation taping
practices in use at active trading institutions are described
and suggested as means of facilitating problem resolution
and minimizing costly errors. There is also a discussion of
the control procedures that the Committee views as appro-
priate for addressing the risks associated with payments
made to parties other than principals to transactions. A
nurmber of measures useful In authenticating and verifying
such “third party” payments are enumerated.

In discussing twenty-four hour trading, the Guidelines
incorporate the discussion of management control proce-
dures applicable to off-premise trading contained in the
1980 paper. In addition, the use of stop-loss orders, which
has increased with the growth of trading after normal busi-
ness hours on the East Coastin recent years, is also discussed.
The Guidelines point to the need for management to establish
clear policies about the acceptance and execution of such
orders.

Interest-Rate Swap Documentation Practices

In some of its other work, the Committee discussed prac-
tices in the interest-rate swap market lts interest in this
market goes back to a request from a market participant,
asking the Committee whether it could endorse any set of
terms and conditions for the trading of these instruments in
the United States.

In considering this issue, the Committee had several dis-
cussions during the course of the year with the International
Swap Dealers Association (ISDA) concerning that organi-
zation's efforts to achieve greater standardization in swap
markets. The Committee learned that ISDA had at first
focused its efforts on developing a common vocabulary for
this market. In so doing, it drafted the ISDA code, which
provides a menu of terms and prowisions that may or may
not be used inindividual contracts. The ISDA code onginally
dealt only with single currency swaps, unlike those suggested
by the British Bankers’ Association (BBA) which may apply
to several currencies as well as to several different types of




swaps. But the ISDA code is more inclusive than the BBA
terms in providing for both short- and longer-term swaps.

The ISDA told the Committee that, by early 1986, a real
consensus on standardizing the documentation governing
swaps had been reached. The process of achieving con-
sensus had been difficult given the diverse nature of ISDA’s
membership and the international character of the group.
But the ISDA hoped soon to have a pure interest-rate swap
agreement document prepared for use in New York. The
intent was to go beyond the menu approach of alternative
choices The group expected to develop a comprehensive
enough agreement to make amendment unnecessary in
most cases. although any two parties would still be able to
delete or add particular provisions as they desired. The
Committee welcomed this effort and indicated it was pre-
pared to lend support in any way possible.

Asmentioned inlastyear’s Annual Report, the Committee
had been concerned about substantial delays in the comple-
tion of final documentation for interest-rate swaps. An
informal survey of institutions represented on the Committee
showed that all respondents required full-length documen-
tation for swaps, but eighty percent experienced significant
delays in receiving it. When asked whether they considered
the transaction binding at the time confirmations were
exchanged or documentation was completed, sixty percent
answered at the time of documentation while the remaining
forty percent replied upon the exchange of telexes.

The Committee was reassured by {SDA representatives
that, notwithstanding these delays, few problems had ansen
and many institutions have taken steps to rectify the situation.
A number of the most active swap market participants, for
example, had mailed copies of their documentation to per-
haps twenty or thirty potential counterparties in an effort to
resolve any issues ahead of time and thereby avoid the
possibility of delay at a later date.

Nevertheless, the Committes felt it would be useful to
bring some of the issues surrounding documentation-related
delays to the attention of management, particularly those
that might not be so familiar with practices in this market. It
therefore circulated a letter recommending the formulation

of internal policies to foster expeditious compietion of swap
documentation. The letter aiso elucidated some of the risks
associated with documentation delays, most especially the
risk of counterparty non-performance and the risk of resale
of the swap.

_Standard Terms and Conditions for
Foreign Currency Options

At the start of the year, the Committee’s Options Task
Force was studying the BBA terms and conditions for inter-
bank options trading in London to determine whether these
terms could appropriately apply to interbank trading in the
United States. The Committee circulated a proposal for
public comment that suggested only a few specific modifi-
cations to BBA terms.

The comments received suggested that some further
modifications to the BBA terms might be desirable. Inoneor
two cases, there was a fair amount of consensus about the
changesto be made. For example, itwas generally proposed
that the specification of the premium payment date be
changed. The BBA terms state premiums are due two busi-
ness days after matunty, even if the market for the underlying
instrument s closed. The preferred alternative in these cases
would be that premiums be due on the next spot value date
in the underlying market.

Some comments reflected disappointments with the pro-
posal to delete some of the BBA terms. Specifically, some
{elt that the terms on assignability, standard maturity dates,
and clauses dealing with surrender should not be omitted.
There remained a question, however, whether these provi-
sions would be either relevant, given the Task Force's pro-
posai to provide only for cash settlement, or consistent with
many states’ gaming laws.

inasmuch as a number of legal questions were involved,
the Task Force referred to its legal subcommittee proposals
for amendmaent to the original Committee paper. As of year
end, this subcommittee was still receiving examples of
options contracts from market participants. These contracts
waere being used to assess current market practice and the
scope for effective standardization.




THE COMMITTEE’'S ADVISORY ROLE TO THE FEDERAL RESERVE BANK OF
NEW YORK AND OTHER OFFICIAL INSTITUTIONS

On a number of issues the Committee served as a channel
for two-way communication between market participants
and the Federal Reserve or other official institutions. Many of
these issues related directly to policies or proposals of the
Federal Reserve.

Proposed Risk-Adjusted Capital Standard

The Board of Governors of the Federal Reserve System,
along with the Comptroller of the Currency and the Federal
Deposit Insurance Corporation, issued a proposal early In
1986 to increase the sensitivity of their capital policies to
bank risk exposures by computing a “suppiemental nsk-
adjusted capital measure”. The proposal was not intended
to substitute for examiner judgment in the assessment of an
organization's capital adequacy or, at least for the time
being, to replace currently used capital measures. It was
intended to be an additional tool, in effect prowviding a
“second opinion” to encourage banks to make adjustments
in either the risk composition of their portfolios or their
overall level of pnmary capital. It also represented the first
effort by U.S. bank regulatory agencies to incorporate off-
balance sheet items in a capital requirement.

According to the propasal, the aggregate dollar value of
assets and off-balance sheet items would be placed in one
of ive nsk categories. A comparison of the sum of weighted
values with primary capital would be part of the determina-
tion of bank capital adequacy.

in the 1986 proposal, the Board requested comments on
methods of evaluating the risk associated with foreign
exchange trading activities, so that foreign exchange could
be covered by the regulation at a later date. It also solicited
commentary on the appropriateness of applying to foreign
exchange some of the techniques developed for measuring
nsk al U.S. government securities dealers.

in discussing this proposal, members of the Committee
felt that the risks entailed in foreign exchange were relatively
small Market risk, the risk that exchange rates would move
Inaway to generate losses on a bank’s net foreign exchange
position, was reflected by the practice of marking that posi-
tion to market routinely. Gap risk, the risk that interest-rates
would move in a way that increased the cost of funding
mismatches in a bank's forward foreign exchange position,

was no different than the interest-rate risk banks assume in
their other operations. Credit nsk (including country risk), the
risk that a counterparty would fail to perform on a contract,
was real and, arguably, could be capitalized. But, they
argued, the bulk of the counterparties on banks’ outstanding
foreign exchange contracts are high quality credit nsks. In
any case, the amount at risk is far smaller than the total of all
outstanding contracts since contracts that become non-
performing prior to the value date can be replaced.

Committee members also expressed distrust of any me-
chanical application of ratios. They preferred the present,
discretionary examination process They also felt that any
ratios or formulas that might be developed should be applied
uniformly among commercial, foreign and investment banks
to avoid market dislocation caused by uneven imposition of
requirements.

A representative of the Federal Reserve noted, however,
that examiners must make subjective judgments under
current examination procedures and the regulatory authori-
ties would feel more comfortable having some guidehines
which examiners could use as a base onwhich to build their
ultimate judgments. in addition, regulators would feel 1t
appropriate for management to decide explicitly how its
institution’s capital should be allocated to support the risks
involved in its various business activities. Moreover, the
international trend was to adopt a risk-based capital system
If the United States did not move along a similar path,
potentially undesirable competitive disparities might develop.

Committee Response to Proposal

In light of these comments and the Committee’s advisory
role to the Federal Reserve, the Committee decided to draft
aresponse tothe request forcomment. itwas clearfromthe
start that, on a topic of this complexity and with the Com-
mittee’s membership so diverse, there would be a wide
variety of opinions. It was also clear that banks were sub-
mitting responses directly that incorporated the specific
opinions or views of their institutions. What emerged from
the Committee was different. The letter the Committee sent
to the Board of Governors represented a consensus view,
broadly shared by the commercial bankers of the Commttee,
acting either on behalf of their banks or as individual market
participants.
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Asitturned out, the Committee’s letter was one of the few
the Board received that focused on the issues relating to
foreign exchange. it served to reinforce the proposition—a
proposition for which the regulators already had some
sympathy—that it is inappropnate to use a single figure for
outstanding foreign exchange contracts, such as the one
reported on Schedule L of the Call Report, as a basis for
measuring risk in foreign exchange.

Inthe end, the Federal Reserve’s proposal was later revised
and put out for comment again early in 1987. The revisions
partly are in response to the comments the Board received
and partly the result of a decision to adopt a common
framework with the Bank of England for estabilishing a risk-
based capital adequacy requirement.

Proposed guidelines for incorporating foreign exchange
risk were put out for comment in a supplemental proposalin
March 1987, providing the Committee an opportunity for
further discussion of the issue this year. A variety of other
issues relating to nsk management in foreign exchange
were also put on the Committee's agenda for 1987.

Caps on Daylight Overdraft

At one of its meetings sarly in the year, the Committes
also discussed with representatives of the Federal Reserve
some of the possible implications of the Fed's implemen-
tation,onMarch 27, 1986, of its program to reduce payment
system risk by capping daylight overdrafts.

The Federal Reserve indicated it was concerned that a
bank may pose a threat to the entire payments system
whenever it has an excessive net debit position with respect
to all other banks. There also is a view that the payment
system is being exposed to this risk routinely because of the
large volumes of transactions resulting from trading in
financial markets, volumes that are excessive relative to the
financing requirements of a sound economy.

In an effort to contain these risks, the Federal Reserve had
decided to tighten the requirements for Fedwire and other
large-dollar payment networks wishing to be eligible to use
Federal Reserve net settlement services. Specifically. for
networks that settle through Reserve Banks, limits were to
be piaced on the maximum amount any one bank wouid be
willing to receive from each other participant in the network
(“a bilateral net cradit limit”) as well as on the amount of
intra-day credit senders may incur (8 “sender net debit
cap”). The Federal Reserve had also strongly encouraged
depository institutions to establish a limit on "sender net

debit caps” that would apply across all wire transfer
systems.

The Federal Reserveindicated its desire that the transition
to the new system go smoothly and recognized the need to
exercise some flexibility in dealing with the problems that
would inevitably arise at the beginning it had been exam-
ining the payment flows of a sample of banks since October
1985 in an effort to anticipate and monitor the types of
changes in payment flows that might be expected 1o occur
in response to this program. It also indicated it would watch
for signs of large shifts in transactions among payments
systems.

During the discussion, Committee members expressed
concem that the imposing of limits on the cleanng of pay-
ments might lead to a prioritization of payments to be
cleared. In the event that bank funding received top pnority,
delays in settlement of foreign exchange transactions could
result, perhaps reducing exchange market liquidity. An
additional concern was that, to the extent the Fed program
affected reserve management practices, a two-tier, intra-
day Fed funds market might develop in which funds delivered
earlierin the day could command a higher pnice. During the
course of the year, however, neither of these developments
appear 1o have occurred.

Bilateral Payments Netting and Contract
Netting Compared

The Federa! Reserve representative cautioned that any
bank attempting to net payments vis-a-vis another counter~
party might be regarded as acting to avoid the central
bank's risk reduction program. He made a distinction
between bilateral payment netting and bilateral contract
netting.

Bilateral payment netting involves an intra-day exchange
of gross payment messages without accompanying funds
transfer, except for an end-of-day net settlement. The
institutions involved continue to be legally abligated to each
other for each and every individual payment.

Contract netting, by contrast, involves an explicit, formal,
and legally binding agreement to substitute net payment
obligations for gross obligations. In this case there clearly 1s
a reduction of risk for both counterparties The Federal
Reserve Bank of New York has generally supported the
Committee’s effort to establish contract netting as it appliss
for example, to foreign exchange (see p 52-58).




Regulation of OTC Options and Futures Markets

The Committee addressed in a variety of ways some of the
issues surrounding regulation of the over-the-counter {OTC)
options and futures markets, including the question of juris-
diction of the Commodity Futures Trading Commission
(CFTC). Under current practice regulation of these markets
i» ambiguous.

Late in 1985, the CFTC asserted that limits placed on the
CFTC's regulatory authority by the 1974 Treasury Amend-
ment to the Commodities Exchange Act did not extend to
trading in OTC futures involving certain non-institutional
counterparties. In its interpretative letter, the Commission
asserted that it had jurisdiction over the marketing of off-
xchange futures products to the general public. The CFTC
requested comment on this interpretation of its regulatory
responsibilities from market participants and others. In re-
sponse, the CFTC received such a wide range of opinion as
10 make 1t difficult for the agency to discern areas of consen-
15 that would satisfy both the regulators and the industry.

When CFTC Commissioner Susan M. Phillips visited the
toreign Exchange Committee, she expressed appreciation
for industry participants’ desire to expand their off-exchange
activities. At the same time, the CFTC was concerned that
there are significant regulatory gaps. The present environ-
ment appeared to be permitting an increase of fraudulent
acbivities, leading the agency to doubt that there was
adequate protection for the public. Fraudulent “boiler-room”
transactions are often associated with, but not necessarily
hited to: (1) a sales force which solicits customers through
commercial mailing lists and uses “canned” telephone sales
ptches, (2) misleading promotional materials, and (3) exten-
-Ive advertising in newspapers of general circulation.

Commussioner Phillips appeared to believe that a resolu-
tion of the regulatory ambiguity required legislation. In the
mtenm, she was interested in exploring possible alternatives
for ionitoring market developments. She invited industry
proposals for solving regulatory problems and gave exam-
ples of some specific areas where industry initiatives might
be particularly helpful: clearance standards, accounting
dinclosures, and internal controls She explained how the
(1 1C had supported sfforts by some other industry sectors
1o establish a self-regulatory organization (SRO).

Task Force Study

In the meantime, the Committee’s Options Task Force
hrmshed its study of the regulatory issues surrounding options

as weil as futures. In a paper submitted to the Committee,
the Task Force recommended, among other things, that the
final solution to the regulatory ambiguity permit the CFTC to
continue its regulation of the retail portion of the OTC market
for currency options, but to exclude the wholesale portion of
the market from its junisdiction (see pp. 32-50).

The Task Force paper argues that the legal basis for its
recommendation can be found in the Treasury Amendment
that excludes the interbank foreign exchange market from
CFTC pnsdiction. The wholesale OTC market for foreign
currency options is presumed to be primarily an interbank
market. That is, most of the dealers in the market are commer-
cial banks and currently regulated by the banking authorities,
and their customers are sophisticated, institutional investors.
The CFTC's task is primarily that of consumer protection.
According to the Task Force proposal, its jurisdiction would
be limited to the retail market for currency futures and
options, especially where dealers report to no other regula-
tors and where customers may be less sophisticated.

This paper was endorsed by the Committee, which then
presented it to the Federal Reserve Bank of New York. it
urged the Fed to consider the proposals seriously, help
resolve the outstanding questions concerning the regulatory
and legal basis for these markets, and in so doing work
closely with the other relevant regulators.

Market Developments

During a year in which substantial exchange rate adjust-
ments were taking place, the Foreign Exchange Committee
served as a useful forum for discussion of current and pro-
spective market developments. In light of the increased
policy coordination that was occurring among the major
industrial countries, the Committee often discussed market
responses to official commentary and actions. Near the
beginning of the year, market participants were looking to
official statements to diminish the confusion created by
conflicting signals coming from economic indicators. By
mid-year, however, a number of Committee members ex-
pressed the view that official comments about the dollar
were a source of market uncertainty.

Though the Committee’s market commentary was largely
focused on exchange market developments, it touched also
on changes taking place in the structure of the exchange
market. Several members noted increases in the number of
investors who prefer to use the foreign exchange market
rather than-organized exchanges to establish highly lever-
aged positions taken in anticipation of changes in market




volatility. A number of explanations for their preference for
the interbank market were offered. Not only are personal
relationships established in that market, but it offers twenty-
four hour trading opportunities and the possibility for execu-
ting larger transactions. Some also expressed the opinion
thattransactionsintheinterbank market may beless expen-
sive to these customers.

Foreign Exchange Turnover Survey

The Committee welcomed the results of the turnover
survey of foreign exchange conducted by the Federal
Reserve Bank of New York in March 1986. It had recom-
mended that the survay include investment banks and be
coordinated with similar efforts by central banks abroad
covering other markets.

The Committee was able to advise the Federal Reserve
about possible reporting difficuities the respondents 1o the
survey may have encountered. In general, Committee mem-
bers did not feel there was any reason to suspect systematic

bias in the survey results.

Committee members found useful the inclusion of invest-
ment banks and the results of surveys in foreign markets.
Many members were impressed by the growth of the Tokyo
market between 1983 and 1986. (See pp 59-6Y for report
of the U.S. survey results.)

Federal Reserve Lines With Brokers

Asinthe past, the Federal Reserve Bank of New York took
advantage of the forum provided by the Commuttee to dis-
cuss certaintechnical aspects of its operating methods. The
Federal Reserve, for example, indicated that it had instalied
telephone lines with several exchange brokers in New York
in order to obtain timely information on market prices The
bank expressed the hope that this change would in no way
alter its good working relationships with banks. Although it
can use brokers fines to obtain current prices, it stil refies
heawvily on the banks with whom it has relationships for
commentary on market developments,



BILATERAL NETTING OF FOREIGN EXCHANGE CONTRACTS

Dunng the course of the year, several New York banks
worked on finalizing master agreements to implement bi-
lateral foreign exchange netting for intra-New York trading.
An example of such an agreement was presented for discus-
sion at one of the Committee’s meetings (see pp. 54-58).

The fundamental element of the bilateral netting provi-
sions is that, by mutual agreement, all foreign exchange
obligations payable on the same settlement date between
New York offices of the participating banks will be netted to
produce a single payment obligation on each settlement
date for each currency traded. This procedure begins when
« foreign exchange trade is confirmed. As soon as possible
nach of the two parties to the transaction transmits details of
the trade to the other. If the details received from the other
party are comparable in every respect, the transaction is
regarded as “matched" and notice of the successful match-
g 1s transmitted to the other party. Then the transaction is,
under most circumstances, netted automatically. That is,
vach party’s obligations in respect to that transaction shall
be automatically satisfied and replaced by an obligation to
make a net payment on the relevant value date.

The agreements for intra-New York netting also contain
provisions for automatic close-out in the event of bankruptcy
of either party or a comparable svent. These provisions
spacify that a close-out amount be calculated by converting
the net payments due for each settiement date into U.S.
dollars and discounting these amounts to present value.

These agreements are generally similar to the model
natting agreement first proposed by the Committee in 1984,
Thatagreement was notiniended to be complete. Itwas put
torward only as a model and therefore dealt only with the
most general issues. |t was clear from the start that any two
m«titutions actually attempting to estabilish a bilateral netting
arrangement would feel the need for more detail and possi-
bly new provisions to suit the parties’ needs.

Dunng 1986, netting procedures came closer to being
implemented in both New York and London. In New York,
the effort to implement netting has been carried out largely
by indwvidual parrs of banks. In London, the effort has been
organized by a group of interested banks, now organized as
«+ hmited partnership, to establish the legal basis and the
procedures for netting as well as to develop and market a
spocially fitted microcomputer and appropriate software to

accomplish netting.

As these efforts proceeded, the Federal Reserve and the
Bank of England were asked for their opinion about specific
aspects of the netting proposals. The central bank responses
in each case focused on the specific questions asked and
frequently dealt with individual provisions of a draft netting
agreement as it existed at the time of the request (see
pp. 52-53). As a result, some aspects of the central bank
letters may not be of continuing interest. Nevertheless, the
major points of those letters are still applicable.

Federal Reserve Views on Netting

The Federal Reserve Bank of New York was asked by
Chemical Bank how netted foreign exchange transactions
should be reported in the Call Report. The Bank responded
that the supervisory authorities had agreed that the reporting
of net amounts outstanding under a contract provided forin
a master netting agreement—one that effectively has re-
placed the original, individual foreign exchange contracts—
would satisfy the Call Report instructions for reporting
commitments to purchase foreign currencies and U.S. dollar
exchange. This conclusion rests on the assumption that the
agreement under which the contracts have been netted is
binding and enforceabls. A bank should be prepared to
demonstrate to an on-site examiner that it has reasoned
opinion of counsel to substantiate this assumption.

More generally, the Federal Reserve Bank of New York
sees bilateral netting arrangements as an opportunity to
lower banks' counterparty limits. It urges banks to take
“direct and proportional” account of their netting arrange-
ments in considering their counterparty limits and suggests
that examiners will review these limits in the light of banks’
netting arrangements with others.

Bank of England Views on Netting

Meanwhile, the Bank of England indicated no objectionto
netting under “novation” of forward foreign currency trans-
actions. The Bank also indicated it would accept netted
forward positions on any of the relevant reports banks sub-
mit. The Bank of England expects each netting bank to
satisfy itself as to the legal validity of its netting arrangements
and to make commensurate reductions in its counterparty
limits with other participating institutions.




CALCULATION OF FORWARD FOREIGN EXCHANGE GAINS AND LOSSES

The Committes noted that several major banks have
adopted a net present value ("NPV”) method of calculating
profits and losses resulting from forward foreign exchange
transactions. This method may not necessarily be applicable
for all banks. Those that adopted the NPV method generally
were institutions having significant leveis of activity in long-
dated forward transactions {loosely defined as contracts
with matunties in excess of 12 months). They made the
accounting change in an attempt to provide a more eco-
nomic view of the cash flows from these transactions and to
avoid overstating the amount of future profits.

Up until recently, banks almost exclusively used a “rebate”
method of accounting. According to the rebate method,
forward foreign exchange contracts entered into as partofa
trading or positioning operation are marked to market atthe
current market rate for the appropriate maturity on the
occasion of periodic balance sheet dates. A gain or loss is
computed to be the difference between (1) the doliar value
of the foreign currency forward commitment at the con-
tracted forward rate (or the forward rate last used to revalue
that contract for the preceding accounting period), and (2)
the dollar value of the contract at the forward rate prevailing
at the time of revaluation for the remaining maturity of the
contract The sum of all gains or losses thus calculated for
each contract is taken into foreign exchange income for the
current accounting pernod.

The NPV method is a variation of the rebate method under
which the gains and losses above are discounted to take
into consideration the time value of money (see Exhibit 1).
Discounting the value of outstanding contracts may facilitate
management of a foreign exchange portfolio composed of
contracts of varying tenors. By discounting the expected
cash flows from the existing foreign exchange contracts a
trader can evaluate his portfolio position by taking account
of the cost of funding the position between mismatched
maturities (see Exhibit |1).

Profit recognition under the two methods will differ (see
Exhibst 1), The rebate method will show higher gains or
losses at earlier contract revaluations and lower gains or
losses in subsecuent revaluations. However, the total gainor
loss recognized over the Iife of the contract will be the same
under both methods

The key determinants of the impact of discounting are the
level of the discount rate used as well as the iength and the
remaining tenor of the contract. The higher the discount rate
and the longer the remaining tenor, the greater the difference

in profit or loss between the rebate method and NPV method
valuations early in the life of a contract The discount rate
chosen should reflect the cost of funds tfor the remaining
tenor of the contract. Mechanically, the easicst approach
would be to choose a discount rate at the imtiation of the
contract and use this rate throughout its hife (as Hlustrated in
Exhibit I11). It would be more realistic, however. to adjust the
discount rate each time the contract is revalued and a new,
unrealized gain orloss amount is developed This refinement
affects only the timing of the recognition of gains or losses
over the life of the contract—the total gain or loss recorded
on the contract would be the same whether a fixed or
floating discount rate 1s used.

The impact on gross income of ignoring discounting may
be considerable when the effects on income taxes and
dwidend payments are also taken into account. Assuming a
net gam, the iIncome taxes and dividends patd under the
rebate method may cause a cash outflow thought to be
excessive in economic terms. The full amount of the outflow
must be funded, since the future cash inflow related to the
profits has not yet occurred.

The application of discounting to foreign exchange con-
tactsis not explicitly provided for by the Financial Accounting
Standards Board in its statement concerning foreign ex-
change (FASB 52)'. Some accountants have expressed the
view that the FASB 52 guidelines seem to suggest that
contracts should be accounted for using either the straight
line or the rebate method, and note that no mentionis made
of NPV. However, trading of long-dated foreign exchange
forwards, where discounting would have a material impact,
was not as large an activity at the time the statement was

_ written as itis today. Given the growth of this activity, FASB's

Emerging Issues Task Force recently reviewed thisissue and
reached a consensus that the NPV method is allowed but
not required.

Members of the Committee concluded from their dis-
cussions that the NPV method might be considered as an
alternative method of accounting for foreign exchange
forwards where the impact of discounting might have a
material effect. However, any bank considering a change in
its accounting procedures should thoroughly review any
proposal for change with their accountants

1Financial Accounting Standards Board Statement No §2. Foreign Cur-
rency Translation, (Stamford, Connecticut FASB 1981)




EXHIBIT |

COMPARISON OF REBATE AND NPV ACCOUNTING RESULTS FOR MATCHED CONTRACTS

Assume the holder of a contract to purchase 1,000 foreign
currency units (“FC”) in three years for $2,900 (FC1 =
$2 90) decides to close out the position by entering into an
offsetting contract to sell 1,000 foreign currency units when
the current forward rate is FC1 = $3.10. Hewould lock in a
$200 gain to be received in three years.

If exchange rates subsequently move, the dollar value of
these contracts will change at the time of revaluation. But
the changes in value of the two contracts will be offsetting.

. .umethatthe exchange rate forthe FC changes(to FC1 =
$:3 00) by the end of the reporting period. The value of the

purchase and sale contract are now of equal dollar value.
But relative to the exchange rates at which the transactions
were executed, the purchase and saie contracts have each
increased by $100. Under the rebate method, therefore, the
$200 gain would be recorded currently as a profit.

