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CHAIRMAN'S REPORT

Nineteen ninety-four was a particularly productive
year for the Foreign Exchange Committee The Com-
mittee completed important projects in each of the major
areas of foreign exchange trading — risk management,
trading practices, and the legal and regulatory frame-
work of the market. For the first time, the Committee pre-
sented public seminars in several different locations
overseas in order to increase international awareness
and understanding of the Committee’s work.

The 1994 Annual Report reflects the Committee's pro-
ductivity. The Report reviews several major Committee
projects completed during the year:

* The Trading Practices Subcommittee studied the
market impact of the Committee's 1993 Istter on broker
switches and discussed market best practices for over-
the-counter financial market transactions between par-
ticipants.

* The Market Structure Subcommittee sponsored a
Committee discussion on the future of electronic trading
systems, advised the Federal Reserve Bank of New York
on the Foreign Exchange and Derivatives Markets
Turnover Survey, produced the Committee's formal com-
ment on the Financial Accounting Standards Board's
proposal on disclosure about derivative financial instru-
ments and fair value of financial statements, and
responded to the Federal Reserve Board's proposal to
amend risk-based capital guidelines for derivatives.

¢ The Risk Management Subcommittee prepared a
paper that analyzed settlement risk and recommended
market best practices to reduce settlement nisk.

¢ The Financial Markets Lawyers Group, in conjunc-
tion with the London Bullion Market Association, com-
pleted the International Bullion Master Agreement

Each of the projects is described in detail in the sub-
committee sections that follow. Committee documents
completed during the year are also included in the
report,

A project deserving special mention is the settlement

risk report. In 1994, the Committee undertook to clarify
and define settlement risk, investigate its causes, and
recommend changes that the market could make to
reduce the risk.

Foreign exchange settlement risk first received wide-
spread attention 1n 1974 when the financial institution
Bankhaus Herstatt falled. At the end of the German bank-
ing day on June 26, 1974, the German authorities closed
down the Herstatt Bank after it had completed its cur-
rency transactions in Europe, but — because of time-
zone differences — before it had completed its U.S. dol-
lar transactions. As a result, counterparties due to
receive dollars were not paid, and in the days following
the closure, the markets experienced severe systemic
problems as payments in the major currency pay-
ment systems virtually ground to a hait. The event
focused attention on a problem inherent in the foreign
exchange market: the need to settle different legs of a
single transaction in different markets and in different
time zones.

The twenty years since the Herstatt incident have wit-
nessed dramatic changes in the foreign exchange mar-
kets. Greater capital flows, a substantial increase in
cross-border financial investments, the lifting of capital
controls, and the growing interdependence of markets
have caused both the volume and the average size of
transactions to grow tremendously. Despite the surge in
trading volumes, however, the basic processes for com-
pleting foreign exchange transactions are essentially the
same as they were twenty years ago Thus, settlement
risk continues to hinder the foreign exchange market and
is especially troublesome because it goes beyond
national borders and affects the financial system globally.

The Committee's efforts led to the report Reducing
Foreign Exchange Settlement Risk, published in
October. The first work of its kind, the report defined set-
tlement risk precisely and recommended a set of private
sector best practices for reducing settlement risk.
Because of the importance of this subject and its rele-
vance to the global financial community, the Committee




presented its settlement nisk report to market participants
at seminars in Frankfurt, London, Tokyo and New York

A work-in-progress on issues surrounding customer
suitability also deserves special mention Many events In
1994 — most notably, the Orange County bankruptcy
and the losses incurred by Gibson Greetings — illus-
trated the importance of clearly defining the relationship
between participants in over-the-counter financial mar-
ket transactions Several members of the Committee
were actively involved in an industry effort to draft a vol-
untary set of best practices for dealing with counterpar-
ties In wholesale market transactions. This document is
due to be released In 1995

I hope that all of the work completed by the Committee
this year will prove valuable to market participants and
encourage productive international discussions on many
of the topics

=

Lewis W. Teel




LEGAL INITIATIVES OF THE FOREIGN EXCHANGE COMMITTEE

To promote greater understanding of the laws and
statutes that govern foreign exchange trading and to
enhance the integrity of the foreign exchange market by
encouraging the adoption of sound trading practices, the
Foreign Exchange Committee has in recent years spon-
sored projects to draft model agreements or evaiuate the
statutory underpinnings of the foreign exchange market
in the United States. The Committee's 1994 projects
included the following:

¢ The Committee submitted an amicus curiae (friend
of the court) brief in the case of CFTC v. Dunn.

