CHAIRMAN'S REPORT

he Foreign Exchange Committee commemorated its twentieth anniversary in 1998—a
year distinguished by several significant events affecting the foreign exchange market.
In one area of the world, preparations were under way for the introduction of the euro.
In other areas, a number of currencies experienced wide fluctuations and, in some cases,
were subject to trading disruptions. Throughout the year, the Committee endeavored to
support the foreign exchange market by publishing papers and letters, sponsoring a special
seminar, and issuing press releases in response to critical market events. All of the
Committee’s actions were focused on the objective of providing the entire community with

information that would facilitate its operation and contribute to its overall development.

Conscious of the need to improve global communication and enhance the effectiveness
of its actions, the Committee also successfully reached out to other industry groups, coordi-
nating actions on a number of important issues. A relationship with the Singapore Foreign

Exchange Market Committee was nurtured at a joint session on November 5, 1998.

The Committee also collaborated with other industry groups on efforts to limit settlement
risk and monitored actions by regulatory authorities that had the potential to affect the
over-the-counter foreign exchange market. The following sections treat in greater detail the

developments that had an impact on the Committee over this past year.

Preparing for the European Economic and Monetary Union

Early last year, as the market prepared for euro trading, the Committee turned its attentions
to the market’s lingering uncertainties on a number of key operational issues related to euro
trading. These included deal conversion, trading practices, euro payments, the prospect for

legacy currencies, and holiday conventions. To support the market, the Committee

. distributed a letter to the community, endorsing the holiday conventions recommended
by the European Monetary Institute;
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« published a guide, EMU: Guide to Operational Issues in the Foreign Exchange Market
(see page 33), which included information on the multiple changes anticipated in the
operational infrastructure with the start of euro trading; and

« held a half-day seminar at the Federal Reserve Bank of New York that examined opera-
tional procedures under EMU and considered the customer, market, and legal concerns
raised by the adoption of a single currency.

Later in the year, the Committee, aware that many institutions had not yet forwarded to their
counterparties the revisions in standing settlement instructions required by the advent of euro
trading, distributed a letter urging that these revisions be communicated immediately (see
page 73). In addition, the Committee, working with the Financial Markets Lawyers Group, offered
the community an EMU Protocol that facilitated the amendment of the Committee’s existing

foreign exchange documentation in connection with the introduction of the euro.

Responding to the Commodity Futures Trading Commission’s Concept Release

On May 7, the Commodity Futures Trading Commission (CFTC) published a “Concept
Release” on over-the-counter derivatives that suggested that major new regulatory initiatives
were being contemplated. There was specific concern over the CFTC's references to auto-
mated clearing and settlement systems that are either used or under development in the
foreign exchange market. These facilities have not been considered part of an organized

futures exchange and thus within the jurisdiction of the CFTC.

Through the summer months, the Committee joined with other industry groups to
express its displeasure with the Concept Release. The Committee submitted written testi-
mony to Congress about the possible adverse impact on the foreign exchange market of any
such regulatory initiatives. The Committee also prepared a letter to the CFTC commenting

on the Concept Release and detailing the Committee’s concerns (see page 67).
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Many observers believe that the recurring threat of new regulatory restraints on the
over-the-counter market has already affected the market’s growth and development. In
recent years, market analysts have noted that financial institutions have increasingly shifted
their foreign exchange business from the United States. According to a Bank for
International Settlements study, the Central Bank Survey of Foreign Exchange and
Derivative Market Activity in April 1998, the United States’ foreign exchange market share
has stagnated over recent years, while the United Kingdom’s market share has steadily

increased.

Reducing Settlement Risk

The Committee continued to review the progress of two initiatives aimed at reducing
settlement risk: CLS Services, a service designed to provide “continuous linked settlements”
for its customers, and a new market instrument, the contract for differences (CFD). At the
Committee’s February meeting, representatives from CLS Bank updated the Committee on
their efforts to set up a single multicurrency settlement service that would consolidate the
foreign exchange settlement activities of the large banks. Formed in 1997 with the spon-
sorship of major commercial banks involved in foreign exchange trading, CLS plans to start

up operations in 2000.

An ad hoc group of the Committee focused on the benefits, costs, and operating prac-
ticalities of the CFD. In August, the Committee summarized the findings of the group in a
short issues paper, CFDs: The Benefits of Foreign Exchange Transactions That Settle
Differences Only (see page 47). The advantages of CFDs have become more apparent over
the year, particularly given increased market sensitivities to credit risk. At year-end, trading
in CFDs had yet to begin, but reference rates for their use are expected to be available on

market screens in the near future.
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The importance of the Committee’s efforts to curtail settlement risk were underscored in
Reducing Foreign Exchange Settlement Risk: A Progress Report, a paper by the Group of
Ten’s Committee on Payment and Settlement Systems (CPSS) that was published by the
BIS. The report compared current market conditions with those in 1996, when the initial
analysis of settlement risk was circulated. The CPSS report acknowledged that
the heightened awareness of the community had been instrumental in helping to decrease
settlement risk. Nevertheless, noting that this type of risk still remained high, it called for further

risk reduction efforts by the market.