Under the NPV method, there would still be a gain. But
instead of $200, only the present value of the future $200
cash flow would be recorded as a profit. If the relevant
interest-rate were 10 percent, the discounted present value
would be $150 and the “overstatement” of profit under the
rebate method would be $50 (see below).

Revaluation of FC Exposure Pogition in U.S. Dollars

(+ = long position; — = short position)

Book Value Discount

in Dollar Current  Value at New Rebate Factor Discounted

Period FC Amount Equivalent Market Rate Market Rate _ Profit/Loss  for Period* _ Profit/Loss
col. (1) col. (2) col. (3) col. (4) col. (B) = col. (6) col.(7) =
col. (2) — col. (4) col. (B) x col. (6)

Youar 3 . +1.000 ~2.900 3.00 -3.000 +100 751 + 75
Yoar 3 -1.000 +3,100 3.00 +3.000 +100 .761 + 75
Nut Position -0- + 200 -0- +200 180

*Dra aunt factor for an interest-rate (i) of 10 percent obtained from present value tables where the present value (Py) of future iIncome flows (Py) are calculated

w « ording to the formula

Py

(1 +i)




EXHIBIT Il

COMPARISON OF REBATE AND NPV ACCOUNTING RESULTS FOR UNMATCHED CONTRACTS

Assume the holder of a contract to purchase 1,000 foreign
currency units ("FC") in two years for $2,800 (FC1 = $2.80)
also holds a contracttosell 1,000 FC units at $3,100(FC1 =
$3.10) three years hence. His net position shows a profit of
$300. But, asin the first example, hais subjectto the risk that
the value of the contracts may change over time so that he
may record a profit or loss.

Assume that the exchange rate for the FC changesto FC1
= $2.70 for a 2 year contract and to FC1 = $3.00 fora 3
year contract at the time of revaluation. in this case, the
value of the purchase contract has declined by $100 while
the value of the sales contract has increased by $100.

Underthe rebate method, the forward sale for settiement

three years hence with an unreahized gain of $100 may be
viewed as a perfect offset to the forward purchase for settle-
ment two years hence with an unrealized loss of $100, and
the net loss on these contracts would be zero

There is. however, a real economic loss embodied in this
position. If these two contracts had to be ciosed out at
today’s exchange rate with perfectly offsetting contracts,
-the $100 loss received in the second year wouid have to be
funded until the $100 gain is realized in the third year.

The NPV method reflects this economic loss by discount-
ing the two-year loss and the three-year gain to reflect the
funding costs. The result 1s, at a 10 percent interest-rate, a
net loss of $8.

Revaluation of FC Exposure Position in U.S. Dollars

(+ = long position; — = short position)
Book Value ) Discount

in Dollar Current  Value at New Rebate Factor Discounted

Period FC Amount Equivalent Market Rate Market Rate Profit/Loss for Period* Profit/Loss
col. {1) col. (2) col. (3) col. (4) col. (5) = col. (6) col. (7) =
col. (2) ~ col. (4) col. () x col. (6)

Year 2 +1,000 -2,800 2.70 —-2.700 ~100 .826 - 83
Year 3 -1.000 +3,100 3.00 +3,000 +100 751 + 75
Net Position 0 + 300 + 300 -O- - 8

*Discount factor for an interest-rate {i) of 10 percent from present value tables. See note in Exhibit |




EXHIBIT I

Calculation of Forward Foreign Exchange Gains and
Losses Over Life of Contract Under Rebate and NPV Methods
Using a Constant Discount Rate

Assume that an institution has a forward book in FC units
involving a purchase of FC 1,000 forvalue in 2 years, bought
a1$2,800 (or FC1 = $2.80) and a sale of FC 1,000 for value
in 3 years, sold at $3,000 (or FC1 = $3.00).

Assume that a fixed discount rate of 10 percent is used to
calculate the cost of funds. Assume also that the spot and
forward foreign exchange rates relevant to these transac-
tions and the revaluation of these contracts is as displayed
helow:

Assumed Spot and Forward Exchange Rates:

Contract End of End of End of

Rate Year 1 Year 2 Year 3
Hpot $272 $288
1 Yoar $274 $289
2 Yours $2.80 $2.92
1 Yoors $3.00

At the end of the first year, the position would be revalued
in the same way as in the previous examples.

At the end of the second year. the value of outstanding
¢ ontracts s again revalued to take account of the changesin

exchange rates that occurred between the end of the first
and second years. In addition, accountis taken of the interest
earned on the $66 gain posted for the first year's purchase
contract as well as the cost of funding the $55 loss on the
sale contract for the current year. A similar procedure is
followed for the third year. But this time account is taken of
the interest earned in the second year from the investment
of the $66 first-year gain as well as of the interest earned on
the second-year gain of $27. Since the sale contract was no
longer onthe books, having expired atthe end of the second
year, there was no longer any account taken of that contract
(see table).

The cumulative resuits of the two accounting procedures
are the same, as long as the profit and loss includes the
interest component from amortization of the discount. The
cumulative profit of the position over the three years is $40
in both cases. The purchase contractresulted in a cumulative
loss of $80, and the sale contract resulted in a cumulative
profit of $120.

Profit/Loss Realized

Year Cumulative
Accounting Method 1 2 3 Total
Rebate +20 +10 +10 +40
NPV +11 +9 420 +40

The timing of the resuits differs, however, according to the
procedure used.

Revaluation of FC Exposure Position in U.S. Dollars

(+ = long position, — = short position}

Eamings on
Investment of
Discounted
Book Value Profit/Loss NPV
in Dollar Current Value st New Rebate Factor Discounted Over Remaining Total Return
Period FC Amount Equivalent Market Rate _ Market Rate Profit/Loss for Period* Profit/Loss Lite of C ot on Contract

col (1) col. (2) col. (3) col (4) col (5) = col {8) col (7) = col (8)* col (9) =

col (1} xcol (3) col (2) — col (4) col. (B} x col (6) col, (7) + col (8)
end of year 1**
Yoar v +1,000 -2,800 274 -2.740 - 60 81 - BB - 66
Yono { -1,000 +3,000 292 +2.920 + 80 83 + 68 + 86
end of year 2°*
Yoar ) +1.000 -2.740 272 -2.720 - 20 1.00 - 20 - b - 25
Yoar | -1,000 +2,.920 289 +2,890 + 30 .91 + 27 + 7 + 34
end of year 3**
o -1.000 +2.890 288 +2.880 + 10 100 + 10 + 10 + 20
C urnulotive Profit + 40 + 28 + 12 + 40

*Haprasents costs of funding $65 loss for last year of contract at an interest-rate of 10 percent. as well as the income from investing the $66 gan for two years
andd thy $27 gain for one year at the same interest-rate

**C antract portfolios should be revalued on a monthly basis. Yearly revaluation were used only to simplify the illustration




THE COMMITTEE'S RELATIONSHIPS WITH OTHER ORGANIZATIONS

The Committee’s deliberations on matters which were of
concern to other groups fostered the development of con-
tacts with other organizations. For example, the Committee's
study of the issues surrounding the use of standardized
terms and conditions in interest-rate swaps led to the estab-
lishment of contact with the International Swap Dealers’
Association (ISDA) whose Code of Standard Wording,
Assumptions and Provisions for swaps has provided a basis
for standardization.

As questions about market practice with respect to docu-
mentation and confirmation procedures became of particular
interest, the Committee invited ISDA representatives 1o a
meeting to exchange views and learn more about the Asso-
ciation’s work before continuing1its own deliberations. ISDA
was represented by John Toffolon of First Boston and Darvel
Cunningham of Cravath, Swaine and Moore, the ISDA draft-
ing counsel. They gave presentations on both 1SDA work
and the swap documentation process. Later in the year,
whenthe Committee decided to circulate a letter concerning
documentation practices to its membership, the ISDA was

asked 1o review and comment on Committee drafts.

The Committee’s ongoing interest in the regulatory struc-
ture of OTC markets prowvided the impetus for a luncheon
mesting with Commissioner Susan Phillips, Chairman of the
Commodity Futures Trading Commission (CFTC). A number
of institutions represented on the Committee had com-
mented on the CFTC's 1985 interpretative letter which
asserted CFTC jurisdiction over the marketing of off-
exchange futures products to the general public. in addition
to providing a forum for the sharing of views, the meeting
gave the Commussioner the opportunity to outline some
CFTC concerns and give some background to the current
regulatory debate.

Duning the year, the Committee continued its relationship
with the FOREX USA. The FOREX President, who has always
been an observer at Committee mestings, volunteered to
distribute the Committee’s revised management gutdelines
to the FOREX membership.




PROCEDURAL MATTERS OF THE FOREIGN EXCHANGE COMMITTEE

As in the past, the Committee’s formal meetings were
penerally held on the first Friday of alternate months during
1986 The June meeting was rescheduled to avoid a conflict
with the FOREX ACI Congress.

On March 6, the Committee hosted an informal meeting
to which representatives from the Intemational Swap Dealers
Association (ISDA) were invited. At its October 3 meeting,
tho Committee was honored to have as a guest Commissioner
Susan M. Philips, Chairman of the Commodity Futures
Trnding Commission.

The Committee complsted two major documents during
tha year. It forwarded to the Federal Reserve Bank of New
Yorkin December a report commissioned by the Committee’s
Option Task Force on regulatory issues concerning the fu-
ures and options markets. In addition to proposing specific
changes in the structure of regulation, the paper provides a
survey of past legislative developments in order to clarify the
nuture of the issues invoived in the current debate about
1oqulatory structure (see p. 32). Included in this report is a
dascriptive overview of options markets that discusses both
01 Cand exchange traded instruments, aswell asthe nature
ot mterbank and customer transactions. This paper was
propared forthe Committee’s Option Task Force by Maurine
Bartlett (Cadwalader, Wickersham and Taft) and Kathleen
I uelman (Federal Reserve Bank of New York). The Committee
alwo eirculated “Selected Guidelines for the Management of
t orougn Exchange Activity,” as an update toits 1980 paper,

“wlocted Issues Relating to the Management of a Foreign
txchange Trading Operation.” A  subcommittee
consisting of James P. Borden (Chase Manhattan), Anthony
 alvello (Noonan, Astley and Pearce)}, John Arnold (Morgan
Guranty), William Rappolt (Toronto-Dominion) and Michael
bnow (Union Bank of Switzerland) had responsibilities for

drafting the updated paper, assisted by Margaret Greene
(Federal Reserve Bank of New York).

The Committee sent out two letters during the year. The
first, on interest-rate swaps, was prepared with the assis-
tance of Alan Chase (National Westminster Bank) and Heinz
Riehi {Citibank), along with Mindy Silverman and Randi
De Witty (Federal Reserve Bank of New York). The second,
written in response to the Board's request for comments on
the applicability of risk-adjusted capital standards to foreign
exchange trading activities, was prepared by John Arnoid
(Morgan Guaranty), Jean-Phillipe Frignet (Banque Indo-
Suez), Douglas Grainger (Royal Bank of Canada). Kenneth
Hartwell (Bank of Boston) and Waite Rawls (Chemical Bank),
assisted by Robert Falconer (Federal Reserve Bank of New
York).

During the Committee’s eight years, its discussions have
ranged over a wide variety of topics involving not only foreign
exchange but also other closely related instruments. The
proliferation of new products has, more recently, given rise
to issues so technical in nature that the Committee has
sought the opinions of some relevant experts from repre-
sented institutions. In addition, the Committee has at times
debated whether a topic brought to its attention should fall
Into its purview.

Reflecting on these expenences the Committee decided
it would be appropriate to review the Committee’s objectives.
At the same time, in ight of changes in the types of institu-
tions participating in the U.S. exchanges, the Committee
decided to review the structure of its membership as well. A
subcommittee to re-examine the Committee’s charter was
established comprising Chnistine Patton (Manufacturers
Hanover Trust), Ron Lewy (Marine Midiand) and James
Borden (Chase Manhattan).




FORMAL MEETINGS OF THE COMMITTEE

Meetings in 1986  Schedule for 1987

April 4 February 6
May 30 April 3
August 1 May 29
October 3 August 7
December 5 October 2

December 4
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REPORT OF THE OPTIONS TASK FORCE ON
OVER-THE-COUNTER FOREIGN CURRENCY OPTIONS




GUIDELINES FOR THE MANAGEMENT
OF FOREIGN EXCHANGE TRADING ACTIVITIES

The US. foreign exchange market has changed signifi-
cantlyinrecentyears More sophisticated communications
systems have provided access to greater numbers of insti-
tutions throughout the world, prompted wider use of off-site
and around-the-clock trading, and contributed to sharp
growth in turnover. New financial instruments have intro-
duced complexities to dealing that did not previously
exist.

With changes in the market have come changes in the
Institutions operating there. A number of new participants
have joined the market, bringing with them different prac-
tices and perspectives. Existing firms have been forced 1o
adapt or modify traditional procedures. Foreign exchange
units, once operated almost strictly as a service for custo-
mers, can today be major profit centers for banking insti-
tutions. Accordingly, management objectives have changed
to place more attention and emphasis on profitabilty.

Growth and change are also affecting the individuals
acting within the market. An influx of new people, not
necessanly familiar with the specific traditions of the foreign
exchange market, has aitered the tone of the marketplace.
More aggressive trading for profit and the growing impor-
tance of incentive-based compensation programs have in-
creased pressure on individuals, pressure compounded by
the fast pace and increasing size of the trades themselves.
Partly in response to these developments, the turnover of
personnel has risen, and individual traders have become
increasingly specialized.

in acknowledgement of these trends, the Foreign Ex-
change Committee updated and expanded its 1980
Management Guidelines for Foreign Exchange. The Com-
mittee is especially concerned that managements recog-
nize how change has affected and will continue to affect
their own operations.

Most important, management should realize the growing
responsibility that 1s now delegated to the individual trader.
He not only ¢can commit substantial resources of the insti-
tution but is relatively independent in doing so. More dis-
persed operations, the greater number and size of trans-
actions, and greater specialization among individuals have
all contributed to an environment in which there is less
support for the trader in the form of oversight or timely
suggestions from other expenenced personnel. Implicitly,
institutions place tremendous farth on eachindividual’s abil-

ity and wilingness to operate in accordance with institu-
tional policies and regulations.

The Committee advises management to weigh these
considerations seriously when making hirnng or assignment
decisions. The Committee firmly believes that by attracting
and retaining quality personnel, institutions will protect their
own standards of performance. They will also contribute to
the maintenance of a professionally sound and smoothly
functioning foreign exchange market, a goal that all market
participants share.

Some specific issues relating to the management of foreign
exchangs activittes the Committee finds to be particularly
topical are discussed more fully below. In revising its guide-
lines, the Commuttee focused its attention especially on the
requirements of a foreign exchange trading operation. Many
of the points discussed are, however, general enough to
apply to trading operations for other closely-related instru-
ments.

Confidentiality

Confidentiality and anonymity are essential to the opera-
tion of a professional foreign exchange market. Participants
inthe market—commercial accounts and banks alike—can
expect to have therr interest and activity known only by the
other party to the transaction and an intermediary if one 1§
used.

Management 1s responsible for ensunng that its em-
ployees can readily identify information that is confidential
or situations where anonymity is essential. Management
should also instruct its employees to handle such informatior
accordingly. In the normal course of his duties, a trader has
access to a considerable amount of confidential information
in addition to the details of the trades he executes, he may
know of confidential material prepared within his owr
organization or obtained from those with whom his institutior
does business. Such information might pertain directly tc
the foreign exchange market or to other markets. While no
explicitly stated to be confidential, it may not be publich
available,

Whenever confidentiality is broken, it is the role o
management to see to it that the institution moves swiftly tt
correct the conditions that permitted such an event to occul




Managers should not tolerate a trader utilizing confidential
mutenal for personal benefit or in a manner that compro-
muses the institution in any fashion. A trader should not be
pormitted to pass on information outside his institution. Nor
should a trader distnibute information within his institution,
axcept on a need-to-know basis.

Management should also be alert to the possiblity that the
machanics of foreign exchange trading might jeopardize
tho mstitution’s attempt to preserve confidentiality. When
thu Foreign Exchange Committee issued its original guide-
nos in 1980, a procedure that generated considerable
concern and subsequent discussion about confidentiality
wis the use of two-way speakerphones by both brokers and
taulors, Since then two-way speakerphones have either
boon abandoned or, where still in use, have been controlled
%0 05 10 maintain the level of confidentiality appropriate to
axocuting transactions.

Astechnological innovations are introduced into the trad-
ing onvironment, management shouid be aware of the
se.unity implications of any changes. In today’s market, the
widaspread use of computers represents a case in point
Much of the information stored there is highly sensitive. It
should be protected. Access should be strictly controlled
and monitored. All necessary steps should be taken to pro-
tet conhidential materials from potential breaches, inad-
vottant or otherwise,

Viurtors to the dealing or brokerage operation may pre-
sont yot another complication in the attempt to ensure
tonhdentiality. There is always the possiblity that visitors will
vt hoear information notintended for them; names of parti-
ripants amounts of trades, and currencies traded may be
Hinclosed Whether or not that information is ever putto use,
ul however unintentional the distribution of that informa-
fion, the simple fact that the presumed confidentiality be-
wnon counterparties has baen violated is grounds for con-
e

Accordingly, management might consider whether visits
nindividual operations are appropriate. If so, management
haulid move to protect sensitive information. When aliowed,
witt should be prearranged. Similarly, visitors should be
weormpanied by an employee of the host institution. It is
trongly recommended that a visitor not be permitted to
ado tor his own institution from the premises of the host.

Trading for Personal Account

In oneral, managers expect that any trader will give full
hention to the employing institution’s business activities,

not distracted by his own personal financial affairs. Man-
agement aiso expects that any trader will fulfill his institu-
tional responsibilities objectively, unbiased by his own fi-
nancial position,

Management should be aware that, if traders are per-
mitted to deal for themselves in instruments closely related
to the ones they deal for the institution, a conflict of interest
or an appearance of a conflict of interest might arise that
could be detrimental or embarrassing for the institution, the
trader, or both. Therefore, it is management’s responsibility
to develop and to disseminate a clear institutional policy on
these matters. In that regard, most institutions require the
explicit permission of senior management whenever a trader
engages in a transaction for his own account, etther in the
instrument he deals for the institution or one closely related
1o it.

Traders should recognize that they, too, have a responsi-
bility foridentifying and avoiding conflicts or appearances of
conflict of interest. In particular, a trader should bring to
management’s attention any situation about which there is
a question of propriety. In no instance should a trader use
the resources of his professional affiliation to facilitate or to
create trading opportunities for personal gain.

Entertainment/Gifts

Because of the nature of the money and exchange mar-
kets and the manner in which business is conducted in
these markets, close personal ties may develop between
professionals. Close contacts among market participants
can be constructive to the extent they contribute to the
smooth functioning of the market. There is a risk, however,
that these ties may tempt a trader to assist a fellow practi-
tioner at the expense of the employer.

Traders, unlike many others within an organization, are in
a position directly to reciprocate gifts, entertainment and
favors by the way thay direct the business they execute for
their institution. Managerent should therefore assure itself
that general guidelines its institution may have concerning
entertainment and the exchange of gifts are sufficient to
address the particular circumstances traders may encoun-
ter. Where appropriate, the general guidelines should be
supplemented for trading personnel to help dealers avoid
the dangers of excessive entertainment. Special attention
needs to be given to the style, frequency, and cost of enter-
tainment afforded traders. A mechanism for monitoring
entertainment should be in place. Although it is customary
for a broker ortraderto entertain market contacts atlunch or




dinner on occasion, entertainment even in that form be-
comes questionable when it is underwntten but not attended
by the host

In turn, traders shouid conduct themselves in such a way
as to avoid potentially embarrassing situations and to re-
duce the chances of incurring a presumption of indebted-
ness. They should fully understand their institution’s concept
of what constitutes an appropriate gift or entertainment as
well as the bounds of law and reasonable propriety. They
should also be expected to notify management regarding
unusual favors granted them by wirtue of their professional
position.

Personnel Issues for Management

in recent years the work environment for trading per-
sonnel has changed in some very important respects:

- The stress and pace of work for traders has become
increasingly intense. They are operating under strong
internal pressures to make profits in a market that is
open 24 hours a day.

- The process of developing a trader has become far
more compressed Seldom do individuals learn trading
over a period of years, by starting with purely clerical
tasks and gradually—under the tutelage of a seasoned
and expenenced foreign exchange professional—
taking on more responsible tasks. Today. traders are
either hired from other institutions or, they are devel-
oped internally from individuals thought to have either
on-the-job experience or academic training in areas
that would prepare them quickly for market-making
and/or position-taking activities.

These changes raise new issues for management to con-
sider and require new responses, some of which are speci-
fically mentioned here.

Stress Stress may lead to job-performance problems.
Managers need to be able to identify symptoms of stress
among their trading personnel. An institution should have
the ability to respond to any incipient problem, even if doing
so means that foreign exchange rmanagers may have to be
more flexible in their approach to personnel issues than is
generally the case for the organization as a whole.

Drug Abuse. Drugs, as well as other mind-altering sub-
stances, can be debilitating and affect the user’s judgment.
They can also produce a need or dependency that may
influence a user’s professional conduct in other ways. The
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apparent ease of distribution and the changing nature of the
substances used make it difficult for management to re-
cognize incidents where drugs may be involved.

Management should educate themselves and their traders
to signs of use and to the potential damage incurred by
drugs and other abused substances. Management would
thereby be in a better position to detect possible use in the
organization.

Policies and Procedures of the Organization. Increased
mobility of dealing personnel within the financial Industry
has a material effect on the dealer's perception of his re-
lationship to his employer. It is more possible today thar
before to have a dealer trading an instrument for an inst-
tution without having either an intimate knowledge of the
traditions and practices of that market or the traditions anc
corporate culture of his current employer. This situation car
give rise to misunderstandings about what managemen
expects of its traders.

Management should ensure that each trader is fully ac
quainted with the policies, procedures and style that the
institution chooses to employ in the conduct of its business
This task is made more difficult by the high level of turnove
that now exists among trading personnel. Managemen
should consider proniding complete onentation procedure:
for new employees of all levels and formal procedures 1
ensure periodic review of the institutions’s rules and policie
by each trader.

Trading Practices

Traders’ Responsibility for Prices, Credit Gurdelines. Inth
conduct of dealing, traders quote prices directly to cus
tomers or, in the interbank market, to other dealing insti
tutions either directly orthrough theintermediary of broker:
Traders are expected to distinguish which counterpartie
represent acceptable names for doing business and t
operate with those counterparties in accordance wit
management's policies and procedures. In making a price
the trader is expected to deal with an acceptable name &
the price he quoted within a reasonable period of time: hi
counterparty is expected to respond within a reasonabl
period.

Need to Avoid Questionable Practices At times whe
markets are unsettled and prices are volatile, opportunitie
may anse for traders to engage in practices which me
realize an immediate gain or avoid a loss, but which may b
questionable in terms of a trader’s reputation—as well ¢
that of the bank—over the long run. The kinds of questionab




practices are many Some, like the perpetrating of rumors,
may reflect adversely on the professionalism of the dealer.
Others, like the reneging on deals, may give rise to liability.

Management should be alert to any pattern of complaints
#bout a trader’s behavior from sources outside the institution
such as from customers, other banks, or intermediaries.
Information available within the organization should be re-
vewed to determine if individual traders become frequently
Involved in disputes over trades or tend to accept deals at
rates which were obvious misquotes, accidental or other-
wisio, by counterparts. Complaints about trading practices
may be self-serving, however, and should be handled judi-
clously

Off-Market Rates. Counterparties from time to time may
ask o dealer to use an “off- market” exchange rate. Such a
request arises most frequently in connection with swap
transactions when there can be a discussion about whether
the “current” or “historical” rate is to be applied. To be sure,
the essence of a swap transaction is neither the spot nor the
torward rate per se, but the relationship between the two.

Even so, any use of “off-market” rates should raise questions
of propriety and perhaps policy issues for the bank. Use of
nonh-market rates may in effect move income from one
institution to another (perhaps over an income reporting
dnto} or alter the timing of reported taxable income. Since
uso of historical rather than market rates can in any case
reault in an extension of unsecured credit to the counter-
patty, all such requests should be referred to management
tor policy and credit judgments as well as for guidance on
appropnate accounting procedures. While the nature of
aentnin commercial transactions may justify the use of
histoncal rates with selected customers, use of “off-market”
talex with other banks should be considered highly ex-
geptional

Trader-Trader Relationship

For several years, banks have been dealing directly with
sach other, at least at certain agreed-upon times dunng the
dwaling day The nature of the direct dealing relationship will
wry nccording to the interasts of the two parties. Manage-
mant should be sure that the terms of each relationship are
alearty understood and acceptable to bath institutions, and
»re boing respected in fact by the way their traders conduct
Ihwmsoives

A possible element of a direct desling relationship be-
weon two banking institutions is reciprocity. That is, each
wmnk of the direct dealing pair may agree to reciprocate

upon request in providing timely, competitive rate quota-
tions for marketable amounts when it has received such a
service from the other. Differences in the relative size of the
institutions, together with their expertise or specialization in
certain currencies, will influence what is perceived by the
two parties as an equitable reciprocity. If there are to be
limitations to reciprocity, or times of the day when the two
do not wish to be bound by the obligation of reciprocity, the
limitation should be explicitly agreed uponin advance by the
two parties.

Management should analyze trading activity periodically.
Any unusually large concentration of direct trading with
another bank or banks should be reviewed to assure thatthe
level of activity is appropriate.

Trader-Broker Relationship

The use of brokers is a longstanding feature of the foreign
exchange market in the United States. By providing parti-
cipants anonymity until a transaction’s size and exchange
rate is agreed 1o, brokers contnbute to the depth and breadth
of the market. A brokers’ market can function smoothly,
however, only if most participants in that market can be
reasonably confident that virtually all counterparties con-
tacted through brokers will meet certain minimum standards
of creditworthiness and profassionalism.