¢ In conjunction with the London Bullion Market
Association, the Committee issued a master netting
agreement for bullion and other precious metals
trading. The International Bullion Master Agreement
("IBMA”) is based on the International Foreign
Exchange Master Agreement (“IFEMA"), published
by the Committee in 1993. The Committee plans in
1995 to issue a revised version of its 1992
International Currency Option Market (“ICOM")
Master Agreement and a consolidated
ICOM/IFEMA (option/spot) master agreement.

¢ The Financial Markets Lawyers Group, which has
assisted the Committee in its legal projects, began
a project to commission legal opinions on IFEMA in

major trading junsdictions worldwide. It is hoped that
compilation and dissemination of such opinions will clar-
ify and improve the enforceability of netting across juris-
dictions,

Model Agreement for Bulllon

The IBMA was completed and endorsed by the
Foreign Exchange Committee in the spring of 1894. The
agreement provides a set of common contractual terms
for bullion transactions and sets out procedures that will
govern the methods of netting and close-out by which
counterparties can liquidate their trading positions when,
for example, one counterparty defaults. Like the ICOM
and IFEMA agreements, the IBMA was drafted by the
Lawyers Group in conjunction with the London Builion
Market Association. The IBMA provides a basis upon
which dealers operating in the United States and the
United Kingdom can trade bullion with a wide range of
dealing counterparties and customers on both sides of
the Atlantic without the need to negotiate costly special-
ized agreements.

The IBMA was also endorsed by of the London Bullion
Market Association in the spring of 1994. Bound copies
of the agreement, the guide, and the other attending doc-
uments can be obtained by contacting the Committee’s
Executive Assistant




TRADING PRACTICES SUBCOMMITTEE

The Trading Practices Subcommittee monitors issues
raised by the trading behavior of market participants and
makes policy and procedural recommendations to pro-
mote sound trading practices and enhance the integrity
of the foreign exchange market.

1994 Projects

During 1994, the Trading Practices Subcommittee
held discussions on the following four topics the effects
of its 1993 letter on broker switches, the obligations bind-
ing participants in over-the-counter market transactions,
the need to update management guidelines, and a strat-
egy to further the education of market participants

Brokers’ Switches

In September of 1993, the Trading Practices
Subcommittee published a letter on brokers’ switches.
The Subcommittee was responding to reports that
switches had become increasingly difficult to arrange as
institutions became less willing to act as “clearing
banks " The Subcommittee was able to confirm that a
significant minonity of dealers, including several of the
higher-volume dealers, were reluctant to act as clearing
banks for various reasons. These included a psycholog-
ical inkage between switches and “points,” which the
Committee had previously discouraged, as well as con-
cerns about monitoring credit nisk and the possibility of
unethical behavior associated with off-market transac-
tions Brokers stated that the difficulty in arranging
switches had the potential to diminish liquidity in the bro-
kers' market significantly.

In its letter, the Subcommittee said that switching,
properly executed, was a legitimate practice that added
liquidity to the foreign exchange market However, it was
also recognized that switches not properly executed
posed certain nisks Therefore, the Subcommittee rec-
ommended a set of procedures to introduce greater
management control and transparency in the process of
switching names These procedures included the
following:

¢ Only authorized individuals should agree to
switches.

* Senior trading room management should explicitly
identify those individuals that are authorized to con-
duct switches An institution’s list of individuals
authorized to switch should then be circulated
throughout the brokerage community

e Confirmations should clearly indicate a trade as
part of a switch, both between the broker and the
clearing institution, and between the clearing insti-
tution and the original parties to the transaction

¢ Any compensation should be explicitly recorded
and subject to aud.

In 1994, the Trading Practices Subcommittee investi-
gated the impact of the letter on market practices. It found
that many banks and financial institutions had reviewed
the letter and implemented several of the suggested
changes. In general, it appeared that switching was work-
ing fairly well under the new guidelines, however, brokers
did note that as of that time, few financial institutions had
provided brokers with a list of personnei authorized to
switch.

Subcommittee members also learned that the greatest
benefit of the letter had been to separate the idea of bro-
ker switches from broker points in the minds of market
participants at banks and other financial institutions
Market participants now recognize the difference
between points and switches and understand that
switches executed properly can benefit the market by
providing an additional source of liquidity

Best Practices for Over-the-Counter Wholesale
Market Transactions

The Subcommittee devoted considerabie effort in
1994 to examining the obligations that bind participants
In the over-the-counter financial markets The Subcom-
mittee surveyed the professional standards that Foreign
Exchange Committee member institutions adhere 1o in
their over-the-counter financial market dealings with
counterparties and studied the existing “codes of con-
duct” in various markets around the world. The Subcom-
mittee 1s planning to use the information culled from its
investigations to update the “Guidelines for the Manage-
ment of Foreign Exchange Trading Activities.”