Reacting to Trading Disruptions

The Committee also monitored disruptions in the trading of the Indonesian rupiah, the
Malaysian ringgit, and the Russian ruble. When the Indonesian rupiah payment system was
interrupted on May 14, market repercussions were severe, given widespread uncertainties
about payments and questions about the appropriate settlement procedures. Even after the
resolution of the immediate crisis—when the Central Bank in Indonesia resumed full opera-
tions—uncertainty lingered about how institutions handled the crisis, including concerns

about the proper way to deal with overdrafts and the definition of a business day.

On September 1, when the Bank Negara, the Malaysian central bank, imposed certain
currency controls, the Committee responded with a press release that recommended, as a
best practice, closeout of ringgit positions (see page 79). The Committee also identified pro-
cedures that would be most effective in dealing with other potential emergencies. Shortly
afterward, conditions in Russia contributed to a disruption in the ruble market. Working with
the Financial Markets Lawyers Group, the Committee coordinated actions with the Emerging
Markets Trading Association and International Swaps and Derivatives Association and

issued a press release revising the existing price source references for the ruble (see page 81).

The key currencies also exhibited volatility as the year drew to a close. Sharp gyrations
in the value of the U.S. dollar relative to the yen and mark in early October gave rise to global
concerns about the effects of deleveraging when huge positions by hedge funds are
unwound. These substantial market shifts and concerns about reduced liquidity were the

focus of considerable discussion at the October and November Committee meetings.

1998 FX Committee Annual Report



Collaboration with Other Groups

The Committee strengthened its bond with the Singapore Foreign Exchange Market
Committee during 1998. The currency disruptions in Indonesia and Malaysia focused inter-
national attention on that region, and the global community, including the Committee, was
able to obtain important information through the Singapore Foreign Exchange Market

Committee.

In a joint meeting in New York on November 5, the Committee and the Singapore
Foreign Exchange Market Committee exchanged views on European events and Latin
American conditions. The Singaporeans also discussed a paper that shed light on the
disruption of currency trading in Asia. The paper identified problems that contributed to the
disruption, including the difficulty of reconciling the various management approaches of the
affected institutions. The paper also highlighted the committees’ shared concern about the
need to reexamine standard definitions in foreign exchange documentation and certain trad-
ing conventions. The discussion of the paper ended with the recognition that industry
groups, including the Committee and the Singapore Foreign Exchange Market Committee,

had played an important role in managing and resolving such disruptions.

The two committees also discussed their common Y2K concerns. They endorsed a
recommendation that market participants consider measures to reduce transaction volume in the
first week of the year 2000. The letter outlining these measures was signed by both committee

heads and was circulated to the Foreign Exchange Committee’s mailing list (see page 75).

Plans and Projects for 1999
Documentation issues are emerging as an important concern in 1999. The following initia-

tives are under discussion:

« Nondeliverable Forwards
The Committee, together with the Financial Market Lawyers Group and the Emerging
Markets Traders Association, is discussing new terms to be used in the confirmation of
nondeliverable forward transactions. Market participants have noted problems in match-
ing confirmations for these transactions.
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e Barrier Options
The Committee is reviewing market practices relating to barrier options with an eye
toward suggesting changes in current Committee documentation.

« Force Majeure
Through the Financial Markets Lawyers Group, the Committee is evaluating force
majeure provisions of the standard documentation with a view toward recommending
changes that will facilitate effective responses to future market disruptions.

In addition, the Committee will request updates on the progress of CLS Bank as it pre-
pares for its start-up. Developments concerning possible trading of CFDs will be observed.
As the run-up to Y2K continues, the Committee hopes to contribute best practice sugges-
tions, study contingency strategies that could be useful for the community, and coordinate

actions with other industry groups.

Finally, the Committee plans to continue its dialogue with the Singapore Foreign
Exchange Market Committee by holding another joint meeting on November 4, 1999, in
Singapore. It also hopes to increase its interaction with other foreign exchange committees
in the United Kingdom, Canada, Japan, and Hong Kong—for example, by coordinating best
practice recommendations on subjects of mutual concern such as trading disruptions and

Y2K preparation.

The Committee’s Twentieth-Anniversary Celebration

As the year drew to a close, the Committee celebrated its twenty-year history by honoring its
members, both current and past, with a commemorative dinner on December 3. The hosts
were William McDonough, president of the Federal Reserve Bank of New York, and Paul
Volcker, who served as president of the Bank when the Foreign Exchange Committee was

first established.
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Over the past twenty years, about 170 individuals have served as members of the
Committee. Former members were tracked down in countries such as Ireland, England,
Cyprus, and Japan and from various parts of the United States. Eighty members, repre-
senting all twenty years of the Committee’s history, attended the event. The celebration was
a well-deserved tribute to the men and women who helped to shape the Committee and to

carry out its work on behalf of the foreign exchange market.

In both President McDonough’s and former President Volcker's presentations to the
attendees, the Foreign Exchange Committee was commended as an important force in the
growth and development of the market, as the events of the past year readily attested. In
taking on new challenges this year, the Committee has taken a step forward in its own devel-
opment while also improving the mechanisms necessary for the Committee to play an

important role in the foreign exchange community in the future.

John J. Finigan, Jr.
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