A basic contribution that each institution using brokers
can make In this regard is to assure itself that its name is
acceptable to enough of the participants in the brokers’
market that its actions do not contribute to “name” problems.
From time to time, entities using the brokers’ market are not
broadly regarded as acceptable counterparties. If a broker
proposes a transaction on behalf of such an entity, it is
appropriate for that broker to make potential counterparties
aware that the transaction may need to be referred to
management for credit approval—that i1s, that the trans-
action may be "referable”—before the transaction can be
agreed to. Brokers cannot be expected to make credit
judgments for banks. But they are in a position to know what
entities, if any, are consistently difficult to place and have a
responsiblity for indicating to potential counterparties if a
price they are currently showing is on behalf of such an
entity. Those institutions whose names are not sufficiently
acceptable might consider whether it is appropriate or even
in their long-run interest to continue to use brokers.

Brokers with links to affiliated firms overseas can also
contribute by making greater efforts to ascertain whether a
bid or offer price, that is communicated to it by an overseas
affihate for dissemination here, has been initiated by an




institution that might be an unacceptable or unrecogrized
counterparty to many of the broker's U.S. clients. In this
instance, the broker should indicate that the institution may
either be referable or unknown, evenif the overseas brokers
do not do so Further, brokers should appnse any client
regarding the name recognition and credit line problems
that it might face in executing transactions through a
broker

For those institutions that use brokers’ services, foreign
exchange managers should themselves maintain contact
with their counterparties at sach individual brokerage firm
to establish and monitor the brokering refationship. Brokers
and their customers should be satisfied that all of the terms
and conditions of the brokerage service being rendered are
mutually agreeabie, that the nature and extent of enter-
tainment are appropriate, that the broker treats his clients’
business with discretion, and that any aspect of the relation-
ship can be reviewed by either party at any time. Manage-
ment will find that brokers welcome frank and constructive
conversations on such matters.

In addition, bank management needs to establish and
clearly communicate internal policies and procedures
covering the way its dealers should do business with brokers,
as well as the way any disputes between the two are to be
resolved. In so doing, management needs to be aware of
areas of tension that arise between bank dealers and
brokers

One recurring source of difficulty occurs when a dealer
discovers that a transaction he thought he had agreed to1s
not consummated by the broker at the agreed price. Such a
situation may occur because the price was simultaneously
canceled, because the amount being presented at that
price was insufficient to cover the amount of the dealer’s
transaction, or because the broker received muitiple and
simultaneous responses to the original bid or offer.

Whenever a trade is aborted, it may be impossible for the
broker to find another counterparty at the onginal price.
Most dealers in this situation are prepared to cancel therr
price if a broker cannot conciude the transaction within a
reasonable time or do at least a part of the original trans-
action at the agreed price But, if the trader insists that the
onginal transaction be fully honored, the broker is forced to
assume market risk.

When forced to assume market risk, the broker may
respond 1in two ways, each entaling undesirable conse-
quences. He may deal at the next available price, passing on

to the trader any profit that would resuit from a favorable
movement in exchange rates and protecting the trader from
any potential loss by remitting a difference check if there
were an adverse movement in market rates. (Sometimes
when the loss accruing to the broker is substantial and he
requests time to try to reduce his loss, the transaction may
be left open and the difference check deferred for several
hours.) Alternatively, the broker may request a trader from
another institution to deal at an off-market rate. Should this
second trader agree, the broker would "owe points” to the
second trader, which he would have to repay one way or
another.

The Committee has expressed grave concern about any
practice that, in effect, forces the broker in a role as principal
to a foreign exchange transaction, of managing a foreign
exchange position, or otherwise compromising the neutra-
lity of the broker. (See Foreign Exchange Committee’s paper
“Name Substitution Practices in the United States Foreign
Exchange Market” in this Committee’s Annual Report of
1982.) Foreign exchange brokering firms are often not
capitalized to an extent appropniate to accept the risk of
being put into those situations routinely. Moreover, the obli-
gations which brokers are presumed to assume under some
of these arrangements may not have a clear legal basis
Bank management should be aware of these practices,
determine if and under what circumstances dealers of their
institutions should engage in them, insist upon a speedy
resolution of any dispute, and ensure there are adequate
controls to detect a lack of compliance with bank policy.

To the extent that such practices do continue in the foreign
exchange market in the United States, for reasons of opera-
tional convenience and market efficiency, their frequency
should be reduced to those situations that do not readily
allow for alternative methods of resolution. Aithough diffi-
culties are bound to occur on occasion, there is likely to be a
relationship between the frequency of these problems and
questions regarding the reputations of the individuals or
concerns involved.

The practice of “owing points” developed in order to
permit brokers a way of resolving difficult situations. Some
banks prefer to receve a difference check than to permit
their daalers to trade in brokers’ points. Whatever an insti-
tution’s policy may otherwise be, under no circumstance
should a trader request or a broker agree to “lend points” to
a trader or otherwise facilitate a trader's effort to deal at an
off-market price in order to hide a trading loss or inflate his
profit. Management of brokerage firms should discourage
this type of behavior.
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A trade may also be aborted because of a “name” prob-
i, Thatis, one party may indicate thatit cannot accept the
mme of the other for credit line reasons, either because it
ns no line for the second institution or its line is full The
toker should explain to the second institution why the
nnsaction has not been consummated and identify the
thar institution involved. Two considerations support this
pnclusion. First, most managers consider this information
» be helpful since 1t clanfies the market standing of their
mtitution. Second, market participants recognize that credit
wis are a necessary prudential constraint on market parti-
pants, theirinvocation in appropriate circumstances does
a necessarily reflect poorly on either institution.

When a “name” problem arises, each institution knows
i dutails of the trade that, but for the problem, would have
nrn consummated. Because such information is consid-
nd privileged in this market, many institutions believe that,
' o they have shown their hand in this way, they should
wuplete a trade with the same specifications. Brokers may
wpond to this desire by trying to find a new counterparty (a
nanng bank) to interpose between the two original ones.
nlong as the cleaning bank is in full knowledge of the trade
wl 1+ operating in accordance with its normal procedures
i imits, it has no different risk serving as a clearing bank
a1l has with any other trade with that bank. But the
sanng bank has tied up a portion of its credit lines with the
her two parties. Moreover, the two transactions entail
ninal processing costs but do not generate revenues,
e o hoth sides of the trade are executed at the exchange
o nyreed by the onginal two counterparties.

thven the nsks involved and the disruptions that can occur

hen transactions cannot be completed expeditiously,
tmyn oxchange managers should clearly define with their
oker, the approach their institution will generally follow in
wulling specific name problems. Some provide their
oker with the names of institutions with which they are
iy to deal or, alternatively, the namas of institutions they
i wrtunlly always reject. With the help of this information
oketr+ can reduce the frequancy of name problems by not
at hiny pre-specified pairs of institutions.

Managers of foreign exchange trading operations should
s anoss the extent to which and the ways in which their
atitutions are used as clearing banks. Some banks decline
aceopt the name of a clearing bank and others decline to
t ax .1 ¢ Jearer in such transactions.

Hogmdiess of whether a transaction is left incomplete
k.o of credit ine or other reasons, a banking institution
teft with two options in the first instance: it can erther
ww.ol i1, bid or offer price with the broker or request that

the broker find a clearing or substitute bank. If it opts for the
latter, it should allow the broker a reasonable period of time
in which to find a new counterparty whose name is ac-
ceptable. In any case, a substitute should be found in no
more than a few minutes and preferably within the same
phone call. If an acceptable name cannot be provided in a
reasonable time period, the institution should consider can-
celing its price.

Relationships between brokers and traders are based on
a variety of factors, including quality of service (speed, reli-
ability, closeness of prices, size of deals) and the effective-
ness of personal interaction. In these circumstances traders
are quite likely to favor a few brokers over others and a
certain amount of concentration of business 1s not inap-
propriate. However, inasmuch as it is possible for a trader to
influence a broker's share of the bank’s business, there 1s
always the possibility that some brokers may attempt to
ingratiate themselves with a trader or that a trader may use
his volume of business as leverage to make unreasonable
demands upon a broker. Therefore, managers should be
alert to subtle changes in patterns of brokers used and to
possible undue concentration of business, especially if they
perceive no significant difference in the quality of service
from other brokers.

In the interest of preserving confidentiality of transac-
tions, visits by traders to brokers’ offices during the trading
day should normally be prearranged. During such visits
traders should never participate in the interbank market
through utilizing the on-premises communications net-
work.

Brokers should take full responsibility for confirming all
international transactions to the institutions they service by
telex, or by any other means of written confirmation ac-
ceptable to the banking community. In addition, brokers
have responsibility for passing instructions on all spot inter-
national transactions the same day the trade is consum-
mated. Banks, of course, have the responsibility to check the
confirmation brokers provide on a timely basis.

Trader-Customer Relationship

Growing strain has emerged in the relationship between
bank dealers and their customers. The strain reflects in-
creased size and sophistication of customers’ requirements,
the pressures of a more competitive marketplace, and in-
creased volatility of exchange rates. Customers are increas-
ingly requesting narrow spreads to cover an ever growing
size of transactions. At the same time customers do not
typically extend reciprocity; that is, they do not make mar-
ketsto bank dealers nor do they provide rate quotations with




narrow spreads to cover bank dealers’ own needs. This
situation can be frustrating for dealers who must cope with
internal pressure to make profits. These circumstances re-
quire a high degree of integrity and respect in relationships
between dealers and customers These circumstances also
require clear communication between management on the
one hand and traders and sales personnel onthe other hand
about the business objectives of the trading operation.

It 1s normal practice for non-financial organizations to
delegate trading authority formally to specific persons with-
In the organization and to advise their bankers accordingly.
Although one cannot identify with certainty the authorized
individual via telephone, banks are obliged to make reason-
able efforts to comply with corporate dealing authorization
instructions. Bank personnel who deal with customers should
be familiar with current corporate instructions and those
Instructions should be readily accessible. Additionally, sales
and trading personnel should bring to management atten-
tion changes in counterparties’ trading patterns or the ac-
cumulation of significant book profits or losses.

Operational Aspects of Trading

Trading of foreign exchange and other money market
instruments exposes an institution to various forms of mar-
ket nisk and various forms of credit risk. Management of a
trading institution should clearly identify the types and scale
of risk 1t 1s willing to have the trading operation assume, as
well as have in place effective procedures for monitoring its
individual risk exposures and for detecting lack of compli-
ance with management's policy directives. Both the ways of
expressing risk exposures and the procedures for monitor-
ing them differ considerably from one institution to another.
The differences depend among other things on the structure
of the organization, volume of activity, flexibility desired,
costs assoclated with individual controls and differences in
law and practice between trading markets. But it1s essential
that each institution’s system of control be commensurate
with the nsks to which it is exposed.

Even with such systems in place, trading errors will occur.
Errors inforeign exchange are becomingincreasingly costly
and burdensome to resolve This trend refiects the growing
size of individual deals and daily volume as well as exchange
rate volatility and the high level of turnover of personnel. At
the same time, the potental for errors has increased as
different institutions adapt to changing technology and are
at different stages of implementing these changes. Manage-
ment should be attentive to the need to maintain clear lines
of communication and authority internally, have adequate
support for its dealing operations, and have In place pro-
cedures to facilitate timely recognition and resolution of
problems that do arise.
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Deal Confirmations Increasingly, institutions active in the
exchange markets are choosing to exchange confirmations
of all deals of significant amounts—spot and forward, inter-
bank and corporate—by telephone, teiex, swift, or other
means of immediate communication on the transaction
date. Same-day telephone confirmation is then followed up
with written confirmation. Trading institutions have found
that the sooner a problem sidentified, the easier and maybe
less expensive it is to resolve. Prompt and efficient confir-
mation procedures also are a deterrent to unauthonzed
dealing.

Taping of Telephone Conversations. Another practice many
actve trading institutions have adopted is to tape record all
telephone lines used for trading and confirmation The taping
of conversations 1n foreign exchange trading rooms and
confirmation areas helps resolve disputes quickly and fairly.
Whether or not dealers need access to untaped lines in
order to carry out unrecorded conversations on sensitive
topics is a matter of individual preference.

Access to tapes containing conversations should be
strictly limited to those personnel with supervisory respon-
sibility for trading, customer dealing. or confirmations. They
should be keptin secure storage foraslong as is sufficient for
most disputes to surface. Wherever taping equipment s first
instailed, banks should give counterparties due notice that,
henceforth, conversations will be taped.

Third Party Payments. Management should have a clear
policy for dealers concerning the appropriateness of honor-
ing requests for “third party payments”. A “third party pay-
ment” involves a transfer of funds to an account, institution
or corporation other than the counterparty to the deal. A
subsidiary of the counterparty 1s a legally separate third
party but a foreign branch of an institution 1s not.

The normal payment risk inherent in foreign exchange —
the risk that funds are paid out to a counterparty but not
received — is most acute in deals where the funds, either
local or foreign currency, are transferred to a party other
than the principal to the transaction. These “third party
payments” are more susceptible than normal transactions
to fraud perpetrated by a current or former employee of the
counterparty who is diverting payment to a personal ac-
count, fraud perpetrated by an employee of the bank who 1s
altering the payment instructions, or misinterpretation ofthe
payment instructions whereby the funds are transferred to
an erroneaus beneficiary. In many cases the bank’s ability to
recover the funds paid out will depend upon the outcome of
legal proceedings.

As a matter of policy. many institutions establish special
controls for this type of transaction. The control procedures




appropriate to address the associated nisks would include
vatious measures to authenticate or verify “third party pay-
ments” such as:

- 1o require the counterparty to provide standing pay-
ment and settlement instructions;

- torequire an authenticated confirmation on the trans-
action date;

- to require the counterparty to submit a listing of indi-
viduals authorized to transact business and to confirm
deals; or

- to confirm by telephone all deals on the transaction
date to the individual identified by the counterparty

Importance of Support Staff. Management's attentionto a
foreign exchange trading operation is usually directed to-
ward establishing trading policies, managing risk and de-
veloping trading personnel. Equally important is an efficient
“back office” or operating staff. Details of each trading
transaction must be accurately recorded, payment instruc-
tions correctly exchanged and executed, timely information
provided to management and traders, the underlying results
properly evaluated and accounts quickly reconciled. Time-
consuming and costly recongiliation of disputed or improp-
erly executed transactions mar the efficiency of the market,
hurt profitability and can impair the willingness of others to
trade with the offending institution.

Accordingly, management must be aware of its respon-
sibility to establish a support staff consistent with the scope
of its trading desk’s activity in the market. Conversely,
management should ensure that trading is commensurate
with avallable back office support.

Computer and Technical Support. In recent years, the
development of new, complex products and services has
led banks to introduce products whose characteristics and
nsks are significantly different from those traditionally offered
As new activities are being considered, management should
recognize the need not only for the special requirements
new products or services may require but also for account-
ing. legal control and additional back office support. Manage-
ment should also consider the desirability of enhancing
dealer support by providing computer assistance to allow
accurate and timely pricing of these new products together
with the correct measurement of their associated risks,
hedging requirements and profitability.

Management should also investigate thoroughly the
methodology traders use to price these new products and
to make other supporting calculations. It should assure itself
that the procedures used are consistent with both manage-
ment objectives and current market practices.

Twenty-Four Hour Trading. With foreign exchange trading
now taking place on a continuous 24-hour basis, manage-
ment should be certain that there are adequate control
procedures in place for trading that is conducted outside of
normal business hours — either at the office or at traders’
homes. Management should clearly identify those types of
transactions that may be entered into after the normal close
of business and should ensure adequate support and
accounting control for such transactions. Management
should also designate and inform their counterparties of
those individuals, if any, who are authorized to deal outside
the office. In any case, all confirmations for trades arranged
off-premises should be sent promptly to the appropriate
staff at the office site.

Increasingly. banks in the United States are receiving,
during their workday, requests to trade from dealers oper-
ating outside of the counterparty’s normal business hours
Management should consider how it wants its own dealers
to respond. It is possible that, for selected counterparties.
arrangements can be discussed in advance and a moadus
operand/ can be established that will accommodate the
counterparty’s needs and still identify and protect all parties
to the transaction.

Stop Loss/Profit Orders Dealing institutions may receive
requests from branches, customers and correspondents to
buy or sell a currency if the exchange rate for that currency
should reach a specified level. These orders, which include
stop/loss and limit orders from trading counterparties that
desire around-the-clock protection for their own currency
positions, may be intended for execution during the day.
overnight, or until executed or canceled.

Management should be sure there is an explicit and
mutually-acceptable understanding between the institution
and its counterparty about the obligation the institution has
assumed In accepting such an order. Moreover, manage-
ment needs to establish clear policies and procedures forits
traders who accept and execute stop/ioss and limit orders.
These orders create a potential for loss or hiability which can
be substantial if the order is mishandled within the organiza-
tion or there is a misunderstanding about some of the terms
and conditions concerning the execution and confirmation
of the deai.

Management should also insist that any dealer accepting
such an instruction have adequate lines of communication
with the correspondent so that the dealer can reach autho-
rized personnel in case of an unusual situation or extreme
rate movement. This procedure can minimize the possibtlity
that misunderstandings will arise about the circumstances
under which these orders should be executed
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FOREIGN EXCHANGE COMMITTEE LETTER ON RISKS IN
INTEREST-RATE SWAPS

The Committee urges management to consider formu-
lating an internal policy that stresses the need for quick
completion of interest-rate swap documentation.

The Committee recommends that management be kept
informed about the amount of interest-rate swaps outstand-
ing due to incomplete documentation. Management should
also consider entering into bilateral master agreements with
swap counterparties Many banks have aiready done so and
have found that such agreements, once in place, substan-
tially reduce docurnentation-related delays.

To be sure, Institutions participating in the interest rate
swap market have made progress in reducing these delays
during the past year or so. Nevertheless, a number of insti-
tutions represented on the Foreign Exchange Committee
continue to experience significant documentation-related
delays. The purpose of this letter is to call attention to the
problems caused by these delays so that individual man-
agers, considering ways to manage the variety of risk ex-
posures resulting from interest rate swap activities, could
take the Committee’s experience and concern into ac-
count.

Two risks of documentation delays might be highlighted.
First, there is the risk of non-performance during the period
of delay. Without full documentation in place, the parties do
not have a clear method of dealing with a failure by one party
to perform or for measuring and collecting damages from
thatfailure. Second, there 1s the risk of resale of the swap by
one party without the prior approval of the other party
Without formal documentation in place, there would ap-
pear to be no legal constraint on such a sale.

A related area of concern involves the legal status of a
swap for which there is an exchange of telexes confirming
the transaction but no documentation or master agreement
in place. One of the two parties may contend that the telex
does not represent a binding contract, despite the fact that
the other party accepts the telex as a final contract. In
addition, itis unclear what governs in the case of a failure to
performif no provision has been made in the telexes for non-
performance. Thus, there remains a substantial element of
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uncertainty as to the status of the swap, and the ramifica-
tions of non-performance, when confirmation telexes serve
as the only documentation.

Some institutions attempt to deal with this uncertainty by
stating in their confirmation telexes that the commitments
undertaken under the swap are subject to formal docu-
mentation, while others do not indicate whether any further
documentation is needed. Unfortunately, these precondi-
tions may actuaily increase the degree of uncertainty sur-
rounding the transaction. If the telex states that more docu-
mentation is required, the confirmation telex alone is unlikely to
be considered sufficient to create a binding contract

Based upon experience, it appears that some institutions
are drawing distinctions regarding the need for documen-
tation based solely upon the maturity of a particular swap.
The Committee recommends that banks strive to finalize
and legahze any agreed transaction. If distinctions need to
be drawn to reduce burdensome documentation require-
ments, all risk-related elements including the tenor of the
swap should be factored into the selection of swaps not
requiring full documentation. In this connection, we note
that cross-currency swaps raise the same issues as interest-
rate swaps but on a more complicated level, due to the
added complexity of the instruments themselves.

itis-clear that for many reasons thorough credit analysis
and credit monitoring are extremely important for partici-
pants in the interest-rate swap market. It may well be
prudent that special attention be given to those swaps that
are natyet fully documented and to those where the counter-
party is in a loss position.

Many Committee members expressed their hope that a
model interest-rate swap agreement could serve as an ex-
ample and thereby facilitate timely completion of swap
documentation between any two parties The Committee
would supportthe convergence of market practicetosuch a
model agreement. The Committee also welcomes the ef-
forts currently under way to suggest language that could be
used in the substantive provisions of individual bilateral
master agreements.




LETTER ON SUPPLEMENTAL ADJUSTED CAPITAL MEASURE

Mr William W Wiles
Secretary
Board of Governors of the
Federal Reserve System
20th and Constitution Avenue, N.W,
Washington, D.C. 20551

Re: Supplemental Adjusted Capital Measure
Dear Mr. Wiles:

The Foreign Exchange Committee is a committee, spon-
sored by the Federal Reserve Bank of New York, that serves
as a vehicle for discussing and communicating with the U.S.
monetary authorities technical and policy 1ssues relating to
the foreign exchange market. While composed of relatively
few members, its membership represents a broad range of
participants in the interbank market Because the indivi-
duals serving on the Committee have a broad and deep
knowledge of the foreign exchange markets, the Committee
1s sending this letter on risk-adjusted capital standards to
the Board of Governors (Board) and the Federal Reserve
Bank of New York It hopes that its comments are of use to
the bank regulators. In addition, the Committee wishes to
reaffirm its commitment to work with the bank regulators on
matters of mutual interest. It wants to be involved in the
process of recognizing and measuring the risks in foreign
exchange and would like to assist in any manner that the
reguiators desire

This letter responds 1o the Board's request for comments
on the applicability of nsk-adjusted capital standards to
foreign exchange trading activities, It represents a consensus
view that 1s broadly shared by the bankers of the Foreign
Exchange Committes. in light of the complexity of the topic,
aswell as the diversity of the membership of the Committee,
there are obviously differences in the positions of individual
members of the Committee, and comments have already
been submitted by respective institutions.

The Foreign Exchange Committee acknowledges the
destirability of including off-balance items in any risk-based
capital standard for banks. However, the Committee finds
itself unable to reach a consensus as to what is the most
appropriate means to address the particular risks associated
with banks’ foreign exchange operations. On the one hand,
some members feel that the best approach is through the

subjective assessment that 1s gained through the exami-
nation process. On the other hand, some members recognize
the need to support eitherthe market or credit risk (Including
country risk) in foreign exchange. Despite these differences,
the Committee wishes to share its comments on those
aspects of the proposed capital standard that relate to
foreign exchange It hopes that these comments are useful
1o the Board and hopes to assist the Board in the future on
matters related to foreign exchange.

Banks' Foreign Exchange Activities and
Competitive Equality

The great bulk of banks’ foreign exchange activities are In
longstanding, traditional products whose risks are well
known and understood. While the earnings from these acti-
vities are subject to wide fluctuations, they have been, on
balance, a consistent source of earnings to many major
commercial banks and have helped insulate overall bank
earnings from the credit strains that have occurred in recent
years. This experience suggests that the risks of foreign
exchange acitivites are smal! as reflected in the relatively
few losses that have occurred. This performance warrants
special recognition in iImplementing any proposal so as not
to endanger one of the important sources of commercial
banks’ future capital growth.

The Foreign Exchange Committee is concerned about the
competitive positions of US commercial banks, foreign
banks and nonbanking institutions While uniform treat-
ment by the three Federal banking regulators in the United
States is desirable, that alone will not establish a level playing
field. Imposing capital standards on U.S banks, in the ab-
sence of similar restraints on others, would place them ata
major competititve disadvantage and undercut an important
source of relative financial strength. Foreign banks should
also be subject to the same standards, a pomt that has
already been recognized by the governors of the central
banks of the G-10 countries. But even uniform treatment
across all banks may be inadequate due to the growing
competition ofinvestment banking institutions Commercial
banks face intense competition from these firms as tradi-
tional industry boundaries continue to erode and disappear
In addition, an important public policy consideration is that
the commercial demand for these transactions will tend to
push them, if unevenly regulated, into the hands of those
institutions that may be less capable of handling them.
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Treatmant of Off-Balance Sheet Foreign
Exchange Risk in a Risk-Adjusted
Capital Standard.

In considering how a risk-adjusted capital standard could
be applied to off-balance sheet risk of foreign exchange
actvities, the Cornmittee is particularly concerned that some
aggregate, such as the commitments to purchase foreign
exchange reported on Schedule L of the current Call Report,
might be used as a basis of a caprtal standard. The Com-
mittee views this aggregate measure of the foreign ex-
change book as a misleading and meaningless guide to
measuring risk, since it grossly exaggerates the amount that
is at risk. If a counterparty in a forward transaciton defaults
prior to settlement, the only risk the bank faces is the re-
placement cost due to the change In price since the trans-
action date. More importantly, banks may use long-term
foreign exchange forward or option contracts to hedge
foreign currency investments in overseas operations that
are denominated in local currencies. Thus, many of the off-
balance sheet items exist in order to manage or reduce
market risks asscciated with balance sheet accounts and
structure. If a risk-adjustment capital ratio were to have the
effect of raising the cost of hedging, it could, at the extreme,
have the perverss effect of encouraging institutions not to
reduce their market risk and earnings exposure. In view of
the foregoing, the Committee strongly believes that any at-
tempt to include these off-balance sheet items should be
based on actual amounts at risk.

Should interest rate risk be included?

On the question of including interest rate risk in foreign
exchange activities, the committee recognizes that interest
rate nsk arises whenever there are mismatches or gaps in
the matunty structure of a bank’s foreign exchange activi-
ties. It is the Committee’s view, however, that interest rate
risk 1s inherent In virtually all phases of banking and that any
attempt to incorporate this risk must consider the entire
balance sheet of a bank as well as off-balance sheetitems, It
would seem unduly restrictive to introduce it to foreign
exchange and fail to take 1t into account across all the other
activities of a bank. Thus, at this juncture, the Foreign Ex-
change Committee strongly recommends not including
interest rate risk.

Applicability of Government Securities Dealers’
Capital Standards to Foreign Exchange

The caprtal standard for government securities dealers
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uses a “haircut” approach, or proportional allocations of
capital to specific sources of risk, in assessing the capital
adequacy of government securities dealers. Its pnmary
focus is on the risks associated with various trading opera-
tions. The Foreign Exchange Commuttee recognizes that
such an approach could be applied to the foreign exchange
trading acitivities of banks. The risks of position taking are
evaluated each day by every bank by marking these posi-
tions to market. Applying a capital standard to the net open
position is one way to reflect the future price fluctuationona
currency position. This open position could be constructed
$o as to include futures and options positions

Ifthis approach were followed, one questionthat needsto
be resolved s whether distinctions need to be made among
currencies. For example, the risks in trading currencies of
the United States’ two neighbors, Mexico and Canada, are
dramatically different. Having made that point, however, the
Committee recognizes the need for balancing simplicity in
approach against the gains of greater precision. As a result,
the Committee feels that, while distinctions need to be
made among currencies, they probably could be made as
broad categories, such as between major currencies and
others that lack market depth.

The haircut approach is less well suited to addressing the
credit nsks in foreign exchange, i.e.. the risk of non-per-
formance of the contractual obligations by the counter-
party. In part this is due to the fact that the full amount of a
foreign exchange contractis at risk only on the maturity date
of the contract. It also reflects the methodology of the hair-
cut approach for the government securities market where
next day settlement makes credit risk much less important
than market risk.

Applying a broad haircut measure would also fail to re-
flect the existence and growth of netting agreements. Such
agreements are already in widespread use with nonbank
counterparties and, as detailed in the recent Annual Report
of the Committee, interbank netting arrangements are
being pursued by a host of banks. The Committee views this
development as desirable and hopes that any extension of a
capital standard to foreign exchange would not impede the
spread of this practice.

In the vew of the Committes, the haircut approach of
government securities dealers has one major positive fea-
ture. That s that its similarities to the Security and Exchange
Commussion’s net capital requirements may permit more
rapid acceptance by the SEC.




Managing the Transition

Whatever the ultimate form of the risk-adjusted capital
standard adopted, the Committee would like to emphasize
a number of potential dangers that suggest great care in
implementing the standard. Any measure that is applied
only at various points of time, for example at the end of the
month or quarter, could introduce anomalies in the foreign
exchange market. Some institutions will seek to avoid these
periodic capital standards. Since banks can rapidly change
their exposure to market risk, it is possible that trading activity
and exchange rates themselves could be influenced, not
unlike the window dressing phenomenon that currently
surrounds quaterly statement dates. Similarly, limiting the
capital standards to a selected number of banks, based on
their size or some other criteria, may create dislocations
among banks. Also, if currencies are treated differentially,
thistoo could impact foreign exchange rates and the willing-
ness of some banks to be active participants in selected cur-
rencies.

Conclusion

In summary, the Foreign Exchange Committee recogni-
2es the challenge of creating new capital standards that

address the risks of banking activities in a changing environ-
ment, while atthe same time assuring the safety and sound-
ness of commercial banks. Assessing the adequacy of capi-
tal is a pressing concern not only for regulators but also for
bank management. The Foreign Exchange Committee re-
cognizes that managing the transition to a new system will
not be easy. Because of its keen interest in this substantive
undertaking, the Foreign Exchange Committee hopes that
the bank regulators will make use of the Committee as a
mechanism to discuss concepts or prospective proposals.
As this undertaking goes forward, the Committee eagerly
hopes to work directly with the regulators.

Sincerely,

Heinz Riehl




OVER THE COUNTER FOREIGN CURRENCY OPTIONS

Prepared for the Foreign Currency Options Task Force
of the Foreign Exchange Committee

By Maurine R. Bartlett and Kathleen W. Ludman

This paper surveys the state of United States law regarding
over-the-counter (“OTC") transactions in foreign currency
options. It points out certain ambiguities in the law, while
emphasizing the effect on the OTC market of the com-
modities laws as currently interpreted by the Commodity
Futures Trading Commission {“CFTC").

in order to place this survey of the law in perspective, the
paper begins by broadly describing foreign currency options
and the markets in which they are traded. It concludes by
proposing a clarification of the regulatory standards and
limits applicable to the OTC market.

SUMMARY

in particular, the paper recommends that the so-called
Treasury Amendment to the Commodity Exchange Act be
interpreted to exclude from CFTC jurisdiction the whole-
sale portion of the OTC currency options market. This
interpretation would allow the various regulators that are
already responsible for regulating the participants in the
OTC currency options market to oversee the development
of this market. At the same time, the CFTC would have
jurisdiction over any dealers presently not within the juris-
diction of any other regulator. The paper concludes that
this approach would require the close coordination of the
relevant regulators.
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I. INTRODUCTION

Prior to 1982, no exchange-traded foreign currency
options market existed, and the OTC market in foreign cur-
rency options was virtually non-existent. Since thattime, the
growth of both markets has been explosive. One fairly recent
estimate placed the number of foreign currency exchange-
traded and OTC options issued in the U.S. at $25-30 billion
per month, over thres times more than only two years
earlier.'” Indeed, the development of those markets and the
extent to which options are now used to manage foreign
exchange risk may be ranked among the most significant
foreign exchange market developments of the decade.

In large part, perhaps, because of the innovative nature of
the foreign currency options markets, the development of
those markets has not been devoid of regulatory questions.
The appropriate regutatory overseer for exchange-traded
foreign currency options was the subject of debate until the
commodities and securities laws were amended in 1982 to
clarify this matter. And questions still linger regarding the
statutory and regulatory provisions that apply to foreign
currency options traded in the OTC market in the U.S.

This paper focuses primarily upon the latter subject, high-
lighting the uncertainties that currently exist with respect to
the regulation of OTC currency options and making recom-
mendations with respact to alternative regulatory schemes.
Inan effort to place this discussion in context, this paper also
describes the operation of the markets themselves and their
ulility for reducing foreign exchange rate exposure.

il THE FOREIGN CURRENCY OPTIONS MARKETS
A Characteristics of Foreign Currency Options

A foreign currency option is a contract giving the pur-
chaser of the option (the “Holder”) the right, but not the
obligation, to buy (or seli) a specified quantity of a specified
currency at a certain price (the “strike price”) on or priortoa
specified future date ({the “expiration date") from (or to) the
writer of the option (the “Writer”). To obtain this right, the
Holder pays a sum of money. called a “premium,” to the
Writer.

We gratefully acknowledge the assistance of Nana G.H. Smith and Maria
R Bloch We are also grateful for the contributions of the following indi-
widuals who reviewed this paper: Frankiin Feldman, Margaret L Greene,
William D Harrington, Ernest T. Patrikis, and Thomas A. Russo

Aforeign currency option that gives the Holder the right to
buy the underlying currency from the Writer is referred to as
a “call,” whereas a foreign currency option that gives the
Holder the right to sell the underlying currency to the Wiriter
is called a “put.” An “American-style” foreign currency option
may be exercised and settled at the strike price at any point
on or before the option’s expiration date, while a “European-
style” foreign currency option may only be exercised on its
expiration date. When the market price of the underlying
foreign currency is below the strike price, a call is said to be
“out-of-the-money,” and a put is said to be “in-the-money.”
Conversely, when the market price 1s above the strike price,
a call is “in-the-money.” and a put is “out-of-the-money.”

Foreign currency options are traded both on organized
exchanges and in the OTC markst. Virtually all foreign cur-
rency options involve the purchase (or sale) of a foreign
currency against the U.S. dolfar.2/

Foreign currency options can serve the economic function
of transferring the risk of an unfavorable shift in the ex-
change rate from the Holder to the Writer of the option
because the Writer assumes the obligation to sell a certain
currency to (or buy that currency from) the Holder at a
certain rate. The Holder is thus able to insure a specific
exchange rate fora currency it may have to buy (or sell) inthe
future and to transfer to the Wiriter the risk that the under-
lying currency will rise (or fall) in price in the interm.

The Writer attempts to mitigate this assumed nsk by
appropriately pricing the premium, as well as by employing
various hedging strategies. Generally, the Writer of a foreign
currency option arrives at a premium using a computer
pricing model. Most of the models base their calculations
on five factors: (1) the value of the underlying currency: (2)
the strike price of the option; (3) the time remaining until the
option's expiration; (4) the differential interest rate expected
to apply over the life of the option; and (5) the anticipated
future volatility of the underlying currency. The first four
factors are readily identified; however, the fifth — anticipated
volatility — can be difficult to derive.

Volatility, which measures price variability, 1s defined as
“the annuahzed standard deviation of daily percent changes
inrates.”3/ The foreign exchange markets have been volatile
in recent years. Itis not unusual for daily currency exchange
rates 1o fluctuate by as much as 5 percent.4/ Indeed, one
foreign exchange nsk management expert has observed
that the average weekly D-mark/U.S. dollar volatility over
consecutive six-month periods between 1978 and 1983
was often 12 to 15 percent.5/




In addition to their risk shifting function, options are also a
vehicle for speculation — that is, for assuming risk that
would not otherwise exist. Speculative activity can make
markets more liquid. To the extent speculation increases the
number of bids and offers in the market, hedgers can more
eastly offset their cash market price risks, and large option
orders can be more readily absorbed without causing large
movements in option prices, Speculative participationinthe
foreign currency options markets can thereby facilitate mar-
ket participation by parties who are seeking to protect them-
selves against business-related foreign currency exposure.

B. Differences Among Currency instruments:
Options, Forwards and Futures

Foreign currency options diffar in certain respects from
the more traditional instruments used for hedging foreign
exchange risks: /e.. currency forwards or futures. All three
instruments protect their holders against the risk of unfavor-
able cash market price moves. Howsver, forwards and fu-
tures also eliminate any upside potential that might otherwise
accrue to their hoiders if exchange rates move in their favor.
Options, on the other hand, do not eliminate this potential,
because the Holder of an option, unlike a buyer of a forward
ora future, is not cornmitted to complete the transaction ata
predetermined exchange rate. To obtain this benefit, the
Holder pays a premium which is the limit of its loss in the
event of an adverse movement in the rate. Moreover, the
Holder of an OTC currency option. in contrast with the
holder of an exchange-traded futures contract, does not
have to deposit variahon margin if its option declines in
value. In addition, while the holder of a forward or futures
contract is restricted 1o a single settlement date, the Holder
of an American-style option has the right to settle atany time
prior to the expiration of the option.

For these reasons, foreign currency options are viewed as
more flexible instruments than currency forwards or futures.
The use of foreign currency options is particularly appropriate
when a company's foreign currency exposure 1s merely
contingent, for example, a tender on an export order, a bid to
acquire a foreign company ora bid on a forsign construction
project. Such outstanding offers or bids subject a corporation
1o the risk that adverse changes in the exchange rate of the
foreign currency will occur before the bid is accepted, mak-
ing it unprofitable to complete the project as bid. Previously,
such nisks were hedgad through the use of forward currency
transactions. Options., however, permit the bidder. in the
event the bid I1s not accepted. to allow the option to lapse
unexercised and limitits out-of-pocket cost to the price of its
premiums. (If the option has moved “in-the-money.” the
corporation can exercise the option anyway, and then sell
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the foreign currency on the spot market at a profit.)6/ Options
also have proven useful in instances in which an unrealized
gain based on exchange rate movement has occurred in
connection with a firm’s off-shore investment and that gain
is thought to be in danger of reversal.”/

From the Holder's perspective, the principal disadvantage
of foreign currency options 1s the nonrefundable premium
paid up-front. These premiums generailyrangefrom 1.5t0 4
percent of the contract's value, although they may be
higher.8/ Corporate treasurers are accustomed to hedging
their currency exposure through forwards, which typically
involve no cash outlay until delivery and carry no premium
other than an interest differential. Because of these differ-
ences, some corporations have hesitated to purchass forsign
currency options.

Foreign currency options also have disadvantages for
Writers because options are asymmetrical instruments. A
Whniter, unlike a Holder, can never gain more than the pre-
mium charged, but there is no theoretical limit to how much
it can lose. However, this nght can be reduced or even
eliminated by assuming an offsetting position in the foreign
currency forward, futures or options markets.%/

C. The Exchange - Traded Foreign Currency Options
Market

Options on foreign currencies are offered on the Phila-
delphia Stock Exchange (“PHLX"), the Chicago Board
Options Exchange (“CBOE") and various non-U.S. ex-
changes.’0/ Options on various foreign currency futures
contracts trade on the Chicago Mercantile Exchange (the
“CME").11/ During 1986, 8,004,707 foreign currency
optionsweretraded onthe PHLXand 4.411,118 optionson
foreign currency futures contracts were traded on the
CME12/

Exchange-traded foreign currency options differ in some
respects from OTC foreign currency options offered by banks
and dealers. Corporations holding OTC foreign currency
options may have difficulty selling those options back to the
bank that wrote them. On an exchange, in contrast, foreign
currency option positions may be readily hquidated be-
cause exchange-traded contracts are standardized, and the
major exchange markets are relatively liquid. On the other
hand, because exchange-traded foreign currency options
are standardized, they rarely will provide a perfect hedge
against a corporation’s or a bank’s exposure.

Banks are important participants in the exchange-traded
foreign currency options markets in Philadelphia, Chicago.




and Amsterdam.’3/ Exchange-traded foreign currency
options provide a means for the banks writing OTC options
for their customers to hedge their positions. To the extent
that the vanety of contracts offered on exchanges helps
banksto lay off their OTC risk, premiums on their OTC foreign
currency options may be lower than otherwise would be the
case. Thus, the OTC market and the exchange market in
foreign currency options are complementary in some
respects.14/

Some multinational corporations with money management
thvisions also trade actively in foreign currency options on
exchanges.'®/ In addition, the exchange-traded markets
are attractive to a number of small companies, such astravel
agencies, because the small contract sizes substantially
meet their foreign exchange needs and banks normally
prefer to write foreign currency options on underlying
amounts of at least $17 million. Banks often view the pre-
miums generated on smaller foreign currency options as too
small to warrant the risk and transactional expense of writing
them 16/

D The Over-The-Counter Foreign Currency Options
Market

The OTC foreign currency options market began devel-
oping in London in the iate 1970’s with “draw-down" op-
tions for three to four months out offered by banks to meet
customer nsk management needs.'?/ By 1981, afew U S.
banks had begun to experiment in the market on a small
scale. However, no significant OTC foreign currency option
dactivity occurred until 1983. One estimate put 1985 trading
inthe New York OTC market at $1 10 miilion a day, and in the
London market at approximately $150 to $200 million
daily.'® A 1986 BIS Study indicates that U.S. and United
Kingdom OTC markets are probably roughly equivalent in
turnover and outstanding amounts, with the outstanding
foreign exchange options in each market amounting to not
more than $10 billion.19/ A Bark of England estimate that
commercial banks around the world are responsible for
approximately $20 billion of outstanding currency options,
averaging $2 to $3 million a transaction, is consistent with
the BIS Study findings 20/ The OTC foreign currency options
market thus 1s a young, but rapidly developing, market.

In the U.S., the Writers of OTC foreign currency options
are primarily commercial banks. However, this market has
expanded over the past few years to include investment
banks, brokerage houses, commaodity pools, pension and
Insurance funds, and other sophisticated participants. The
Holders of those options are primarily mid to large-sized
corporations active in international trade and financial insti-

tutions with multicurrency asset portfolios. One indication of
the OTC market's continuing development is that it can
accommodate increasingly large transactions. In this regard,
$10to $20 million transactions by Fortune 100 Companies
have become commonplace.2!/ Thus, the OTC market for
foreign currency options has been developing alongside the
exchange-traded markets, with both markets showing con-
siderable growth both in volume and in types of contracts
traded.

Corporations and financial institutions often turn to their
commercial or investment bankers for foreign currency op-
tions because OTC options can be “tailored” to meet the
exact dimensions of the transaction they want to hedge.
Although there has been some movement towards standard-
ization of trading terms and conditions in the OTC market, 22/
the fact that an OTC option can be individually tailored
remains a primary reason for the high level of activity in that
market. In addition, OTC options purchasers appreciate the
convenience of OTC options and are often reluctant to devote
the resources necessary to manage their currency exposure
more actively, for example, by using exchange-traded
options.23/

Finally, the OTC market is the only avenue through which
options are available to corporations with exposures in exotic
currencies, unless a corporation I1s confident it can hedge
adequately through an exchange-traded currency that
closely correlates in value with the exposed currency. Be-
cause the volatility of the less common currencies may be
higher or because the market for options in these currencies
is less liquid, premiums will be higher for options on exotic
currencies than on other currencies.24/

U.S. banks generally write options because they are at-
tracted to the fee income options generate and because
their customers request this hedging mechanism.25/ Many
commercial banks will reportedly deal only in “plain vanilla”
foreign currency options; that is, in major currencies, for
large amounts and for only their best customers.26/

As noted, certain investment banks also write foreign
currency options, often in a more aggressive and less risk-
adverse manner than the commercial banks. For example,
in October of 1983, a U.S. investment bank offered abroad
100,000 call warrants and an equal number of put warrants
granting holders the right to buy (or sell) British pounds in a
year's time. The $300 million offering was warmly received,
and a similar offering of D-mark warrants was effected soon
afterward. Also in 1983, another investment bank began
marketing “foreign exchange guarantees,” essentially an-
other type of foreign exchange option, to its corporate clients
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inamounts up to $25 million, with maturities outto one year.
Investment banks reportedly will write OTC foreign currency
options for a broader range of chents than will commercial
banks 27/

Corporations, on the other hand, are far more likely o buy
foreign currency options than to write them; very few cor-
porations currently write options. As a consequence, mar-
ket observers estimate that the pool of option Holders ex-
ceeds the pool of available option Writers by at leastthree to
one, and, perhaps by as much as nine to one.28/

Because of the imbalance between Writers and Holders
of OTC foreign currency options, banks normally cannot
hedge the OTC options they write by assuming an offsetting
OTC options position with another customer and must find
other ways to lay off the risks they assume.2%/ In practice,
banks frequently lay off their risks through an informal inter-
bank foreign currency options market. Using the tnterbank
market 1s difficuit, however, because most OTC foreign cur-
rency options differ as to their terms. Thus, interbank swap-
ping of foreign currency options still produces only rough
hedging of risks.

In recognition of the difficulties banks have laying off their
risks as Writers of foreign currency options in the interbank
market, money brokers have begun to move into the fieid of
currency option services. At least three money brokers began
interbank option brokerage in 1984, providing banks with
market information, encouraging some standardization of
terms and prices and helping banks to hedge their positions
with offsetting positions in the interbank or exchange mar-
kets. These brokers are willing to act as principal with a bank
or to act as a"go-between” for two or more banks.30/

As was noted earier, there has been some movement
toward standardization in the market, especially in the
European market. The London Interbank Currency Options
Market (“LICOM"), a group of market participants, was organ-
ized 1n July, 1984, 10 work toward standardization in the
London OTC market. For the purpose of facilitating interbank
trading, a committee of the British Bankers' Association has
standardized OTC foreign currency option terms and pro-
cedures and has acvised thatin London, interbank contracts
and quotes should bein LICOMterms.3/ Similarly, thelarge
Swiss banks have reportedly begun to trade standardized
OTC options. The Foreign Exchange Committee has an
effort underway to adopt terms similar to LICOM terms in
the U.S. for the same reasons they have been adopted in
London

A~

The Bank of England has recognized the development of
trading in foreign currency options In its prudential guide-
lines. Since 1984, the Bank has issued guidelines under
which each bank or licensed deposit-taking institution has a
foreign exchange limit for any uncovered foreign currency
position. In addition, before it can begin to trade foreign
currency options, an institution must satisfy the Bank that its
option pnicing and hedging systems are sufficiently devel-
oped.3%/

Thus, in London, where banks are thought to be writing
more OTC foreign currency options thanin New York, but for
smaller quantities of currency, significant efforts have been
made to deveiop a liquid interbank market. Indeed, many
London banks essentially confine their interbank options
market activities to purchases and sales for their own ac-
counts, writing very few customer foreign currency options.

Despite the current project of the Foreign Exchange
Committee noted above, less effort has been made to date
to standardize practice in the U.S. interbank options market
— perhaps because the market is still in its early stages of
development and also possibly because option transactions
in the U.S. tend to be fewer but larger in size. Aggregate
currency exposures from forward and option positions are
higher in the U.S. interbank market, and, as a consequence,
U.S. banks reach their credit limits sooner than London
banks do. They do not like to tie up their credit lines just to
trade with another bank.33/

Banks also lay off some of the nsks assumed through
writing currency options by setting up subsidiaries to trade
listed foreign currency options on the exchanges.3% For
instance, BankAmerica Options has estimated that about
80 percent of the D-mark options written by Bank of Amenca’s
San Francisco office are hedged on PHLX.3%/ However,
because contracts onthe exchanges are relatively smalland
are standardized, hedging large and complex foreign cur-
rency exposures on an exchange can be a difficult task.

In addition to the purchase of offsetting options, Writers
of foreign currency options also hedge their exposure
through use of other techniques, the most common of which
is “delta-neutral hedging.” This technique involves buying
and selling the underlying currency in amounts meant to
neutralize the effects of smali changes in the exchange rate
on the value of the option.36/ Other Writers hedge their
outstanding options by balancing exercise prices and
maturities and puts and calls, using the so-called “pooled
insurance” method,37/ while still others use various other
specialized trading strategies.38/
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il THE REGULATORY FRAMEWORK
A. The Commodity Laws

Certain types of foreign currency option transactions are
clearly subject to the jurisdiction of the CFTC—a Federal
regulatory agency established in 1974 toregulate tradingin
futures and commodity options. In fact, the CFTC has insisted
that af/ foreign currency option transactions—other than
those occurring on a national secunties exchange—are
subject o its regulatory control. As will be discussed below,
however, this matter is by no means free of doubt

1. Pertinent Statutory Provisions

Onthe most basic leval, the CFTC’s regulatory handie over
foreign currency options stems from the fact thatthe CFTC's
enabling legislation, the Commaodity Exchange Act (the
“CEA”), was amended in 1974 to define the term “com-
madity” to include “all other goods and articles, . .. and all
services, rights and interests in which contracts for future
delivery are presently or in the future dealt in. . . ."39/ Since
the amendment was enacted, the foreign currencies on
which futures contracts are traded have been “commodities”
for purposes of the CEA,

Using this broad definition of commodity as a foundation,
Congress went on to give the CFTC plenary authorty to
regulate “commodity” option transactions. Section 6¢(b) of
the CEA provides, in this regard, that “[n}o person shall offer
to enter into, enter inte, or confirm the exscution of, . .. any
commodity regulated under this chapter. .. which is of the
characterof...an option’...contrarytoany rule, regulation,
or order of the [CFTC] prohibiting any such transaction or
allowing any such transaction under such terms and condi-
tions as the [CFTC) shall prescribe, . ."40/

At the same time, Congress made the CFTC's junsdiction
over commodities “exclusive” in the case of “accounts,
agreements (including any transaction which is of the
character of .. . an ‘option’ . . ), and transactions involving
contracts of sale of a commaodity for future delivery traded or
executed on a [designated] contract market or any other
board of trade, exchange or market. . ."41/

Concurrently, at the urging of the Treasury Department,
the Congress added language to the CEA to prevent the
CFTC from interfering with the smooth operation of the
foreign currency markets and certain other markets that
generally do not involve public participation. This [anguage,
which is referred to as the “Treasury Amendment,” provides
that:

Nothing in this chapter shall be deemed to govern
or in any way be applicable to transactions in
foreign currency. . . . government securities, or
mortgages and mortgage purchase commit-
menits, unless such transactions involve the sale
thereof for future delivery conducted on a board
of trade.4%/

2. The Commaodity Option Bans

Initially, the CFTC attempted to develop a regulatory
scheme to govern the offer and sale of commodity options.
However, in 1978, in response to widespread fraud and
abuse in connection with the sale in the U.S. of options
traded on London exchanges, the CFTC promulgated a
regulation 32.11 banning most commodity option trans-
actions.*3/ Congress recognized and confirmed that ban
several months later, but gave the CFTC the authority to
adopt regulations exsmpting options involving a purchaser
that is a “producer, processor, commercial user of, or
merchant handling. . .” the commodity involved in the
transaction.*#/ That exemptive authority has been imple-
mented by a CFTC regulation referred to as the "Trade
Option Exemption."4%/ In addition, the CFTC was given
general authority to lift the statutory option ban, by docu-
menting for Congress its “ability to regulate successfully”
option transactions.4%/ To date, however, it has lifted the
ban only to allow options, including options on certain for-
eign currency futures contracts, to trade on commodity
exchanges.

3. Interrelationship Between the Option Bans and
the Treasury Amendment

Since the imposition of the commodity option bans. the
scope of the Treasury Amendment's “safe harbor” for
“transactions in foreign currency” that do not “involve the
sale thereof for future delivery conducted on a board of
trade” has been the subject of debats.

inearly 1981, the PHLX took the position that the Treasury
Amendmaent prevented the CFTC from regulating options
on foreign currencies that were traded on a sscurities ex-
change. In accordance with this view, PHLX filed an ap-
plication with the Securities and Exchange Commission
("SEC™) to trade options on five foreign currencies. The
jurisdictional uncertainty created by PHLX's application
was resolved by a 1982 amendment to the CEA that makes
clear that the CFTC has no jurisdiction over foreign currency
options traded on a national securities exchange (such as
the PHLX).47/ PHLX s interpretation of the Treasury Amend-
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ment was consequently never put to a court test; however,
several courts have considered the scope of this Amend-
ment.

The first of thess legal proceedings involved a CFTC suit
against the American Board of Trade ("ABT"), a member-
ship organization that provided an exchange marketplace
for certain commodity option transactions The ABT, which
was not registered with or regulated by any government
body. contended that its foreign currency option trans-
actions involved “transactions in” foreign currency for pur-
poses of the Treasury Amendment. However, Judge
Broderick of the U.S. District Court for the Southern District
of New York concluded that:

A transaction in foreign currency and a transaction in
options involving foreign currency are different ani-
mals.. ..

An option to purchase or sell 8 commodity is not a
transaction in that commodity. [t is a transaction that
involves the commaodity. If one makes a contract to
buy a specified amount of Swiss francs, one engages
in a transaction in that currency within the meaning of
the statutory proviso: when one pays the purchase
price all that remains is for the foreign currency to be
dehvered.

... The option transaction is a long step removed from
a transaction in the commodity involved, since the
option purchaser, If he or she does nothing morewhen
the specified date arrives, will simply see the option
die. If, when the exercise date arrives, the option holder
decides to exercise the option, he or she at that point,
and not before, will engage in a transaction In the
commodity involved.

The Commodity Futures Trading Commussion, despite
its name, 1s authorized by the Act to regulate more
than transactions in commodity futures. The Commis-
sion is also authorized by the Act to regulate transactions
in actual commodities and, most relevant here, trans-
actions in commeadity options. “[Tjransactions in foreign
currency” are indeed exempted from Commission
regulation. The exemption does not cover transactions
involving the sale of foreign currency” for future delivery
conducted on a board of trade, since such transactions
are specifically excepted from the exemption. Nor
does the exemption cover options involving foreign
currency, which are not “transactions in foreign cur-
rency” within the meaning of the Act. Instead such

20

options are "transaction(s] . .. involving any commodity
regulated under this chapter . . . which [transactions
are] ofthe characterof...an ‘option’. .”7U.S.C.6c(b).
... And accordingly, such options are within the pro-
scriptions of the Act and Regulation 32.11.48/

Although the accuracy of this line of reasoning is not self-
evident, it was sustained recently by the Second Circuitinits
affirmation of the decision.49%/ However, unlike the District
Court, the appeals court examined the legislative history of
the Treasury Amendment, which it found to support its
reading with regard to the legality of the ABT's foreign
currency options business. The court found that the Treasury
Amendment was enacted “at the behest of the Treasury
Department on the ground that the protections of the [CEA]
were not needed for the sophisticated financial institutions,
already subjecttoregulation, that participated in such trans-
actions. "% The court found that an understanding of the
intended reach of the Treasury Amendment “belie[s] the
notion that the exception was designed to exclude from
regulation foreign currency options transactions such as
those defendants engaged in with private indviduals.”51/
Thus, with regard to the Treasury Amendment, the decision
holds unambiguously only that it does not reach currency
options transactions between unregulated entities and indi-
viduals. Although the court adopted the very broad lan-
guage of the opinion below, its own analysis of the legislative
history puts into question the extension of that opinion to
transactions between regulated dealers and sophisticated
institutions.

The language of the first ABT case was also quoted with
approval by another Federal District Court in a CFTC suit
against Sterling Capital Company, a firm that was marketing
foreign currency options to the general public and allegedly
engaging in various fraudulent sales practices.52/ Moreover,
this fine of reasoning was adopted with regard to govern-
ment securities by the Seventh Circuit Court of Appealsin a
suit spurred by an SEC order approving Government National
Mortgage Association (“GNMA") options trading on the
CBOE, a national secunities exchange. The Court concluded
that GNMA options are not “transactions in” government
securities for purposes of that amendment, because:

[ulnder the CBOE proposal. .., an option holder never
has 1o exercise the option in order to profit from the
position. Thus the options market may exist without any
transactions in the commodity itself. Accordingly, the
Treasury amendment does not affect CFTC power
over GNMA options.53/




The Seventh Circuit went on to conclude that, even If the
“transactions in” litany included GNMA options, the CFTC
would still have jurisdiction over those options because they
“involve” GNMA futures contracts and would therefore be
caught by the “unless” clause of the Treasury Amendment.
(That is, they would be caught by the language specifying
that the CFTC has jurisdiction over transactions that involve
the sale of the enumerated instruments “for future delivery
conducted on a board of trade.”)

It should be noted that each of those court decisions
involved option sales to members of the general public,
rather than interbank or dealer transactions between
sophisticated and informed counterparts. A different con-
clusion might well have been reached with respect to inter-
bank and dealer transactions, because, as the appeals court
noted inits recent affirmation in the ABT case, the legislative
history to the Treasury Amendment makes clear that amend-
ment was designed to prevent the CFTC from interfering
with transactions of this sort.54/ The Senate Report on the
1974 Amendments to the CEA observed, for example, that:

The Committee included an amendment to clarify that
the provisions of the bill are not applicable totradingin
foreign currencies and certain enumerated financial
instruments unless such trading 1s conducted on a
formally organized futures exchange. A great deal of
the trading in foreign currency in the U.S. is carried
out through an informal network of banks and tellers.
The Committee believes that this market is more prop-
erly supervised by the bank regulatory agencies and
that, therefore, regulation under this legislation is
unnecessary.

Likewise. the Committee believes that regulation by
the Commission of transactions in the specified finan-
cial instruments (ie.. ... government securities, mort-
gages and mortgage purchase commitments), which
generally are between banks and other sophisticated
institutional participants, is unnecessary, unless ex-
ecuted on a formally organized futures exchange.55/

Similarly, in recommending the adoption of this Amend-
ment, the Treasury Department noted that:

Virtually all futures trading in foreign currencies in the
United States is carried out through an informal net-
work of banks and dealers. This dealer market, which
consists primarily of the large banks, has proved highly
efficient in serving the needs of international business
in hedging the risks that stem from foreign exchange
rate movements. The participants in this market are

sophisticated and informed institutions, unlike the par-
ticipants on organized exchanges, which, in some
cases, include indviduals and small traders who may
nesd to be protected by some form of governmental
regulation.

Where the need for regulation of transactions on other
than organized exchanges does exist, this should be
done through strengthening existing regulatory re-
sponsibilities now lodged in the Comptroller of the
Currency and the Federal Reserve. These agencies are
currently taking action to achieve closer supervision of
the trading nsks involved in these activities. The Com-
modity Futures Trading Commussion would clearly not
have the expertise to regulate a complex banking
function and would confuse an already highly regulated
business sector. Moreover, in this context, new
regulatory limitations and restrictions could have an
aaverse impact on the usefulness and efficiency of
foreign exchange markets for traders and inves-
tors.56/

When it pressed for the adoption of this Amendment, the
Treasury Department referred only to foreign currency
“futures trading” between banks and dealers, rather than to
foreign currency option transactions — an omission that is
surely attributable to the fact that the foreign currency
options markets did not begin to develop in the United
Statesuntil 1982. However, transactionsin foreign currency
options serve essentially the same economic functions as
the other foreign currency transactions the Treasury Amend-
ment was expressly designed to encompass, are entered
into by the same types of participants and are subject to the
same type of oversight by banking authorities.57/ The
Treasury Department’s reasons for urging the adoption of
the Treasury Amendment are therefore equally applicable
to most of the foreign currency option transactions occurring
in the interbank and dealer markets. It consequently is
reasonable to argue that those transactions are not subject
to the commodity option bans {or to any other type of CFTC
regulation).

This argument draws support from the fact that the pur-
poses underlying the commodity option bans do not apply
in the context of interbank and dealer foreign currency
option transactions. Those transactions have not been
characterized by fraud and abuse, nor are the parties thereto
unable to protect their own interests. As a result, those
transactions are very similar to the interbank “futures” trans-
actions the Treasury Amendment was primarily designed to
exempt from CFTC regulation. Moreover, itis not likely that
Congress, by enactment of the option ban, would divest
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banks, without notice, of preexisting authority to deal in
currency Instruments. Nor is it likely that Congress would
divest banking regulators of preexisting authority to supervise
such activities without notice or discussion of the matter.

Nevertheless, the American Board of Trade and Sterling
Capital decisions do categorically conclude that foreign cur-
rency options are not “transactions in” foreign currency for
purposes of the Treasury Amendmeant. With the exception of
the discussion of legislative history in the Second Circuit’s
American Board of Trade decision, the language of those
decisions neither states norimplies any exceptions for inter-
bank or dealer transactions. Moreover, although the Seventh
Circuit specifically noted inits GNMA options decision that it
was drawing “no canclusion” as to whether the Treasury
Amendment affected any CFTC jurisdiction over options on
foreign currency, the language of that decision is equally
expansive.58/ For example, the Court expressed the view
that“[b]y Section 4c(c), ‘noperson ‘may entsrinto’any com-
modiity option transaction involving any’ of the new com-
modities — including GNMA's — until the CFTC lifts the ban
on trading. . .."5%/ Moreover, that court seemed to suggest
that the GNMA standby market — a market that 1s similar in
some respects tc the interbank and dealer foreign currency
options markets — would be legal only if it fit within the
confines of the Trade Option Exemption.6%/

Significantly, the CFTC also has taken an expansive view
ofits authority over foreign currency options Ina September
27, 1985 letter 10 the SEC, for example, the CFTC cited a
1982 Senate Report for the proposition that it has authority
to regulate opticns on foreign currencies “when they are
traded other than on a national securities exchange.” The
CFTC then went on to assert that the CEA's regulatory
scheme for options applies to a// options on foreign cur-
rencies except to transactions “in an option on foreign cur-
rency traded on a national securities exchange.”6

In addition, in a 1984 interpretive letter, the CFTC staff
appeared to be of the view that foreign currency options
traded on a non-U.S. exchange could only be purchased by
U.S. banks pursuant to the Trade Option Exemption. The
staff did not suggest that the Treasury Amendment might
have any pertinence to a bank’s foreign currency option
activities.52/

In sum, although compelling arguments can be made for
the proposition that interbank and dealer transactions in
foreign currency options fall squarely within the Treasury
Amendment and are thus free of CFTC control, there has, to
date, been no clear judicial or CFTC support for this view.

Rather, the CFTC view appears to be to the contrary, and
much ofthe relevant judicial analysis has not been helpful.63/

4. The Trade Option Exemption

in light of the holdings in the court decisions interpreting
the Treasury Amendment and the CFTC's expansive view of
its authonty over foreign currency options, the Trade Option
Exemption presently affords the only incontrovertible escape
from the CFTC’s commodity option ban. Many option Wniters
and Holders have thus been advised to structure their option
transactions in a manner that conforms to this exemption. If
the conditions of the Trade Option Exemption are satisfied,
option transactions are not subject to the commodity option
ban or any CFTC regulation other than the CFTC’s antifraud
rule.

This exemption, by its terms, provides that the option ban
does not apply to a commaodity option offered by a person
who has a “reasonable basis to believe” (1) that the option s
offered to a “producer, processor, or commercial user of, or
a merchant handling, the commodity which is the subject of
the commaodity option transaction” and (2) that such pro-
ducer, processor, commercial user or merchant “is offered
or enters into the commodity option transaction solely for
purposes related to its business as such. "84/ However, the
CFTC’s Dwision of Trading and Marksts has taken a more
restrictive view of this provision. In a 1984 letter regarding
the proposed offer and sale in the U.S. of foreign currency
options traded on a Canadian exchange, the CFTC staff
observed that banking institutions may qualify as permissible
offerees of foreign currency options under the Trade Option
Exemption only ifthey are: (1) ordinarily engaged in a direct,
commercial use of the underlying currency. and (2} “enter
the transaction solely for non-speculative purposes related
to their business as such.”65/

The letter states, as an example, that a bank may pur-
chase Swiss franc options under the Trade Option Exemption
onlyifit engagesin Swiss franc exchange transactions oniits
own behalf as part of its commercial banking activities and
the purchase of those options bears some direct, “non-
speculative” relationship to the bank’s Swiss franc trans-
actions in the cash forward market. The staff took the view
that “option purchases that exceeded any bona fide hedging
requirements would be speculative” and as such incon-
sistent with the Trade Option Exemption.®6/ In addition, the
staff expressed the view that persons selling options pur-
suant to the exsmption “must take affirmative steps to in-
sure” that an option purchaser qualifies under the Trade




Option Exemption. According to the staff, “[m]ere reliance
upon the undocumented representations of the purchaser
would not be sufficient ”

The CFTC staff also has taken the view that the option ban
applies to the act of entering into a commodity option trans-
action, as well as to the solicitation of such a transaction.67/
Consequently, an option purchaser also has exposure if it
purchases an option in violation of the ban.

Itshould be stressed that the views expressed in the staff's
1984 interpretive letter appsar to be narrower than the
language of the Trade Option Exemption itself, which re-
quires only that an option be purchased “solely for purposes
related to” the purchaser’s business as a commercial user of
the underlying currency. That exemption does not specify
that the option must be purchased for a “non-speculative”
or "hedging” purpose — an omission which 1s particularly
significant because other CFTC rules do expressly incor-
porate those terms. Moreover, this restnctive interpretation
goes well beyond the statutory language which authorizes
the CFTC to promulgate the Trade Option Exemption®8/ and
appears to be something of an “after-thought” so far as the
CFTC staff is concerned.89/ Nor does this stnct inter-
pretation comport with the fact that the CEA's identification
of a “commercial user” class was ostensibly “intended to
reflect a sophisticated class of commercial purchaser,
engaged in a commercial use of the underlying physical
commodity, which does not require extensive protection by
the CFTC."70/

Like the scope of the Treasury Amendment, the precise
scope of the Trade Option Exemption is thus unclear. How-
ever, as is the case with the Treasury Amendment, the CFTC
has interpreted the Trade Option Exemption in a manner
that gives the commaodity option bans the broadest sweep.
If the CFTC's current view waere fully enforced, it would be
difficuit to escape from those bans via either the Treasury
Amendment or the Trade Option Exemption. It is therefore
probable thatthe ambiguities and tensions created by these
interpretations impede the development of the market to
some extent.

B. The Securities L.aws

Pursuant to 1982 legislation amending the Federal secu-
rities laws and the CEA,71/ the SEC has unequivocal juris-
diction over the trading of foreign currency optionsona U.S.
securities exchange, while the CFTC has exclusive jurisdiction
over the trading of all foreign currency options on U.S. com-
modities exchanges. There has been some questionwhether
the SEC retained any jurisdiction over the trading of foreign

currency options in the OTC markets; however, it is now
generally accepted that the securities laws are notapplicable
to such transactions

During the mid-1870's, the securities laws were occa-
sionally found to be applicable to “naked” commodity option
transactions.”’2/ The cases reaching this result did so on the
basis that such options constituted “investment contracts”
and, hence, securities for Federal securnities law purposes.
Aithough the “investment contract” concept is not defined
by statute, the Supreme Court InS.E.C. v. W.J. Howey Co. 73/
defined an “investment contract” as “an investment of
money in a common enterprise with profits to come solely
from the efforts of others.”74/

“Naked" options differ from “covered options, in that the
Writer of a “naked option” does not own the underlying
commodity or futures contract and does not otherwise hedge
its financial exposure. Typically, the Writer of such an option
accepts the premiums of its option purchaser investors but,
rather than purchasing the underlying commaodity or entering
into a hedge, uses those premiums to speculate in the
commodity markets The “naked” option Writer gambles
that it will earn more money by speculating than it will owe
its investors upon settlement if their options move “into the
money.”

The courts reasoned that the “reliance upon the efforts of
others” requirement of Howey was satisfied because the
profits of an investor holding a naked option were inextri-
cably interwoven with the Writer's success in speculatingin
the commodity markets. The “common enterprise” element
of Howey was deemed satisfied by a showing that the
investors’ funds were “pooled” by the option Wiriter, such
that "the success or failure of one investor’'s contracts and of
the defendant’s contracts could have a directimpactonthe
profitability of another investor’s contract.”7%/

However, the courts which held that a particular “naked”
option was a security may well have besn motivated by the
desire to close a regulatory “gap.” Since the creation of the
CFTCin 1974, most casesinvolving a claim that a commodity
option transaction violates the Federal securities laws have
not reached the issue of whether the option might fall within
the Howey definition of an “investment contract.” Rather,
those cases have held that Congress intended to strip the
SEC of any jurisdiction it may have had over commodity
options and vest jurisdiction with the CFTC.76/

Moreover, most OTC foreign currency options are not
wulnerable to judicial interpretation as “investment con-
tracts” because they are individually negotiated contracts
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between two partiss, generally supported by some sort of
“receivable” In the underlying currency, and profits are made
solely through favorable market movements. These con-
tracts thus lack the commonality and reliance elements of
Howey.”7/ In this regard, cases have concluded that insol-
vency risk alone does not create a common enterprise.”8”
Furthermore, the purchasers of these options are often com-
mercial users of the underlying foreign currency. The more
clearly a purchaser is motivated by a desire to possess.
consume or use some commodity, the less likely it is that a
contract will be considered a security.”% In addition, since
the older “naked” option cases were decided, the SEC has
shown no inchination to regulate the OTC foreign currency
options market. As a result, as both a legal and a practical
matter, OTC foreign currency options are unlikely to be
considered secunties

C. New York State Gambling Laws

It has been suggested that OTC currency options might
run afoul of New York gambling laws.8% This is the case
under current law when such contracts are in fact simply a
means for wagering on currency rate movements and the
parties have no intention in any case of delivering the speci-
fied currencies.

The New York State Constitution prohibits gambling ex-
cept as the Legislature expressly allows.81/ This prohibition
has been implemented by enactment of both penal laws
making gambling actwvities illegal and contract laws making
gambling contracts unenforceable 82/

New York State law defines gambling as the activity of a
person who “stakes or risks something of value upon the
outcome of a contest of chance or a future contingent event
not under his control or influence, upon an agreement or
understanding that he will receive something of value in the
event of a certain outcome. 83/ However, illegal gambling
has been distinguished from legitimate business actvity in
State court decisions. Thus, in a 1945 decision involving a
contract dispute, one court explained that business specu-
lation is not illegal per se:

Business, including buying and selling, is carrying on
an occupation connected with the operations of bar-
ter, trade, industry, or matters commercial for profitand
usually catering to the economic necessaries and
welfare of the people or classes thereof. Business may
involve speculation butunless the latter s illegal it does
not get down to what in modern times is the lower
classification known as gambling. Gambling is playing
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a game of chance for stakes nsked on an event, chance
or contingency.84/

ina 1968 New York County Court decision, Lissv. Manuel,
the applicability of the gambling laws was considered in a
case involving the enforceability of an agreement to pool the
investing expertise of a masseur and some funds of his
client, with the masseur making good any losses. When the
selected investment failed, the masseur attempted to avoid
his contractual obligation to indemnify his partner by claim-
ing the agreement was an illegal gambling contract.85/ The
court rejected the claim, characterizing the agreement as
an investment agreement. The court explained:

Risk...is not the element which makes the transaction
a gamble. When a party has a genuine personal stake
in the outcome of future events, as when he has an
insurable interest, . . . an investment, . . . a contract in-
volving goods, commodities, work, labor or services, .

- .1t1s an approved and judicially enforceable mode or

form of business and regardless of risk, not a bet,
wager or illegal gamble [citations deleted).86/

That court equated investment with capital investment in
anenterpnse. Thus, “if ... the money 1s used in the specuiative
enterprise, the reward of success is deemed a return on
investment,” and not as gambling winnings.87/ A compa-
rable sort of investment is the use of funds to protect a profit
to be derived from a commercial investment or contract.
This sort of transaction, designated a “hedging” transaction,
would also be considered a legitimate business activity
under the reasoning of Lissv Manuel, because its purpose
would be to protect an investment or other commercial
profit. The legitimacy of contracts entered into for hedging
purposes has been recognized by New York courts.88/

The distinction between illegal gambling and legitimate
commercial transactions is key to long-established New
York State case law on the legality of options contracts,
which are normally considered to be valid commercial
transactions so long as delivery is not foreclosed at incep-
tion. In other words, option contracts are presumed to be
legal commercial agreements unless patently intended to
serve solely as vehicles for speculation,

Inthe 1877 New York Court of Appeals decision, Bigelow
v. Benedict, 89/ the court considered an option under which
Benedict, for a $250 premium, agreed to receive from
Bigelow at any time within six months $2,500in gold coin at
anagreed rate. In otherwords, Bigelow sold a six-month put
option. Benedict breached the contract, and when Bigelow
sued, defended on the ground that the contract was a mere
wager and thus illegal and voidable.89/
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The court affirmed the judgment below that the contract
was legal The court found that, although there was an
element of risk involved in the transaction, as in all option
contracts, such contracts are legitimate unless “there is no
intention on the one side to sell or deliver the property, oron
the other to buy or take it, but merely that the difference
should be paid according to the fluctuation in market
values ..."91/ According to the court, if the contract has no
business purpose but rather merely serves as a “cover for
betting on the future pnice of the commodity . . ., and no
actual sale or purchase is intended, the contract 1s illegal . .
92/ Moreover, the court made clear that such a contract is
to be presumed proper unless evidence shows the con-
trary.93/ In fact, with reference to a futures contract, the
legality of which was judged by the same standard, the
Court of Appeals stated in a later decision that the illegal
intent not to deliver must show on the face of the contract.94/
The burden of proving iilegality rests on the party challenging
the transaction.9%/

Thus, unless an OTC currency option contract can only be
settled in U.S. dollars representing the gain on the contract,
that option probably would not be vulnerable to challenge
under New York State gambling laws. Moreover, a bona fide
hedging purpose should save even an instrument providing
solely for dollar settlement. 6/ Nevertheless, the conclusion
to be drawn from this discussion is that New York State law
concerning the legality of OTC currency options remains too
ambiguous to offer comfort to many legitimate Writers of
these instruments. We would thersfore recommend the
clarification of the legality of OTC currency actions underthe
gambling laws of the states in which they are written This
paper examined the gambling laws of one state; there likely
are similar ambiguities elsewhere. Clarification of the status
of these instruments would remove an unnecessary
impediment to development of the OTC foreign currency
options market.

IV. REGULATORY PROPOSALS

As Indicated in the previous sections, legitimate corporate
and institutional demand has fueled substantial growth in
the currency options marketplace. Currency options are
now used by industry, commerce, financial institutions, and
certain individuals to manage currency exchange rate risk.
Currently open interest in OTC foreign currency options in
the U.S. measures at least $10 billion, and writing currency
options is a worldwide enterprise. investrent banks as well
as commercial banks have entered the market in a signifi-
cantway, and commodity and stock exchanges have added
currency products at a rapid pace.

The OTC currency options market developed nearly a

decade afterthe enactment of the CEA In 1974 and was not
contemplated by the legislators who set up that framework
for the regulation of derivative commodity products. Nor has
that market yet received appreciable Congressional atten-
ton.97/ Many market participants are subject to the over-
sight of several different regulators, and uncertainty exists
concerning which regulations, if any, apply to their OTC
foreign currency option activities

In view of the economic importance of the market, this
uncertainty makes it essential to consider the hest method
of regulating the OTC market in currency options. Akey issue
1s whether it would be more effective to have unitary regu-
lation ofthe entire OTC currency options market or oversight
by the regulators with junsdiction over the separate
players.

A. Regulatory Goals and the Over-The-Counter Cur-
rency Options Market

As an iritial matter, 1t 1s important to identify the goals
which the public interest would suggest regulation of this
market should attempt to achieve. These goals arguably
include financial stability, consumer protection and the
creation of an environment in which efficient and useful
markets can develop.98/

Financial stability may be important in the case of some
currency options transactions, because sharp movements
in the underlying currency can result in large and perhaps
unexpected habilities for option Writers and disappoint-
mants for option Holders. Adequate financial controls should
facilitate the development of the markets and help to pro-
tect market participants from losses due to defaults.

Similarly, consumer protection may be a significant con-
cernin some options markets because options are complex
financial instruments that may be written in the OTC market
with little, if any, margin and could be mass marketed to
persons who would not enter the futures or forward mar-
kets. Thus, an unsophisticated customer might be tempted
1o speculate using an instrument he really does not under-
stand. Historically, there have been numerous instances of
abusive and fraudulent options marketing practices. As a
result, Congress has clearly stated its sense that some op-
tions markets need close monitoring.

Finally, the creation of an environment in which efficient
and useful markets can develop is important to assure that
the markets are able to meet the economic needs of par-
ticipants. This would argue for permitting the OTC market to
develop in an environment which makes it possible for
option Writers to compete to offer what their customers




want, as to both price and product specifications. A tailor-
made product normally costs the customer more than a
mass-produced one, but it may also meet customer needs
more satisfactorily. Thus, where possible, regulation should
avoid artificial market constraints and allow the develop-
ment of the liquidity necessary for an efficient and respon-
sive market.

The threshold question is the extent to which these regu-
latory goals are apposite in the OTC currency options mar-
ket and what regulatory structure will best achieve these
goals. Assuming that the OTC currency options market 1s
and will remain a wholesale market.2%/ or that access be-
yond wholesale transactions will be closely circumscribed.
we suggest that consumer protection need not be a vital
concerninthis market. Entities using the OTC market should
be capable of monitoning their own interests. The principal
purpose of the option bans was consumer protection;
nevertheless, it was thought proper to permit commercial
users to purchase options pursuant to the Trade Option
Exemption. Moreover, the contention that the Treasury
Amendment exempts the interbank and dealer OTC market
from the bans 1s premised, in substantial part, on the con-
clusion that participants in that market do not require ex-
tensive protection. In either case. whether the Treasury
Amendment excludes the interbank market from CFTC
scrutiny or the Trade Option Exemption is broadly inter-
preted to allow legitimate business transactions, permis-
sible OTC currency option dealings do not appear to require
extensive attention to consumer protection.

Under this analysts, the primary regulatory goals appro-
priate to the OTC currency options market would be financial
stability and relatively unrestrained market development.
Consumer protection would, of course, remain a concern in
the case of any segments of the currency options market
open to public participation.

With respect to the goals of financial stability and re-
sponsive market development, one could ask whether it 1s
preferable to have a single regulator or multiple regulators. A
more relevant question, howaever, is how restrictive the regu-
latory requirements thermselves are. A single regulator could
be either restrictive or permissive, as could multiple regu-
lators. It 1s iImportant, too, that the regulatory requirements
be sufficiently clear so that market participants can know
what I1s permitted. Ambiguity regarding permissible activi-
ties, of the sort that currently exists with respectto the scope
of the Treasury Amendment, is detnmental to market devel-
opment.

Nor does regulatory efficiency necessarily depend upon
the number of regulators. If all regulators were equally effi-
clent, perhaps economies of scale could be realized by

leaving the job to a single regulator. Aside from this hypo-
thetical possibility, however, the number of regulators would
not seem material. And, it could be countered that there are
economies to be realized from having the regulator famitiar
with a particular market segment monitor option activities
within that segment. Because the OTC currency options
market contains such varied participants as commercial
banks, commodities dealers, and securities dealers, regu-
lation by market segment offers the advantage of regulator
familiarity with the regulated entity. In addition, overall effi-
ciencyis increased by not burdening a particular participant
with the need to satisfy multiple requirements set by various
regulators.

Whether there i1s a single regulator or muitiple regulators
consequently does not determine the safety or efficiency of
the marketplace. Nor 1s that factor decisive to protection of
the consumer In sum, the goals of regulation do not seem
greatly affected by the number of regulators, so long as the
applicable regulations are reasonable, coherent and con-
sistent.

B. Regulatory Alternatives

At jeast three approaches to regulation of the OTC mar-
ket which could address the needs discussed above may be
suggested. Under one approach, the CFTC's jurisdiction
over any type of OTC currency option could be recognized,
and thatagency could interpret the Trade Option Exemption
broadly enough to allow legitimate interbank and dealer
foreign currency option activities to proceed without undue
regulatory constraint. Such an approach would eliminate
the possibility of regulatory gaps and would enable one
entity to develop consistent standards for all market partici-
pants. However, such an approach would subject some
Writers of options, for example, commercial banks, to much
more substantial regulation by the CFTC than is presentiy
the case'09/ and would greatly increase the burden on the
CFTC. In addition, it is still unclear whether the CFTC will
broaden its view of the transactions permitted by the Trade
Option Exemption.

A second approach would be to interpret the Treasury
Amendment to exclude the non-public portions of the OTC
foreign currency options market from CFTC jurisdiction, but
to leave the rest of the markst subject to CFTC oversight and
the Trade Option Exemption. This approach would uncon-
trovertibly remove the wholesale market from CFTC over-
sight and permit the regulated entities in that market to
answer to their primary regulators. It would also avoid over-
burdening the CFTC At the same time, the CFTC could use
the option bans and the Trade Option Exemption to regulate
access to other portions of the OTC market.




Of course, this approach assumes acceptance of the view
of the Treasury Amendment’s scope which is advanced
above in Section lll. That view is that the Treasury Amend-
ment excludes from CFTC regulation the portion of the OTC
market which is not available to the general public and
which is regulated by other agencies. In addition, this ap-
proach would necessitate careful consideration of appro-
pniate participation in the wholesale market. In this regard,
we believe that only those entities and individuals not in
need of protection should be allowed to participate. Possible
disadvantages of this approach would include the opening
of regulatory gaps and variations in standards applicable to
similarly situated entities. These problems could be remedied
by close coordination armong the affected regulators and a
recognition that residual jurisdiction over transactions in
currency options lies with the CFTC.

We should also note with respect to this approach that
the Treasury Departmerit has recently expressed the view
that interpreting the Treasury Amendment as excluding
transactions involving the general public would be adverse
to Treasury'sinterest in the government securities market. At
the same time, Treasury conceded that “it may be appro-
priate to bring some forsign currency futures transactions
marketed to the general public off-exchange within the
scope of the [CEA]" but stated that to do so would require
legislative amendment.'01/ |n other words, the CFTC and
the Treasury Department differ on whether the Treasury
Amendment exclusion extends to transactions with the
general public, and thus the regulatory constraints on the
off-exchangs currency markets have recently become still
more ili-defined than before. As discussed above, we believe
clanfication can only be salutory. To the extent that such
clarification requires legislative amendment, we believe this
course of action should be pursued. In the meantime, an
appropriate regulatory approach could be implemented to
a great extent through concerted action by the regulators
involved.

A third approach would be to re-examine the regulatory
structure of the OTC currency options market, focusing on
which consumers need protection and, perhaps, expressly
exempting certain types of transactions from regulation.
This could be done either by enacting legislation or by
relying on the various agencies' regulatory authority. This
approach would allow the problems in this market to be
considered from a policy perspective, free from the con-
straints and complexities derived from past history. How-

ever, even if theoreticaily desirable, such an approach would
likely be difficult to effect. Moreover. In light of the fact that
more realistic alternatives are available, such an approach
does not appear to be necessary.

This last approach might be advisable, however, in the
case of various hybrid financial instruments that have certain
option-like elements. Financial markets in the recent period
of explosive growth have become increasingly creative, and
new instruments have been fashioned to mest the needs of
various entities. Many instruments which have traditionally
been thought of as “securities” now include rights which are
similar to those afforded by options. Atthe same time, many
products traditionally treated as “commodities” may con-
tain elements which are similar to those of investment con-
tracts and other securities. Oil index securities which grant
the holder a one-way right to profit if the market moves in a
certain direction are a good example of a hybrid instrument.

One result of this definitional ambiguity is that certain
worthwhile products that do not neatly fall within the realm
of “securities” regulation and outside that of “commodities”
regulation may find themselves running afoul of the statutory
and regulatory bans on certain commodity option trans-
actions. It does not seem reasonable that the viability of
these hybrid instruments should be threatened by a CFTC
interpretation of the CEA which concludes that these in-
strurents involve a commodity option and therefore are
illegal unless they are sold pursuant to the Trade Option
Exemption.

In short, because some financial instruments now being
developed do not fit neatly into the traditional “commodity”
mold, we believe there is a fundamental question as to
whether the CFTC is the only appropriate agency to deter-
mine whether those instruments have been lawfully issued.
This may. therefore, be an appropriate time for the pertinent
regulatory authorities to re-examine the statutory provisions
relating to hybrid instruments to determine whether any
statutory or regulatory changes are necessary or desirable
1o clarity the legal status of those products.

Inthe case of conventional OTC foreign currency options,
however, we would recommend the second approach: that
is, viewing the Treasury Amendment as exempting from
CFTC junsdiction the regulated interbank and dealer OTC
foreign currency options market and allowing the regulators




of dealers in that rmarket to use their best judgment re-
garding the proper regulation of the foreign currency option
activities of the entities subject to their oversight. Permitting
each regulator to oversee the foreign currency options
activities of its own market segment would permit regula-
tory variations suitable for the various sectors. Market safety,
for example, might be promoted in vanous ways, such as, by
clearing house structures, margin requirements, position
limits or capital requirements. it is neither necessary nor
appropriate to attempt to fit all segments of the market into
one regulatory mold. Nor is it obvious that any essential

bensfits are denved by installing a single regulator as the
sole overseer of the market.

Although 1t is absolutely necessary to prevent the devel-
opment of regulatory gaps and it is desirable to maintain a
“level playing field” for entities selling OTC options, the
conclusion to be drawn is not that a single regulatory scheme
is necessary. Rather, itis that the pertinent regulators should
coordinate their efforts to insure that abusive option prac-
tices do not occur and that the applicable regulatory
schemes are coherent and consistent.
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LETTERS CONCERNING NETTING

Richard S. Simmons, Esq.
Vice Chairman

Chemical Bank

277 Park Avenue

New York, NY 10172

Dear Mr. Simmons:

Peter Bartko has provided us with the latest version
(February 13) of the Foreign Exchange Netting and Close-
Out Agreement (“Agreement”) prepared by Linklaters &
Paines. You have asked how foreign exchange transactions
netted under that Agreement would properly be reported in
the Call Report.

| have discussed this matter with the Task Force on Re-
ports of the Federal Financial institutions Examinations
Council. The Task Force, which includes staff members from
the Board of Governors, the Office of the Comptrolier of the
Currency, and the Federal Deposit Insurance Corporation,
agreed that reporting the amounts outstanding (in various
currencies, as of the close of business on the report date)
under a new contract that has replaced the onginal indi-
vidual foreign exchange contracts would satisfy the Call
Report instructions. The Task Force noted that the Call Re-
port instructions for tem 5 {"Commitments to purchase
foreign currencies and U.S. dollar exchange”) of Schedule
RC-L of the Report of Condition require the reporting of . . .
the gross amount . . . of all commitments and contracts that
are outstanding on the report date to purchase foreign
currencies and U.S. dollar exchange . . ."” (except those
“within the consolidated bank”). The report date is normally
“the last business day of the calendar quarter.” Therefore,
“outstanding on the repon date” means outstanding on the
close of business on the report date The assumption is that,
as of the close of business on the report date, a new contract
has replaced the original contracts that were netted by
novation (such that these original contracts no longer exist
and are, therefore, not outstanding at the close of business
on the report date). On this assumption, the reporting of the
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amounts outstanding under the new contract (rather than
amounts that would otherwise be outstanding under the
original contracts) would satisfy the instructions.

QOur conclusion rests, therefore, on the assumption that
the novationis binding and enforceable. | believe thata bank
should be prepared to demonstrate this by prowding an on-
site examiner with reasoned opinions of counsel that the
agreement under which the contracts have been netted
does what the agreement is intended to do and would be
enforceable. That is, the opinions of counsel should state
that the netting provisions of the agreement, at least, would
be enforceable under the law governing the contract and
the law governing the bankruptcy of the counterparty to its
agreement. Specifically, the opinion should state that the
netting provisions would be enforceable under applicable
bankruptcy or insolvency law, even if the provisions closing
out the agreement in the event of the bankruptcy, insol-
vency, or default of one party were held to be invalid.

If the enforceability of the Agreement is thus demon-
strated, the obligations resulting from the netting would, in
fact and law, represent the gross amount of outstanding
commitments and contracts at the close of business on the
report date. On the other hand, even though the Agreement
provides that in the event of close-out, obligations in various
currencies would be accelerated, converted to a single
currency. and netted-out to a single amount, reporting the
close-out amount (as opposed to the amounts outstanding
in each currency) would not comply with the Call Report
instructions, because the parties do not intend that the
Agreement will be closed out in the normal course of
events,

Yours sincerely,

Ernest T. Patrikis
Deputy General Counsel
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Mr. Peter Bartko

Vice President
Chemical Bank

380 Madison Avenue
New York, NY 10017

Dear Peter-

As | am sure you now know, Ernie Patrikis has written to
Dick Simmons regarding the Call Report aspects of foreign
exchange contract netting. In reviewing the February 13
draft of the Foreign Exchange Netting and Close-Out Agree-
ment, | note that the optional close-out provisions con-
cerning cross default have been dropped. This allays signi-
ficantly some safety-and-soundness concerns regarding
the optional close-out provisions. However, the provision
permitting optional close-out by one party ifthe other fails to
make a payment due under the agreement within seven
days after notice of nonpayment is still cause for concernon
these grounds

A seven-day failure to pay, as you are aware, might not be
all thatunusual. It could arise from a variety of operational or
other developments independent of a counterparty's finan-
cial conditions. Such a provision could provide a party in a
favorable position with the opportunity to exercise the
close-out option, imposing severe liquidity constraints on
the counterparty and its clearing banks without good rea-
son. We look forward to receiving the new matenal you
offered to provide us on this issue. | would nots, also, that we
have addressed only netting of foreign exchange contracts,
not other contracts.

As a final matter, { would urge. as Jerry Corrigan and
others have in the past, that banks use this type of arrange-
ment as an opportunity to lower their counterparty limits to
take direct and proportional account of these netting ar-
rangements. It should be understood that our examiners will
review counterparty limits in the light of these netting ar-
rangements. Some of the prudential benefits of the arrange-
ment would be lost if it served only to facilitate increased
trading.

Sincerely yours,

Margaret L. Greene
Senior Vice President

Mr. Peter Bartko
Chemical Bank House
180 Strand

London

WC2R 1ET

Dear Peter:

FX NETTING PROJECT

famwriting toyouin response to your request for the Bank of
England'’s views on this project, and on the method of re-
porting to the Bank to be adopted by any participants.

The Bank has now concluded that there would be no objec-
tion if any institution authorised under the Banking Act wished
to participate in the scheme to net by novation its forward
foreign currency transactions. The Bank will therefore ac-
cept reporting by participating institutions of their novated
forward positions on the relevant returns.

The Bank will, of course, expect each participant in the
scheme to have satisfied itself as to the legal validity of
netting by novation in London (or elsewhere, for a UK bank,
should the scheme be so extended), and in the country of
origin of each of its participating counterparties We will also
expect to see a commensurate reduction in each partici-
pant’s imits on such counterparties. These aspects of parti-
ciaption will no doubt be subjects for discussion during
routine prudential interviews with each participant. We will
therefore find it helpful to be informed of each institution
joining this netting scheme

I should perhaps emphasize that the bank has not yet con-
sidered any possible extension of this scheme beyond the
onginal proposttion of netting forward foreign currency
transactions between banks. | have aiready pointed out in
the Steering Committee that important issues of principle
and of law are raised by the suggestions, in the Business
Plan, that the scheme might at some future date be ex-
tended to include the netting of deposits. the netting of
traded instruments, and the participation of non-banks. The
Bank will not therefore be prepared, without further careful
consideraiton, to accept the implementation of any such
extension of this scheme beyond the original proposition.

I am also writing to Alan Moore and Barry Linsley, as Co-
Chairmen of the Steering Committee.

Yours sincerely
P W. Allsopp

Assistant to the Chief
of Banking Department

~e~



FOREIGN EXCHANGE NETTING AND CLOSE-OUT AGREEMENT

JAn example of a foreign exchange netting agreement for intra-New York trading.
This example is for all banks except U.K. banks.]

AGREEMENT dated as of ,19 .
between [U.S. Bank X, a X
and [U.S. Bank Y]. a “IY1).

A. The parties are engaged in the business of buying
and selling foreign currencies and fromtimetotime inthe
ordinary course of business enter into contracts with one
another for the purchase and sale of such currencies.

B. The parties conclude a number of such contracts
in the same currencies which are to be settled on the
same dates, and each party desires to limit its obligations
and exposure to the other party by terminating the parties’
obligations arising out of such individual transactions and
creating, by novation, new obligations in respect thereof.
The parties additionally desire to provide for the close-out
and payment of their obligations in respect of foreign
exchange transactions under the circumstances and
subject to the conditions hereinafter set forth.

C. The parties have agreed that foreign exchange
transactions entered into between their Designated Of-
fices (as defined below) should be governed by, and
subject to, the terms and conditions set out in this Agree-
ment.

D. Each party will, in determining whether to enter
into any particular foreign exchange transaction with the
other party subject to this Agreement, be relying on this
Agreement and the other party’s obligations hereunder.

Accordingly, the parties hereby agree as follows:
Section 1. Definitions
For all purposes of this Agreement:

“Automatic Close-Out Evert” shall mean any event
specified in Section 3(a){y).

“Bankruptcy Event” shall mean (i) a Triggering Party's
filing, or consent by answer or otherwise to the filing
against it of, any petition or case seeking relief under any
Bankruptcy Law, or (i} the entry orissuance of an order or
decree with respect to a Triggering Party, or the taking of
similar action with respect to a Triggering Party, by a court
or a governmental authority, agency, instrumentality or
official of competent jurisdiction, (x} appointing a cus-
todian, receiver, trustee, conservator, liquidator or other
officer with similar power for such Triggering party or any
substantial part of its assets or properties, {y) constituting
an order for relief under, or approving a petition or case
for relief or reorganization under, or any other petition or
case to take advantage of, any Bankruptcy Law or (2)

ordering the dissolution, winding-up or liquidation of such
Triggering Party.

“Bankruptcy Law” shall mean Title 11 of the United
States Code or any other Federal, state or foreign bank-
ruptey, receivership, insolvency, administration, winding-
up. liquidation, dissolution or similar law.

“Business Day" shall mean any day other than a Satur-
day or Sunday on which commercial banks in New York
City are neither authorized nor required by law to close.

“Close-Out Date” shall mean the day in which the
Close-Out Time falls.

“Close-Out Event” shall have the meaning given such
term in Section 3.

“Close-Out Notice” shall have the meaning given such
term in Section 3.

Closing-Out Party” shall have the meaning given such
term in Section 3.

“Close-Out Time” shall mean, in respect of any Close-
Out Event or calculation with respect thereto, (i) in the
case of any Close-Out Event as to which no Close-Out
Notice is required to be given by a Closing-Out Party
under Section 3(b), the time such Close-Out Event occurs
and (i) in the case of any Close-Out Event as to which a
Close~Out Notice is required under Section 3(b), the time
such Close-Out Notice Is sent by a Closing-Out Party.

“currency” shall mean the lawful currency of any coun-
try or any “composite currency” such as the European
Currency Unit.

“Designated Office” shall mean, as to either party, the
office in the United States which such party shall from
time to time designate by notice given to the other party
as provided in this Agreement. The Initial Designated
Offices of the parties are as follows:

Any change in a party's Designated Office shall take
effect on the date specified in the applicable notice given
by such party, which date shall be not fewer than 10 days
after the receipt of such notice by the other party. No
change in a party’s Designated Office shall affect either
party’s rights or obligations in respect of Foreign Ex-
change Transactions entered into prior to the effective
date of such change.

“Foreign Exchange Transaction” shall mean a contract
between the parties made through their Designated Of-




fices under which one party agrees to buy from or seil to
the other an agreed amount of one currency at an agreed
rate of exchange for delivery on an agreed Value Date in
exchange for an agreed amount of another currency also
to be delivered on the same Value Date. This Agreement
shall apply to each Foreign Exchange Transaction entered
into on or after the date of this Agreement and to all
outstanding Foreign Exchange Transactions.

“Matched” shall mean, when applied to any Foreign
Exchange Transaction, that all steps necessary in ac-
cordance with Section 2(b) to confirm that Foreign Ex-
change Transaction have been completed (whether be-
fore or after the Netting Cut-off Time for both currencies
involved in that Foreign Exchange Transaction).

“Netting Cut-off Time" shall mean, in relation to a par-
ticular currency and a particular Value Date, the time and
date (being either the Value Date or, as the case may be,
the number of Business Days preceding the Value Date)
specified Iin the attached Schedule opposite that currency
or such other time and/or date as may from time to time
be agreed between the parties in writing for the purpose
of this Agreement,

“Optional Close-Out Event” shall mean any event speci-
fied in Section 3(a)(x).

“Triggering Party” shall have the meaning given such
term in Section 3.

“Value Date” shall mean, with respect to any Foreign
Exchange Transaction and the replacement obligations,
if any, under Section 2(d}, the date agreed when that
Foreign Exchange Transaction is entered into as the date
for delivery of the currencies bought and sold under that
Foreign Exchange Transaction.

Section 2. Netting and Novation

(a) Records. Inrelationto eachValue Date, each party
shall maintain in its records (in addition to any other
records it may have regarding Foreign Exchange Trans-
actions) a running account in the name of the other party
in each currency bought or sold under a Foreign Exchange
Transaction with that Value Date. As and when required
by clause (c)(ii) of this Section 2, each party shall:

(i) credit to the account maintained by it in the relevant currency
an amount equal to the amount of that currency sold by it
under that Foreign Exchange Transaction; and

{ii) debrt to the accourt maintained by it in the other relevant
currency an amount equal to the amount of that currency
purchased by it under that Foraign Exchange Transaction.

{b) Confirmation of Transactions. Following entry into
a Foreign Exchange Transacton, each party shall confirm
detailed thereof to the otherin such manner as shall from
time to time be agreed between them in writing for the
purpose of this Agreement. Uniess and until otherwise so
agreed, the manner of confirmation shall be as follows:

(1) assoon as reasonably practicable after that Foreign Exchange
Transaction has been entered into, each party shall (either in
addition to or instead of paper confirmations) transmit details
of that Foreign Exchange Transaction to the other party's
computer;

{ti) if the details of a Foreign exchange Transaction so received
from the other party match the details of that Foreign Ex-
change Transaction so transmitted by the recipient to the
other party, the recipient shall as soon as reasonably practi-
cable confirm that fact to the other party by message from
the recipient’s computer to the other party's computer; and

(i) when one party’s computer has received the message re-
ferred to in (ii) above from the other party’s computer, that
Foreign Exchange Transaction shall be reparded as a Matched
Foreign Exchange Transaction.

The details to be transmitted under (i) above are the
respective names and Designated Offices of the parties,
the respective amounts and currencies bought and sold,
the rate of exchange and the Value Date. As soon
as reasonably practicable after the execution of this
Agreement, each party shall confirm to the other details
of all outstanding Foreign Exchange Transactions in the
manner described in this clause (b).

(c) Netting by Novation. If a Foreign Exchange Trans-
action is Matched before the Netting Cut-off Time for
both currencies involved in that Foreign Exchange Trans-
action then, immediately upon that Foreign Exchange
Transaction being Matched-

{1) that Foreign Exchange Transaction shall be regarded as
netted for the purpose of this Agreement;

(if) inaccordance with clause (&) of this Section 2, details of that
Foreign Exchange Transaction shall be entered by both par-
ties in the accounts maintained in accordance with such
clause (a) in the currencies in question; and

{in) each party’s obligations in respect of that Foreign Exchange
Transaction shall be automatically satisfied and discharged
and replaced by an obligation to make on the relevant Value
Date the payments (if any) to be made by it in accordance
with clause {d} of this Section 2.

(d) Payments. On each Value Date:

(i) the balance of a currency standing to the credit of a party in
the accounts maintained by the other party in respect of that
Value Dats in accordance with clauses (a) and (c) of this
Section 2 at the Netting Cut-off Time for that currency shall
be paid in that currency to that party by the other party,
and

{i) n relation to each Foreign Exchange Transaction with that
Value Date which has not been Matched before the Netting
Cut-off tims for both currencies involved in that Foreign
Exchange Transaction, each party shal! pay to the other the
amount sold by it under that Foreign Exchange Transaction
in the currency so sold.

Section 3. Close-Out

(a) Close-Out Events. Each of the following events
shall constitute a “Close-Out Event” hereunder {the party
to this Agreement in respect of which such an event shall
occur, as indicated below, being referred to as the “Tng-
gering Party"):

515]




{x) Optional Close-Qut Events:

(i) the Tniggering Party fails to make a payment dus from it
under this Agreement when and as due and such falure
continues until midnight, New York City time, of the seventh
day following the date o which the other party (the “Closing-
Out Party”) has delivered a notice in accordance with Section
6(a) demanding payment, provided, however, that if the sole
reason for not making the relevant payment before the end
of such seventh day 1s that the making of such payment is
prohibited by any applicable law or regulation having the
force of law (other than any Bankruptcy Law or any regule-
tion thereunder) in effect at the end of such seventh day
and/or that it was impossible to make that payment before
the end of such seventh day, such fallure to pay shall not
constitute a Close-Out Event under this clause (1) unless the
Triggering Party fails to make such payment prior to mid-
night, New York City time, of the seventh day after the date, if
any, on which the making of such payment ceases to be so
prohibited and/or impossible;

(n) any event, circumstance or condition occurs or exists which,
under any other agreement with the Triggering Party which
provides for the netting of foreign exchange transactions
conducted through any specified offices of the parties here-
to (which may include one of the Designated Offices), and
which provides for the close-out of obligations only upon the
happening of events substantially similar to Close-Out Events
hereunder, either (x) permita the Closing-Out Party to give
notice exercising an option to close-out the parties’ obliga-
tions under such other agresment or {y) automatically re-
sults in a close-out of the parties’ obligations under such
other agreament;

{ui} &t atime when no Bankruptcy Events has occurred in respect
of the Triggering Party, the Triggering Party becomes insol-
vent, is unable to pay its debts as they fall due, orenters intoa
general asgignmentor arrangement or acomposition withor
for the beriefit of its creditors;

(v) any step other than a Bankruptcy Event (including the con-
vening of a meeting} is taken in any jurisdiction for or with a
view to the appointment of an administrator, liquidator, re-
ceiver, trustee, custodian or similar official for the Tnggering
Party or the whole or any part of the business, undertaking,
property, assets, revenues, or uncalied capital of the Trig-
gering Party;

(v) any event {other than a Bankruptcy Event) occurs which,
under the laws of any relevant junisdiction, can reasanably
be considered as having an analogous orequivalent effectto
any of the events specified In {iir} or (iv).

(y) Automatrc Close-Out Event;

(v) a Bankruptcy Event occurs in respect of the Triggering
Party.

The fact that a payment otherwise required to be made
hereunder is at any time prohibited by law or regulations
or I1s impossible to make as contemplated by (i) above
shall not preciude the occurrence at such time of a Close-
Out Event under any other clause of this Section 3(a).

(b) Close-Ourof Obligations. Inthe event thata Close-
Out Event occurs, then (A} in the case of an Optional
Close-OutEvent, atthetime the Closing-Out Party sends a
notice (a “Close-Out Notice") to the Triggering Partyto the
effect that the Closing-Out Party is exercisi ngits close-out
option hereunder and (B) in the case of an Automatic
Close-Out Event, immediately prior to the time of its occur-
rence, all obligations of both parties then outstanding

under Section 2(d) shall (regardless of whether the Net-
ting Cut-off Time referred to therein has occurred) be-
come automatically due and payable, and such obliga-
tions shall be closed out in the manner set forth in para-
graph (c) below. The sending of a Close-Out Notice and
the occurrence of an Automatic Close-Out Event shall
have the effect specified above regardless of when or
whether the Close-Out Notice Is received or whether
either party is aware of the occurrence of such Automatic
Close-Out Event, as the case may be. Upon the closing
out ofthe parties’ obligations pursuant to this Section, the
Triggenng Party or the Closing-Out Party, as the case may
be. shall be obligated to pay to the other party with
respect to such closed-out obligations an amount de-
termined in accordance with paragraph (c) below The
amount so determined shall, in the event a Close-Qut
Notice is sent, be due on demand and payable in full in
U.S. Dollars on the Business Day next following the date
of a demand for payment, and in the case of a close-outin
connection with the happening of an Automatic Close-
Out Event, the amount so determined shall be due and
payable infullin U.S. Dollars on the date of occurrence of
the Automatic Close-Out Event.

(c) Destermination of Close-Out Obligation. The obli-
gation referred to in paragraph (b) above shall be deter-
mined by the Closing-Out Party as set forth below, and
such determination shall be conclusive absent manifest
error:

{i)  with respect to each Foreign Exchange Transaciton with a
Value Date after the Close-Out Date which has been Matched
but not netted before the Close-Out time and in respect of
which either party has an obligation which is outstanding at
that Close-Out Time, there shall be calculated the difference
betwesn:

{x) the amount of the currency which the Closing-Out Party
originally contracted to sell under such Foreign Exchange
Transaction (the “Sold Currency”); and

{y) the amount of the Sold Currency which is required to pur-
chase the amount of the currency which the Closing-Out
Party originally contracted to buy under such Foreign Ex-
change Transaction (the “Bought Currency”) at the rate of
exchange (determined in good faith by the Closing-Out Party)
atwhich,atorabout__________New York Citytimeonthe
Closa-Out Date, the Designated Office of the Closing-Out
Party could enter into a contract in the forsign exchange
market to buy that amount of the Bought Currency in ex-
change for the Sold Currency for delivery on the relevant
Vaiue Date or the sacond Business Day after the Close-Out
Date, whichever is ister.
if the amount referred to In {x) is less than the amount
referred to in (y), the diference shall be trested as an amount
arising in favor of the Closing-Qut Party, and i such amount
i greater then the amount referred to in (y), the difference
shall be treated as an amount ansing in favor of the Triggering
Party;

{ii) eachdifference calculated i accordance with clause {i) above
in a currency other than U.S. Dollars and each balance of a
currency other than U.S. Dollars owed at the Close-Out Time
by either party to the other under Section 2(d} (i} with respect
to & Velue Date after the Close-Out Date shall be notionally
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converted into U.S. Dollars at the rate of exchange (deter-

mined in goad faith by the Closing-Out Party) at which, ator

about __________ New York City time on the Close-Out

Date, the Designated Office of the Closing-Out Party could

anter into a contract in the foreign exchange market to buy

such other currency in exchange for U.S. Dollars for delivery
on such Value Date or the sacond Business Day after the

Close-Out Date, whichever is later;

(i) with respecttio each Value Date after the Ciose-Out Date, the
balance of the U.S. Dollar account maintained in the records
of the Closing-Out Party in respect of obligations of the
parties under Section 2(d){i} at the Cloge-Out Time and the
U.S. Dollar amounts, determined pursuant to (i} and {n)
ahove, of the respective balances of the other accounts
maintained in such records shall be consolidated to de-
termine the net U.S. Dollar amount, if any, to the credrt or
debrt of each party in respect of such Value Date;

{v) each net U.S, Dollar amount determined pursuant to (iii)
above shall ba notionally discounted so as to arrve at the
amount which, when aggregated with the amount of income
which could be earned on such sum if it were placed on
deposit from the period from the Close-Out Date to the
relevant Value Date at the interest rate specified in the next
following sentance, wouid equal such net U.S. Dollar amount.
The interset rate to be utihized for purposes of the foregoing
shall be the rate per annum (on the basis of the actual num-~
ber of days 1n question and a year of 360 days), determined
as of approximately 11:00 a.m., London time, on the day
two Business Days prior to the Close-Out Date, at which, in
the good faith judgment of the Closing-Out Party, U.S.
$[1.000,000] could be placed on deposit in the London
Interbank Market for the period from the Close-Out Date to
the applicable Value Date and computations shall be baged
on the assumption that interest is compounded semi-
annually;

(v) each balance of a currancy other than U.S. Dollars which
shall have become due from arther party to the other under
Section 2(d)(ii} on or prior to the Close-Out Date but which
shall not have been paid at the Close-Out Time, shall be
notionally converted into U.S. Dollars at the rate of exchange
(determined in good faith by the Closing-Out Party) atwhich,
atorabout __________ New York City time on the Close-
Out Date, the Designated Office of the Closing-Out Party
could enter intc a contract in the foreign exchange market to
buy such other currency in exchange for U.S. Dollars for
delivery on the second Business Day after the Close-Out
Date; and

{vi) theamountscomputed pursuantto (iv) and (v} above, and all
U.S. Dollar balances which shall have become due from
either party to the other under Section 2(d) prior to the
Close-Out Time but which shall not have been paid, shall be
consolidated, and the net amount owad by the Triggering
Party to the Closing-Out Party. or by the Closing-Out Party to
the Triggering Party, determined.

(d) Amount of Close-Out Obligation. The parties agree
that the amounts payable pursuant to this Section with
respecttothe close-out of their obligations hereunder are
a reasonable pre-estimate of loss and are not a penalty.
Such amounts are payble as liquidated damages for the
loss of a bargain and the loss of protection against future
risks with respect to the forward payment obligations
created hereunder, and the party receiving such amounts
will not be entitled to recover additional damages as a
consequence of such losses from the party obligated to
pay such amounts,

Section 4. Representations and Warranties

Each party, as an inducement to the other party to
enter into this Agreement and any Foreign Exchange
Transaction, represents and warrants to the other party
that: (a) it has the corporate powerto execute, deliverand
perform this Agreement; (b) this agreement has been
duly authorized, executed and deliversd by it, does not
contravene any contractual restriction binding on it and
caonstitutes its valid and binding obligation; and (c) all
authorizations of, exemptions by and filings with any
governmental or other authority that are required to be
obtained or made by itin connectionwith this Agreement
have been obtained or made and are valid and sub-
sisting.

Secton 5. Dollar Obligations

The receipt or recovery by either party of any amountin
respect of an obligation of the other under Section 3ina
currency other than U.S. Dollars, whether upon the wind-
ing up or liquidation of such other party. pursuant to a
judgment of any court or otherwise, shall discharge such
obligation only to the extent that on the Business Day
immediately following receipt of such amount the re-
cipient shall be able, in accordance with normal banking
procedures, to purchase U.S. Dollars with the currency
received:; if the amount of U.S. Dollars so purchasable
shall be less than the original U.S. Dollar amount of such
obligation, the obligor shall, as a separate obligation and
notwithstanding any judgment of any court, indemnify
the recipient against any loss sustained by it. The obligor
shall in any event indemnify the recipient against any
costs incurred by it in making any such purchase of U.S.
Dollars.

Section 8. Miscellaneous

(a) Notices. Except as specified in Section 2(b) with
respect to computer-transmitted messages, notices and
other communications provided for herein shall be in
writing and shall be delivered or sent by telex to the
applicable address or telex number set forth below:

[Name and address} [Name and address}

Attention: Attention*

Telex No.: Telex No.

or to such other address or telex number as may be
designated by either ﬁarty in a notice delivered 1o the
other as provided in this paragraph (a). All notices and
other communications shall be effective upon delivery,
except for Close-Out Notices, which shall be effective
when sent.




(b) Payments; Interest on Overdue Close-Out Amounts.
All payments due under this Agreement shali be made in
suchmannerasis agreed bythe parties fromtime to time.
Any amount payable under Section 3 which is not paid
when due shall bear interest (computed on the basis of
the actual number of days elapsed in a year of 360 days)
for each day from the due date thereof through the date
on which paid at a rate per annum equal to the rate,
determined in good faith by the party to which such
amount is owed, at which overnight deposits in dollars
approximately equal to the amount owed are offered on
such day to the London offices of such party by leading
banks in the London Interbank Market.

(c) Foreign Exchange Transactions. Neither party
shall have any obligation under this agreement to enter
into any Foreign Exchange Transaction with the other. In
the event of any inconsistency between this Agreement
and the provisions of any foreign Exchange Transaction
or either party’s accounting or other records, this Agree-
ment shall prevail to the extent of such inconsistency.

(d) Successors and Assigns. Whenever in this
Agreement either of the parties hereto is referred to, such
reference shall be deemed to include the successors and
permitted assigns of such party, and all agreements by or
on behalf of the parties shall bind and inure to the benefit
of their respective successors and permitted assigns.
Neither party may assign all or any part of its rights or
obligations under this Agreement or any Foreign Ex-
change Transaction, or create or grant any security in-
terest with respect hereto or thersto.

(e) Applicable Law. This Agreement shall be con-
strued in accordance with and governed by the laws of
the State of New York.

()} Wawers;, Amendments. Neither this Agreement
nor any provision hereof may be waived, amended or

modified except by an agreement in writing executed by
each of the parties.

{g) Termination. Either party may terminate this Agree-
ment upon not less than 30 days’ written notice to the
other of the date on which such termination is to take
effect. All rights and obligations in respect of Foreign
Exchange Transactions entered into before the date shall
be unaffected by such termination and shall continue to
be governed by this Agreement.

{(h) Severability. In the event any one or more of the
provisions contained in this Agreement should be held
invalid, itegal or unenforceable in any respect, the validity,
legality and enforceability of the remaining provisions
contained herein shall not in any way be affected or
impaired thereby. The parties shall endeavor in good faith
negotations to replace the invalid, illegal or unenforceable
provisions with valid provisions the economic effect of
which comes as close as possbile to that of the invalid,
illegal or unenforceable provisions.

{iy Counterparts. This Agreement may be executedin
two counterparts, each of which shall constitute an
original but both of which when taken together shall con-
stitute but one contract.

IN WITNESS WHEREOF, the parties have caused this
Agreement to be duly executed by their respective
authorized offices as of the day and year first above
written.
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SUMMARY OF RESULTS OF U.S. FOREIGN EXCHANGE
MARKET TURNOVER SURVEY CONDUCTED IN MARCH 1986
BY THE FEDERAL RESERVE BANK OF NEW YORK

Gross foreign cunency transactions reported by 123
banking institutions located in the United States averaged
$63.1 billion per day in March, according to a survey by the
Federal Reserve Bank of New York. After adjusting to elimi-
nate double counting of the same transactions reported by
two banks, average daily volume was an estimated $50
billion. This total represents an increase of over 92 percent
from the April 1983 adjusted figure of $26 billion.

Transactions arranged by nine foreign exchange brokers
located in the United States averaged $25.9 billion per day,
anincrease of 84 percent over the April 1983 daily brokered
amount of $14.1 billion.

Gross foreign currency transactions by 13 nonbank fi-
nancial institutions in the United States averaged $13.9
billion per day. After adjusting to eliminate double counting
of the same transactions reported by a surveyed bank and a
surveyed nonbank financial institution, average daily volume
was estimated at $8.5 billion. Nonbank financial institutions
were surveyed for the first time in March 1986.

Calculation of average daily turnover for both the current
and the previous surveys may have been affected by Easter
holidays. While in the United States March 1986 and April
1983 each had 21 business days, most large financial cen-
ters abroad were closed for Good Friday and Easter Monday.
As a result, overseas trading opportunities for U.S. institutions
were limited on these days. In addition, a majonty of U S.
banks operated with mirimal staffs on Friday and most
nonbank financial institutions were closed that day Frag-
mentary data suggest that the volume of turnover in the U.S.
market on Good Friday was less than ten percent of normal
and on Easter Monday it was only about half of normal.

Any comparison between the results of the two most
recent surveys aiso should take account of the possibility
that turnover in April 1983 may have been temporarily
reduced by the European shift to daylight savings timeiin late
March, about one month ahead of the United States. This
shift decreased by one hour each business day the length of
time when both the U.S. and European foreign exchange
markets were open stmultaneously.

Surveyed Institutions

The 1986 survey included 123 banking institutions re-

porting gross turnover of $1,325.3 billion, or $63.1 billion
per day. These transaction figures were 89 percent higher
than the $702.5 billion, or $33.5 billion a day. reported by
119 banks in 1983, :

Atotal of 106 banking institutions participated in both the
1983 and 1986 surveys. These institutions reported turn-
over of $1,218 billion in 1986, an increase of 82 percent
from the $668 billion they reported in 1983.

The average size of all foreign currency transactions re-
ported by banks was $3.4 million.

The banking institutions surveyed in 1986 and 1983
included large money center and regional domestic com-
mercial banks, Edge corporations and U.S. branches and
agencies of foreign banks. While not all of the banks that
deal in foreign exchange were included in the survey, the
surveyed banking institutions are believed to account for the
bulk of foreign exchange transactions in the United States
by commercial banks.

Foreign exchange brokers were surveyed separately. Un-
like banks, brokers do not trade currencies for their own
accounts butinstead act as intermedianes between market
participants wanting to buy or sell currencies. Because bro-
kers do not deal with each other there was no double count-
ing within the survey of brokers.

The 8 foreign exchange brokers surveyed had turnover of
$543.6 billion in March, up 84 percent from the $295.9
billion reported by 10 brokers in April 1983. Brokers re-
ported a slightly larger average size of transaction, $3.6
million, than did banks. The difference in size was almost
entirely explained by a large average size in brokering
Canadian dollars.

Nearly all brokers in the United States operating in the
foreign exchange market were included in the two surveys.
Because the brokers act on behalf of their counterparties, a
large part of the turnover reported by brokers was also
reported in the survey of banking institutions noted above
and in the survey of nonbank financial institutions described
below.

For the first time in 1986, the New York Fed survey In-
cluded foreign currency transactions of nonbank financial
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institutions. Nonbanks were included in the survey because
of their growing role as participants in the foreign exchange
markets A total of 13 nonbank financial institutions were
surveyed, reporting gross turnover of $291.5 billion, or
$13.9 billion per day. The surveyed institutions include some
of the largest nonbank financial institutions in the United
States. However, the New York Fed'’s ability to select non-
banks may not be as good as selecting banks. As a result,
some nonbanks that trade actively forsign currencies may
have been excluded from the survey. Nonbank financial
institutions reported the largest average size of transactions
— $4.6 million.

Currency Composition

The latest survey showed the ranking of foreign currencies
by transaction volume at banking institutions was unchanged
from 1983. However, trading became more concentrated,
with the market share of each of the three major currencies
— German marks, Japanese yen and British pounds —
growing between 1983 and 1986, while the market share
of the four other currencies surveyed declined. The broker
survey showed a similar trend between the two surveys,
except for a slight deciine in the market share of British
pounds.

Trading in German marks continued to be the most active.
It accounted for 34.2 percent of transactions by banking
institutions, up from 32.5 percent in 1983, as well as 37.7
percent of transactions for brokers, up sharply from 30.9
percentin 1983. The markwas also the most actively traded
currency by nonbank financial firms, accounting for 31.5
percent of total volume in the latest survey.

Trading 1n Japanese yen was the second most active
currency, accounting for 23.0 percent of transactions by
banks and 22.0 percent of transactions by brokers, up about
one percentage pointfrom 1983 inthe case of both types of
participants Trading in Japanese yen by nonbank financial
institutions came to 26.8 percent of total volume.

Trading in British pounds, the third most active currency,
1o0se from 16.6 percent of transactions by banks in 1983 to
18.6 percent in the latest survey. Brokers reported that
trading in sterling declined from 17.0 percent of total volume
to 16.3 percent during the two survey dates. With a market
share of 20.6 percent, the British pound also was the third
most actively traded currency by nonbank financial insti-
tutions surveyed in 1986.

The Swiss franc had a decline in percentage share, falling
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from 12.2 percent in 1983 to 9.7 percent of transactions
reported by banks in 1986, and from 9.6 percentto 7 1
percent of the brokered market. Despite this decline in
market share, it maintained its rank as the fourth most actively
traded currency by banks and the fifth most actively traded
of the brokered market. Swiss francs accounted for 12.3
percent of foreign exchange turnover by nonbank financial
firms and ranked as their fourth most actively traded cur-
rency.

The Canadian dollar — the fourth most active currency in
the broker market and the fifth most actively traded by bank
and nonbank financial institutions — saw its share decline
from 11.8 percent to 8.0 percent in the broker market and
from 7.5 percent to 5.2 percent in the interbank market
Similarly, the market shares of the French franc and the
Dutch guilder fell from 4.4 percent to 3.6 percent and from
1.6 percent to 1.4 percent, respectively, of bank reported
transactions. They declined from 5.7 percent to 4.1 percent
and from 1.5 percent to 1.3 percent, respectively, of broker
reported activity. The French franc and Dutch guitder shares
amounted to 1.4 percent and 0.5 percent, respectively, of
the activity of nonbank financial institutions.

For the first time, the 1986 survey respondents were
asked toindicate the transaction volume in currencies other
than the seven requested on the survey form. Specifically,
the respondent was asked to specify each currency and to
report transaction volume for each currency for which the
respondent had a volume exceeding $50 milhon. About 73
percent of the turnover reported in the “other” currency
column was identified by the surveyed banks. Nonbanks
identified 82 percent of the “other” currencies, while brokers
identified 57 percent.

The Australian dollar, the italian lira, and the ECU were
specified as being the most actively traded currencies among
the “other” currencies. The Austrahan dollar accounted for
41 percent of turnover in the “other” currency column re-
ported by nonbank financial institutions, 20 percent re-
ported by brokers, and 19 percent by banks. The italian lira
accounted for 27 percent of “other” currencies reported by
brokers, 19 percent by banks, and 8 percent by nonbank
financial firms. ECU’s accounted for 24 percent of “other”
currency transactions reported by nonbanks, 10 percent by
banks, and 4 percent by brokers.

Additional currencies that were specified by banks in-
cluded Spanish pesetas, Belgian francs and Swedish kroner,
each of which represented 4 percent of “other” currency
turnover.




Typas of Transactions

In 1986, 63.2 percent of all foreign exchange trading
reported by banks was in spot contracts, generally for de-
livery in two business days. That percentage share was little
changed from the 62.9 percent spot trading in 1983. An-
other 29.8 percent of 1986 turnover was in swap contracts,
in which an institution buys (or sells) a currency for one
maturity and sells (or buys) the equivalent amount for a later
date. That was down 3.2 percentage points from swap
activity in 1983. Tracling in outright forward contracts by
banks, in which currencies are purchased or sold for future
delivery, rose from 3.9 percent of total volume in 1983t0 4.7
percent in the latest survey. Trading in foreign currency
futures and in foreign currency options, both exchange
traded and over the counter, rose from 0.3 percent in 1983
to 2.3 percentin 1986. In a futures contract a bank buys or
sells a standardized amount of foreign currency on an or-
ganized futures exchange for delivery on one of several
standardized future dates. In a foreign exchange options
contract a bank buys or sells the right — but not the obligation
— toreceive or deliver a specified amount of foreign currency
at a specified price on or before a specified future date.
Banks trade standardized foreign currency options on or-
ganized exchanges and also write and trade custom-tailored
options outside organized exchanges.

Brokers reported that their brokering of spot contracts
rose from 51.4 percent of their turnover in 1983 to 59.4
percentin the latest survey. Their swap activity fell from 48.2
percent to 39.8 percent between the two surveys.

For nonbank financial firms, trading in spot, swap and
forward contracts represented 49.7 percent, 25.! percent
and 6.1 percent, respectively, of their total volume. Foreign
currency options and futures accounted for 6.5 percent and

12.6 percent, respectively, of total turnover — considera bly
more than for the commercial banks.

Counterparties

Bank reported trading with nonbank customers declined
from 11.9 percent of total volumein 1983 to 11.5 percentin
the latest survey. Similarly, trading between two banks fell
slightly, from 87.4 percent to 86.6 percent between the two
surveys, Trading on organized options and futures exchanges,
by contrast, expanded from 0.7 percent of total bank re-
ported volume in 1983 to 1.9 percent in 1986. The use of
brokers by banks declined as the brokers’ share ofinterbank
turnoverfell from 58 percentin 1983 t0 51 percentin 1986.
Trading with banking institutions abroad rose from 22 per-
centto 26 percent of interbank turnover between 1983 and
1986.

The brokers’ survey shows that brokering between two
U.S. banks declined slightly, from 63 7 percent of brokers’
total turnover in 1983 to 52.1 percent in 1986. Brokering
between a U.S. bank and a bank abroad declined from 41.5
percent of total volume in 1983 to 30.0 percent in 1986.
The share of brokering between two banks abroad was littie
changed between the two surveys. The share of brokering
that involved a nonbank party jumped from 1.6 percent in
1983 to 14.3 percent in 1986. This sharp nse points to the
growing role of nonbank financial institutions in the foreign
exchange market.

For the surveyed nonbank financial institutions nearly 63
percent of their 1986 total volume was with banks. Another
19 percent was with nonbank institutions, of which 7.7
percent was with nonfinancial institutions. Trading on or-
ganized futures and options exchanges was 18 percent of
the total volume reported by the nonbank financial firms.




DISTRIBUTION OF FOREIGN EXCHANGE TURNOVER
REPORTED BY BANKS
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DISTRIBUTION OF FOREIGN EXCHANGE TURNOVER
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BY CURRENCY
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DISTRIBUTION OF FOREIGN EXCHANGE TURNOVER
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BY CURRENCY
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1986 1983
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APRIL, 1983
CURRENCY {MILLIONS $)
GERMAN MARKS 216,682
! JAPANESE YEN 146,640
' BRITISH POUNDS 109,992
SWISS FRANCS 83,902
CANADIAN DOLLARS 49,717
FRENCH FRANCS 30,806
DUTH GUILDERS 10,271
OTHER CURRENCIES 20.861
TOTAL 867,660
SAMPLE SIZE 108

{Apnil 1983 to March 1986)

BANKS REPRESENTED ON BOTH SURVEYS

MARCH, 1986 CHANGE
(MILLIONS 8 %
427,136 97.1
261,301 79.5
222,548 102.3
122,817 46.4
65,862 32.6
42,732 39.6
18,416 79.3
57,184 172.8
1,217,996 82.4
108

GROWTH IN FOREIGN EXCHANGE TURNOVER AMONG BANKING INSTITUTIONS IN THE U.S.

ALL BANKS REPRESENTED ON EITHER SURVEY

APRIL 1983 MARCH, 1986
{MILLIONS §) {MILLIONS 8}
228,643 452,843
164,604 304,677
116,995 248,012
86,884 127,981

62,666 68,362
30,830 48,103
11,194 18,617
22,980 58,852
702,499 1,325,337
118 123

CHANGE
%

28.1
870
1103
488
29.8
66.0
65.4
166.1

8.3

*Individual currencies do not add to total. The total excludes $1.5 billion of cross-currency transactions, in which a foreign currency 18 purchased or sold directly against
another foreign currency rather than against dollars.

LIST OF BANKING AND NONBANKING INSTITUTIONS AND BROKERS
{Participants in the March, 1986 Survey Of Turnover in the U S. Foreign Exchange Market)
{* Banks Included in 1983 Survey)

BANKS

* Algemene Bank Nederland NV
* American Express International
¢ Amencan National Bank and Trust
s Amsterdam-Rotterdam Bank

® Australia and New Zealand Bank
* Bancs Commarciale italiana Chi
¢ Banca Commercisle italisns LA
* Banca Commerciale Italiana NY
¢ Banco di Roma

& Banco dt Sicllis

+ Banco do Brasil

* Bank of Amenca

® Bank of Boston

¢ Bank of Ireland

® Bank of New York

¢ Bank of Nova Scotis

* Bank of Tokyo Ltd. LA

* Bank of Tokyo Ltd NY
BankAmerica International Miami

* BankAmerica Intemnational NY

¢ Bankers Trust Co.

* Bankers Trust Intermationsg!

* Banque Francaiss du Comm. Exteriour

¢ Banque Indosuez

* Banque Nationsle de Paris

¢ Banque Paribas

* Barclays Bank internstional

¢ Bayensche Landssbank Girozentrale

* Bayerische Versinsbank Girozentrale

© Beriiner Handels-und Frankfurt

¢ Brown Brothers Harriman

o CIC-Union Europeene, Intl. et cie

* Caisse Nationsl Credit Agricole Ch
Caisse Nationa! Credit Agricole NY
California First Bank

¢ Canadian Impenal Bank of Commerce

s Chase Manhattan Bank

» Chemical Bank

¢ Cittbank NA

¢ Comenca Bank-Detroit

® Commerzbank AG

¢ Commerzbank Aktiengeseilschafta
Conecticut National Bank

® Continentsl lilinols Bank

* Cradit Lyonnaise

* Credit Suisse
Creditanstalt Bankverain
Credito htaliano

¢ Crocker National Bank

BANKS
Dak-lchi Ka

Bank Ltd.
¢ Daiwa Bank Ltd.
* Deutsche Bank AG
¢ Dautsche Genossenschafts
* Dresdner Bank AG
* Europesn American Barking Co.
First American Bank of New York
¢ First Bank Minneapoha
* First Chicago Internstional
¢ First Interstate Bank of California
¢ First National Bank of Atlanta
* First National Bank of Chicago
¢ First Pennsyivania Bank
¢ Floet Nationa! Bank
® Franch Amencan Banking Corp.
¢ Fuf Bank Ltd.
¢ Harns Trust and Savings Bank
* Hessische Landssbank Girozentrals
Hong Kong and Shanghal Banking Corp.
* industrial Bank of Japan Ltd.
® Interfirst Bank
¢ Irving Trust Co.
s J, Hentry Schroder Bank and Trust Co.
¢ Lioyds Bank International
® Long Term Credit Bank of Japan
¢ Manufacturers Hanover Trust Co.
® Menufacturers snd Tradsrs Trust Company
® Marine Midland Bank
¢ Mellon Bank
Mefion Bank Intemationat
¢ Maerrill Lynch Intemations! Bank
Midland Bank PLC
* Mitsubishi Bank Ltd.
Mitsubishi Trust and Banking Co.
® Mitsui Bank Ltd.
* Mitsul Trust and Banklrgo. .
¢ Morgan Gusranty Trust
s National Bank of Detroit
¢ National City 8ank
* National Westminster Bank PLC NY
¢ National Westminster Bank PLC SF
¢ Nippon Credit Bank
* Nordic American Banking Corp.
* North Carolina National Bank
* Northern Trust Co.
* Norwest Bank - Minneapolis
¢ Rainer National Bank
* Republic National Bank
¢ Republic National Bank of Dallas
* Royal Bank of Canada NY

66

BANKS

Royal Bank of Canada SF

Sanws Bank Ltd.

Seafirst Nations! Bank

Secunty Pacific International Bank
Security Pacific National Bank
Shawmut Bank of Boston
Soclets Generale

Standard Chartered Bank Ltd.
Stato Street Bank and Trust Co.
Sumitomo Bank Ltd.

Sumitomo Trust and Banking Co.
Swiss Bank Corp. NY

Swiss Bank Corp. SF

Tokai Bank Ltd

Toronto Dominion Bank

Toyo Trust and Banking Co. Ltd.
Union Bank

Union Benk of Switzerland Chi
Union Bank of Switzerland NY

NONBANK FINANCIAL

Commodities Carp.

Desn Witter Reymokis Inc.
Discount Corp. of New York
Drexel Bumham Lambert Inc.
E. F. Hutton and Compaeny Inc.
Firet Boston
Goldman, Sachs snd Company
Johnson, Matthey Commodities
Morgan Stanisy and Co. Ino.
Nomura Securities Intemational
Phibro - Sslomon Inc.

BROKERS

Bierbaum - Martin inc.
Debsusse snd Compeny
Fulton Prebon Money Brokers
Harlow Meyer Savage Inc.
Intamationat Monay Brokers
Lasssr Marshall Inc.

Noonan, Astley, Pesrce, Inc.
Tullet and Tokyo Forex inc.
Willich snd Matthes inc




MARCH 1986 TURNOVER SURVEY OF 123 BANKING INSTITUTIONS
Aggregats Results
{in Millions of Dollars Equivalent)
QERMAN JAPANESE BRITISH swiss CANADIAN FRENCH DUTCH ALL ALL
TRANSACTION CATEGORY MARKS YEN POUNDS FRANCS DOLLARS FRANCS GUILDERS OTHER CURRENCIES
1 OUTRIGHT SPOT TRANSACTIONS
A INTERBANK 66,808 30.870 49,711 13.820 3.988 4,222 2341 8817 168,667
1 Dwoct with Banks in U.S.
2 Drrect with Banks Abroad 78,780 32512 44,242 21,682 8422 9,602 3420 9,728 207,182
3 Through Brokers 155,201 77110 698,400 30.810 17,788 11,76864,792 10,848 377.489
8 Cusmomer
1 Non-Fnancial Instmimions 10,068 6,168 6,000 2,807 2674 880 327 1,870 3194
2 Finencsel instiutions 18.283 18,874 8,423 4,738 381t 738 268 1.343 63.286
Il SWAP TRANSACTIONS
3 A Maurty | Year or Lasy
! intersank
Droct With Baniz i LLS. 11,407 14,489 7.509 4,359 3J.088 2226 1,078 3,666 47,818
8. Dwect With Banks Abrosd 21,802 27,823 9,084 8808 8,254 B,626 2320 9.810 90,586
C Through Brokers 67,809 71,409 28,489 22,832 12,242 9,180 2388 8977 210,787
2 Customer
3 A Non-Financel irsitutions 4,582 2143 2276 1,686 ne 841 192 432 12,650
8. Financisl insthutions 6.969 8.612 4,445 2,180 — - 3.088 784 250 1,846 27,802
8  Mmurly Grestar Than 1 Yasr _
1 Interbank 1,827 1,088 a7 B8O 73 132 49 247 4361
2 Customer
A Nom-Financisl instiutions o4 181 a8 18 23 18 3 73 419
8. Financial insutunons 23 109 87 14 8 32 2 289 804
M OUTRIGHT FORWARD TRANSACTIONS
A intertank 10,283 7.088 8,381 8,160 1808 1.248 798 3,688 36,208
8 Customer
E 1 Non-Financial insthutions 5,655 3.047 2,088 1.028 2382 822 178 1,265 16,042
i 2 Financssl instrutons 2,842 2,004 2,088 829 482 248 128 668 8,228
; IV CURRENCY FUTURES AND OPTIONS
' A Futures Contracts 7398 2,287 2,808 8,247 812 0 ] 166 168,403
f &  Opuons Contracts
. 1 Aurchased
: A Over-The-Counter 836 424 a1 580 19 137 (i} 87 2579
8 On an Exchangs 1,180 B12 324 604 163 18 0 8 2814
2 Soid
A Over-The-Countar 838 443 320 480 3% 193 ] 118 2,411
8 On an Exchange 1,904 491 (.11} 709 200 14 ] o] 4,086
YOTAL SPOT 317,837 162,524 177,776 73.694 37,380 27,137 11,164 30,302 837774
TOTAL SWAP 103,893 128,872 62,5688 39,006 25480 18,488 8.283 22,799 398,017
TOTAL FORWARD 18,860 12,119 11,187 7.004 4813 2,118 110 8401 82,273
TOTAL OFTIONS 4,859 1.878 1.718 2,340 817 380 ] 194 11870
TOTAL INTERBANK
DIRECT WITH BANKS INU S 88,308 45,369 67,220 18,178 7073 6,448 3419 10472 218,485
DIRECT WITH BANKS ABROAD 98,392 60,336 83,208 30,070 18,876 18,027 8,748 18,236 297.778
THROUGH BROKERS 212,810 148,619 87,889 63,442 28997 20,836 7.151 17,823 588,288
UNSPECIFIED 11,890 8,134 7,008 8,700 1.772 1380 847 3,838 40,686
TOTAL 391,397 282387 216,413 107,381 64,618 43,780 17,183 51,088 1,143,096
TOTAL CUSTOMER
NONFINANCIAL 20,9688 11,489 11,042 5,205 5,078 2172 700 3,630 80,652
FINANCIAL 20,227 26,659 18,033 7.738 7.127 1,782 848 3808 81,017
TOTAL 49,183 38,188 26,076 13,003 12,808 3,854 1,348 7436 181,869
TOTAL TURNOVER 452,843 304,877 248,012 127,881 48352 48,103 18817 60.862 1.326.337
CURRENCY SHARE % 84.2 230 188 8.7 5.2 30 14 44 1000
NUMBER OF DEALS 110,318 69,831 67,496 30,288 27884 20,803 2.243 34,615 370,976
AVERAGE DEAL SIZE 37 43 3é 40 24 23 20 17 34




TRANSACTION CATEGORY

1 OUTRIGHT SPOT TRANSACTIONS

A WITH A BANK COUNTERPARTY
1 Dwrect with Banksn US.
2 Dwect with Banks Abrosd
3 Through Brokers
&  Customer
1 Non-Financral Instutons
2 Finencisl Instiutions

1 SWAP TRANSACTIONS

A Mawmty ! Year or Leas
1 intertant
Drract Wah Banks in U S.
8. Dewact With Banks Abroad
C Throuph Brokers
2 Customer
A Nor-Financisl insthutons
8 Financsal instm.oons
8 Matunty Gromer Thar: | Yaar
1 interbank
2 Customer
A Non-Finsncsal Instaupons
8. Fnencisl Institutions

W OUTRIGHT FORWARD TRANSACTIONS

MARCH 1986 TURNOVER SURVEY OF 13 NONBANK FINANCIAL INSTITUTIONS

A WITH A BANK COUNTERPARTY
8  Customer

1 Non-Finsncral Instmsons

2 Financiel Insthutons

N CURRENCY FUTURES AND OFTIONS

A Futures Contracts
&  Opwons Contracts
! Purchased
A Over-The-Counter
8. On an Exchamge
2 Sokt
A Over-The-Countw
B. On an Exchangy

TOTAL SPOT
TOTAL SWAP
TOTAL FORWARD
TOTAL OPTIONS

TOTAL BANK COUNTERFARTY
DIRECT WITH BANKS IN U S.
DIRECT WiTH BANKS ABROAD
THAOUGH BROKERS
UNSPECIFIED
ToTAL

TOTAL CUSTOMER
NONFINANCIAL
FINANCIAL
TOTAL

TOTAL TURNOVER
CURRENCY SHARE %

NUMBER OF DEALS
AVERAGE DEAL SIZE

Aggrogata Results
{in Millions of Dollars Equivalent)
GERMAN JAPANESE BRITISH swiss CANADIAN FRENCH DUTCH ALL ALL
MARKS YEN POUNDS FRANCS DOLLARS FRANCS GUILDERS OTHER CURRENCIES
14182 7743 9,808 2,608 1270 798 233 1777 38,473
8493 5939 5.947 4330 866 219 m 811 288158
18,673 8,782 8,788 6,970 1,320 310 m 480 45 446
5339 3.808 2,468 1,107 734 380 180 285 14,377
7,435 4208 4,120 2,881 387 98 56 an 19,834
5,541 10,547 7.783 2,107 1,882 680 an 1.028 29927
4390 8139 5977 2272 533 108 48 1,150 22,623
1.440 1267 1,688 747 574 81 EX] 220 5,930
084 1,144 778 388 T 108 4 108 3533
3488 2,400 1,808 1374 584 an 88 287 10,427
7 12 0 24 10 0 [ 0 183
2 83 11 75 0 ° ° 8 206
2 1 0 107 ) 0 0 88 300
2473 3,534 1013 1128 722 188 54 901 10,581
1.778 804 1077 184 123 88 24 178 4368
nz 805 7557 228 245 142 9 380 2,949
12.848 10,301 5262 6,885 1,889 3 0 27 36862
98 143 b1 1204 607 12 o 1 2,640
2182 4,507 an 281 85 83 o 0 79819
130 106 83 ° 301 12 0 o a4t
2,348 2789 013 409 18 1) 0 ° 7.627
54,092 30,538 31,189 17,883 4348 2,088 751 3.880 144,748
18,852 23,787 17978 7,084 3913 1,342 553 3,002 73,188
4 083 8,003 3,747 1,841 1.080 386 87 1,429 17,898
4789 8515 1,882 2403 1,081 188 [ 1 18,027
10,893 18.280 17,689 anz 3162 1,401 805 2,808 66,400
12,203 14,078 11,924 6,602 1198 327 189 2,087 49,238
20,113 10019 10,347 7 15884 387 204 718 81,378
2180 3,646 1,913 1,182 732 186 54 801 10,734
54,889 46,033 41,888 20,183 6976 2311 1,022 6,489 179,748
7.803 8,087 4380 1.894 1207 534 208 &7 2257
11,838 7.208 0,008 4,801 1188 051 181 1144 33,510
19,438 13.203 11,048 6288 2373 1486 388 1622 86.081
81,711 78,202 60,048 36,726 12,118 2,988 1391 8339 201518
e 208 208 123 42 14 6 28 1000
15,540 10,834 12,200 587 1,948 1,301 an 3,468 81,249
8 55 43 49 48 28 34 24 48




MARCH 1986 TURNOVER SURVEY OF NINE FOREIGN EXCHANGE BROKERS
Aggregate Resuits
{in Millons of Dollars Equwvalent)
GERMAN JAPANESE BRIMSH SWISS CANADIAN FRENCH DUTCH ALL ALL
TRANSACTION CATEGORtY MARKS YEN POUNDS FRANCS DOLLARS FRANCS GUILDERS OTHER CURRENCIES
1 OUTRIGHT SPOT TRANSACTIONS
A Baoween Two Banks in The US. 82,722 38,077 27,308 9,056 7,738 4,511 2487 5,163 174,589
8  Bswesn Two Banky Abrosd 8,307 568 839 380 2,720 438 0 89 10,138
C.  Boween ABankinThe US.
And A Bank Abrosd 44,000 11,848 13,126 8402 5888 4,729 2386 3,887 82,386
0. hwokng A Non-Bank
Counterparty 18,707 12,380 7.945 5,893 1477 136 1 1,044 45,842
I SWAP TRANSACTIONS
——
A Maturky 1 Yeer Or Lass
1 etween Two Banta m US. 28,813 3semN 17,447 5881 8,028 6.681 976 3,848 105,841
2 Benveon Two Banks Atroad 378 489 184 321 71923 20 200 128 8,923
1 3. Betwesn A Bank in Ty US.
And A Bank Abroad 17,032 11,839 14,090 8,885 9833 2.342 845 3877 88,823
4 Invoking A Non-Bank
Courterpeny 8,824 8,845 8,567 1,070 2.266 3,983 80 1878 31,488
1 8 Matunky Greater Than 1 Yaar a2 163 278 10 101 60 0 22 1,048
il OUTRIGHT FORWARD TRANSACTIONS
A Betwesn Two Banky in US. 124 1,308 538 45 o 43 0 12 2,088
8 Between Two Banks Abroad 58 17 18 19 128 [} o [} 238
C. Between A BankInTha US
And A Bank Abroad 172 346 878 223 [ 1 o 20 1,341
D hwohng A Nom-Benk
! Counterparty 102 347 182 0 0 108 0 0 707
' TOTAL SPOT 149,805 59,831 48918 22,641 17,833 8,811 4884 9,883 323,113
N TOTAL SWAP 65,088 88,007 38,608 18,747 385407 12,088 2080 9,180 218,122
v TOTAL FORWARDS 458 2016 1,287 287 126 150 0 2 4,354
: TOTAL BETWEEN TWO BANKS IN US. 112,889 73,054 45,260 15,682 13,763 10,238 3472 8,723 282878
i TOTAL BETWEEN TWO BANKS ABROAD 6833 1,062 7861 730 10,048 458 200 217 19,207
| TOTAL BETWEEN A BANK IN THE U S.
. AND A BANK ABROAD 82,483 23,733 27,786 16,280 18,722 1072 3241 7,184 162,530
, TOTAL INVOLVING A NON-BANK
COUNTERPARTY 23,723 21,542 14,684 8.863 3,732 4,204 (1] 2919 77,838
TOTAL TURNOVER 208,120 119,554 88,808 Be7rs 43,360 22,027 09574 190,085 543 508
CURRENCY SHARE (%) 377 220 103 74 80 4 13 36 1000
NUMBER OF DEALS 84,373 20814 20,270 10,040 8,130 8,108 2338 8,113 160,188
AVERAGE DEAL SIZE 32 a8 34 LT 7.4 is 30 23 36
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Document of Organization

CONCLUSION OF FEASIBILITY STUDY Z) ES;'égé)/SH FOREIGN EXCHANGE COMMITTEE
lune

ltwas generally agreed that any new forum for discussing mat-
ters of mutual concern in the foreign exchange market (and where
appropnate off-shore deposit markets) should be organized as an
independent body under sponsorship of the Federal Reserve Bank
of New York. Such a Committee should:

1 be representative of institutions participating in the
market rather than individuals,

2. be composed of individuals with a8 broad knowledge
of the foreign exchange markets and in a position to
speak for their respective institutions;

3 have sufficient stature in the market to engender res-
pect for its views, even though the Committee would
have no enforcement authonty;

4, be constrtuted in such a manner as to insure at all
times fair presentation and consideration of all points
of view and interests in the market, and

5. notwithstanding the need for representation of all
interests, be small enough to deal effectively with
1ssues that come before this group.

The objectives of the Committee would be-

To provide a forum for discussing technical 1ssuss in the foreign
exchange market, as well as the related international money
markets

To serve as a channel of information between the market and the
Federal Reserve and, possibly, other official institutions within the
United States and abroad.

Itis understood that the Committee would seek to work closely with
the FOREX.

The Committee may considar the possibility of formulating recom-
mendations for uniform terminology and technicai standards for
use in the foreign axchange market. It will not concern itself with the
evaluation of individual markst participants, nor will it attempt to set
requirements, qualifications, or terms for participation in the
market,

The Committee

In response to the resuits of the study, the Federal Reserve Bank
of New York agreed 10 sponsor the establishment of a Foreign
Exchange Committee. It was agreed that;

1. The Commuttee should consist of no more than 14
members and an equal number of alternates. In addi-
tion, the president of FOREX would be invited to
participate.

2 Institutions participating in the Committee should be
chosen in consideration of their participation in the
exchange market here as well as of the size and
general importance of the institution Selection of
participants should remain flexible to reflect changes
as they occur in the foreign exchange market.

70

3. Responsibilrty for choosing member institutions and
alternates rests with the Federal Reserve Bank of New
York. The Federal Reserve may solicit the adwce of
current Committee members

4 Initially, the terms of half of the members will be for
two years and half for three Thereatter, to provide for
maximum participation in the Committee by institu-
tions ehgible for membership, the term of member-
ship would be two years. It is envisaged that, at the
expiration of each member's term, the altemnate would
succeed to full membership.

The composition of the Committee should be as follows:

B5-6  East Coast banks {possibly including one New York Edge Act
corporation)

2-3 regional banks
2-3 foreign banks

1-2  brokers (preferably to represent both foreign exchange and
Euro-depositors)

the president of the FOREX USA, inc
the Federal Reserve Bank of New York

Commiittee Procedures

At the outset, there would be a meseting of the Committee— with
a specified agenda of tems—at least every alternate month
(January. March, May, July, September, November). The format of
the discussion, however, would be informal.

In the event that a member is unable to attend a meeting, his
alternate may attend.

Any recommendation the Committee wishes to make on items
coming to its attention can be discussed and decided upon only at
its meetings. Any such recommendation would be distributed not
only to member institutions and their alternates, but to every senior
officer in charge of the international money desks of every partici-
pating institution 1n the United States

The Committee may designate ad hoc working groups to focus
on specific issues.

Depending on the agenda of items to be discussed, the Com-
mittee may choose to invite other institutions to participate in its
discussions and deliberations.

Summaries of discussions at each meeting would be prepared
and distributed to market participants generally by the Federal
Reserve Bank of New York on behalf of the Committee

Mestings of the Committee would be held st the Federal Reserve
Bank of New York.

In addition to the meetings provided for above, a meeting of the
Committee may be requested at any time by two or more
members.
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CUMULATIVE INDEX TO PREVIOUS REPORTS

SUBJECT ANNUAL REPORT

Advantages from Netting Foreign Exchange Contracts,
by Ray Peters
Bank-Broker Relationship
Banks’ Relations with Customers
Bank's Risk Managemsnt with Forsign Exchange Customers,
by Edward R. Dobbins
Bank-To-Broker Communication (Recommendation)
British Bankers’ Association {BBA) terms and conditions
for interest-rate swaps, forward rate agreements, and
foretgn currency options
Brokers
© Name Substitution Practices
* Rols in Confirmation
® Trader-Broker Relationship

Canadian Dollar-Quoting {Committee Deliberations)
Chairman’s Report

CHIPS Conversion to Sarme-Day Settlement

® Letter from David E. Bodner

¢ Federal Reserve Bank of New York Circular

* Excerpts from Remarks by John F Lee
Committee’s Advisory Role

Committee’s Relationships with Other Organizations

Commodity, Definition of
Commodity Futures Trading Comrmusston

Commodity Exchange Act
Confidentiality

Conflict of Interest

Confirmation of Foreign Exchange Transactions

« Broker Role In

* Recommendation

* Responsibility for (Committee Deliberations)

® Spot transactions

Corporate Use of Options

Counci on International Banking

Counterparty Risk in FIRCs and IRCAs, by Ron Lewy.
Hans Neukomm, Heinz Riehi

Country Risk

Crednt Risks in the Foreign Exchange Business, by
Heinz Rieh!

Cross Border Rigks

Dealing Relationships
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CUMULATIVE INDEX TO PREVIOUS REPORTS

SUBJECT

Establishing a Clearing House for the Netting of
Foreign Exchange Contracts
Eurodollar market, U.S. bank participation in
(see also I1BF's)
Evolution of Markets for New Products (Committee
Deliberations)
Exchange Market intervention-Excerpts from Remarks by
Under Secretary of the Treasury Beryl W Sprinkel
Feasibility Study to Establish Foregn Exchange Committes
Band Document of Orgsnization
Federal Financial Institutions Exarnination Counci!
(See Minimum Standards)
Financial Futures
¢ Comments on Markets
* Regulatory Requirements for
Fixed Rate Agreements

Foreign Currency Options Task Force
— Establishment
— Members
Foreign Exchenge Contract Standards-Comments On

Foreign Exchange Contracts-Proposed Rules of
International Chamber of Commerce

Foreign Exchange Operations, Guidelines For

* Audit Documentation (FFIEC)

* Documaentation of Policy (FFIEC)

* Internal Accounting Controls (FFIEC)
Foreign Exchange Options

— Papers related to
Foreign Exchange Options Pricing
» Volatility
Foreign Exchange Options Trading
© Hedging of Exposures from
© Cred!t Risk in
Foreign Exchange Transactions Volums {ses Turover
Survey)

Foreign Exchange Turnover Survey

—

Formation of Commiittes
Forward Interest Rate Contract

Group of Thirty Survey of Foraign Exchange

History and Definitions of Foreign Exchange Options, by
Arnold Staloff

IBFs, Comments On

* Proposal for Negotiable Certificates of

Deposit
Insolvency
Interest Rate-Exchange Rate Volatility

Interest Rate Futures
Interest Rate Swaps

72
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Intemational Chamber of Commaerce-Proposal-Foreign
Exchange Contracts

International Swap Dealers Association {ISDA) code
Intervention, The role of
The Last of the Mohicans (spaech to FOREX USA
Midwest Chapter
-— Margaret L. Greene, April 12, 1985, Denver
Legal and Regulatory issues of Foreign Exchange Options
Long-Dated Forward Contracts
Management of Foreign Exchange Actwity, Statement of
Selected Issues {Committee Deliberations and
Recommendations)

Market Practice {Committee Deliberations on)

Moeeting Dates {1978-1978)}

--(1980-1981)

- (1981-1982)

--(1982-1983})

--(1983-1984)

-~ {1984-198b)

— (1986-1986)
Membership {Participation changes)

-— (December 1979)

-- (December 1980)

—— (December 1981)

-— (December 1982)

-— {December 1983)

-~ {December 1984)

—— (December 1986}
Memorial Day Observance in New York-Committee’s

Advisory Role

® | otter from Scott Pardes
Model interbank Foreign Exchange Netting Agreement

* Commentary
Name Substitution Practices

® Recommendation
Name-Switching
Negotiable Certificates of Depost for 1BFs:
A Feasibility Study
Netting Foreign Exchange Transactions in the Same Currency
for the Same Value Date, by Kathieen Ludman
Netting of Foreign Exchange Contracts

® Papers Related to
* Agresment
Non-Bank Participants in Exchange Market, Comment On
Off-Hours Trading
Off-Market Rates
Off-Premises Trading

Ohta, Takeshi
~~ Excerpts from Remarks
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CUMULATIVE INDEX TO PREVIOUS REPORTS

SUBJECT

Participation in Exchange Markets
— Non-bank
~ Changes in
Participation in Options Market
Performance of the Exchange Markets, Comments On

Procedural Matters of the Foreign Exchange Committee

Recommendations for Dealers {Association Cambiste
Internationaie)

Recommendations Prepared in 1983
Recommendations and Papers Prepared in 1984
Regulatory Issues

* Federal Financial Institutions Examinations

Council (See Minimum Standards)

* Financial Futures

® Foreign Exchange Options

* OTC Markets
Risks in Interbank Cross-Border Transactions
Same-Day Settlement {See CHIPS Conversion

Selacted Issuss Relating to the Management of Foreign
£Exchange Activity

Settlement Risk
Speakerphoneas
Sprinkel, Beryl W.
— Excerpts from Remarks
Stendardization of Contracts (sae Comments on Foreign
Exchange Contract Standards)
Support Staff, Importance of
Tape Recording
Taping of Telephone Conversations in Trading Rooms and
Confirmation Areas:
® A Recommendation
® A Report
Technical Aspects of Foreign Exchange Options, by
Scott Diliman and William Lipschutz
Trade Options Exemption
Trader-Broker Relationship

Trading Practices

Trader-Trader Relationship

Transaction Date

Two-Way Speakerphones (Commuittee Deliberations and
Recommendation}

Uniform Guidsiine on Internal Control For Foreign
Exchange Actvities in Commercial Banks (FFIEC)

US' Foremgn Exchange Market Turnover (A summary of a
survey in April 1983 by the Federal Reserve Bank of
MNew York)

Who Buys Options and Why, by Gary Seevers

Yen in Internationsl Markets

— Excerpts from Remarks by Takeshi Ohta,
Director of the Bank of Japan
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FOREIGN EXCHANGE COMMITTEE MEMBERS AND ALTERNATES

MEMBERS
East Coast Banks

Heinz Rieh!

Senior Vice President
Cribenk, NA

399 Park Avenue
New York, NY 10045
(212) 559-0664

Chnstine W Patton

Senor Managing Director
Manufacturers Hanovsr Trust
270 Park Avenue

New York, NY 10017

(212) 286-7707

Jay Pomrenze

Senvor Vice President
Bankers Trust Cornpany
One Bankers Trust Plara
New York, NY 10015
(212) 776-3375

William Rappoft

Executme Vice Prasident
Manufacturers & Tradors Bank
One M and T Plaza

Buffato, NY 14240

(716) 842-5563

Kenneth G Hartwel!
First Vice President
Bank of Boston

100 Federal Street
Boston, MA 02101
(617)434-7120

. Other U.S. Banks

Davrd Harvey

Senvor Vice Prestdent

First National Bank of Chicago
One First National Piaza
Chicago, IL. 60870

{312) 732-5369

Mr Kemp Mitchell

Managing Director

Securtty Pacific National Bank

300 South Grand Avenue, 18th Floor
Los Angelas. CA 90009

(213) 229-1381

Barry L. Ksufman

Vice President and Manager,
Foreign Exchange

Northem Trust Company
50 South LaSalle Street
Chrcago, I 60675

(312) 630-6204

(JANUARY 1987)
ALTERNATES MEMBERS
Nil. Foreign Banks
James P Borden Michasel Snow
Senior Vice President Senior Vice Presidant
The Chase Manhattan Bank Unton Bank of Switzerfand
One Chase Manhattan Plsza 299 Park Avenue
Nsw York, NY 10081 New York, NY 10171
(212) 662-7543 (212} 715-3100
Ron Levy Haruo Kimura
Senior Vice President Dsputy General Manager
Marine Midland Bank Now York Agency
140 Broadway The Bank of Tokyo, Ltd
Nsw York, NY 100/5 100
{212) 440-5718 New York, NY 10005
{212} 766-3421
Barry T Linsley
Managing Dirsctor Douglas Graingsr
Chemrcal Bank Manager, Int'l Money Markets
277 Park Avenue The Royal Bank of Canada
New York, NY 10072 76 Wiiliarn Strest
(212) 310-4480 New York, NY 10005
(212) 806-3376
John Amold
Vice Presidant V. Broksrs
Morgan Guaranty Trust Compeny
23 Wall Strest Anthony Cabello
New York. NY 10015 Prasident
(212) 483-2858 Noonan, Astley and Pearce, Inc.
Wall Street Plaza
Ramund Sargent New York, NY 10005
Senwor Vice Presidant (212} 504-2580
Floet National Bank
111 Westminster Strest FRichard M MaGee
Provrdence, RI 02903 Managing Director
(212) 431-7900 Tultart and Tokyo Forex, Inc.
80 Ping Street
New York, NY 10005
{212) 208-2006
John P Caulfield
Senior Vice President V. Forex USA, inc. (observer)
Continental Bank
812 South LaSalle Street David Palmer
Chicago, IL 60697 Senwor Vice President and Treasurer
(312} 825-7605 First American Bank of New York
350 Park Avenue
Raymond R Peters New York, NY 10022
Sanior Vice President {212} 759-9838 ext 762
Bank of America, NT & SA
Flow of Funds Managsment No 3170 Vi. Federal Reserve Bank of New York

555 Calfornva St 11 Floor
Sen Francisco, CA 94137
{415} 963-9574

William L. Maxwell
Exocutive Vice Prasident
Nonth Carolina Nations! Bank
The Mall Level

Onoe NCNB Plaza

Charlotts, NC 28265

(704) 374-7723

{sx officio)

SamY Cross
Executiva Vice Presilent

Federa! Raserve Bank of New York

33 Liberty Strest
New York. NY 10045
(212) 720-6180

Meargaret L. Greene
Senior Vice President

Fadaral Ressrve Bank of New York

33 Liberty Street
New York. N.Y. 10045
(212) 720-5688

ALTERNATES

Garhard Schieif
Sentor Vice President
BHF-Bank

55 East 59th Street
New York, NY 10022
(212) 546-5522

Owasn van dar Wall

Senlor Vice Prestdent
Wastpac Banking Corporation
335 Madison Avenue

Now York. NY 10017

(212) 551-27156

Jean-Jacques Ridesu
Sensor Vice President
Mudiend Bank, PLC
520 Msdison Avenus
New York, NY 10022
(212) 7598300

Edwerd Baltes
President

Lasser, Marshall, Inc
76 Williarn Street
Now York, NY 10005
(212} 343-5378