Management Gulidellnes

The wide scope of issues that the Subcommittee
explored in 1994, as well as work completed by other
subcommittees, has highlighted the need to review the
“Guidelines for the Management of Foreign Exchange
Trading Activities (Management Guidelines),"” last
revised in 1992, As its prime initiative in 1995, the
Subcommittee plans to update, where appropriate, the
Committee's recent work in the following areas: best
practices for over-the-counter financial markets transac-
tions between participants, guidelines for broker
switches, and market best practices for dealing with for-
eign exchange settiement risk

Education

The Committee has had a long-standing interest in fur-
thering the education, integrity, and professionalism of
foreign exchange market participants. The Committee
recognizes that it shares these interests with the
Association Cambiste Internationale (ACI) and FOREX
USA Inc. In 1995, in an effort to support the ongoing
efforts of both FOREX USA and the ACI, the
Subcommittee will explore plans for improving profes-
sional standards for participants in the foreign exchange
market.




Market Structure Subcommittee

The Market Structure Subcommittee considers issues
and developments likely to affect the structure and char-
acter of the foreign exchange market over the long term
During 1994, the Subcommittee undertook four principal
projects. leading a Committee discussion on the future of
electronic trading systems in the foreign exchange mar-
ket, advising the Federal Reserve Bank of New York on
the 1995 Turnover Survey of firms active in the foreign
exchange and derivatives markets, and drafting the
Committee's formal comments on two proposals — the
Financial Accounting Standards Board’s proposal on
disclosure about derivative financial instruments and fair
value of financial statements and the Federal Reserve
Board's proposal to amend risk-based capital guidelines
for the treatment of derivative contracts

Committee Discussion on the Future of Electronic
Trading Systems in the Foreign Exchange Market

For several years a number of private sector entiies
have been working to develop electronic order-matching
systems for foreign exchange trading activites These
systems are designed to improve the speed and effi-
ciency of interbank foreign exchange trading and reduce
transaction costs At the same time, designers are seek-
ing to preserve the essential features of the current “live”
brokers’ market, including approprate credit standards
for participation and the “blind brokerage” system In
which counterparty names are revealed only after the
trade has been agreed upon

The Foreign Exchange Committee first looked at the
issues of electronic trading in 1991 at the market's incep-
tion. To keep the Committee up to date on recent devel-
opments, the Market Structure Subcommittee In April
1994 organized presentations to the Committee by the
three groups offering electronic order-matching sys-
tems. Electronic Broking Services, MINEX Corporation,
and Reuters plc Following the presentations, Committee
members discussed the possible effects of these sys-
tems on the function and structure of the foreign
exchange market

Members agreed that although the electronic broker-
ing market is still in its infancy, the use of these systems

i1s likely to Increase in the future as technology advances
It is too early to tell, however, whether electronic broker-
age will completely replace traditional voice brokerage.
The bankers on the Committee noted cost reduction as
the principal reason for their expectation that the elec-
tronic brokerage business will continue to grow The bro-
ker members, however, pointed out that credit problems
could not be handled as flexibly by electronic matching
systems Both bankers and brokers acknowledged that
the future of any type of brokering system will depend
almost entirely on the system’s ability to analyze and pro-
vide global credit.

At the moment, most electronic brokering systems are
used by junior traders to transact less active currencies
rather than senior traders, who tend to trade the major
currencies In five years, however, the growth of elec-
tronic brokering systems could be exponential as the
junior traders become senior traders and use these sys-
tems when executing large deals

Members were generally of the view that electronic bro-
kering provides the greatest benefits when the market 1s
Inactive, because order matching can be accomplished
more easily and inexpensively than through traditional
voice brokers In more volatle markets, however, voice
brokers will continue to provide useful information about
the market that electronic brokering systems cannot
Members suggested that voice brokers have a particular
advantage In stressed markets, when 1t is unlikely that any
participant wiil post prices on a'screen because there Is
no reward for this activity. Thus, the presence of electronic
brokering systems could cause the foreign exchange mar-
ket to become two-tiered In certain market environments

Members observed that the electronic trading sys-
tems automatically leave a large paper trail and thus
could significantly decrease operational nsks. Severa
members currently using these systems noted that the
incidence of operational problems had declined dramat:
ically It was also remarked that when digitalized systems
and standardized formats become available, further cos
savings will result as operations no longer require ful
staffing Finally, electronic trading systems are fastel
than direct dealing, allowing traders to deal more easily
in higher volumes.




Members predicted that electronic brokering systems
would flourish as operations expanded into countries
around the world where English is not spoken. Electronic
brokering systems are useful in non-English-speaking
countries because all that is required to operate the sys-
tem is the ability to type numbers into a computer.
Members concluded that global expansion would con-
tinue because electronic trading systems are fast and
iInexpensive and can be installed on any personal com-
puter or workstation.

Foreign Exchange and Derivatives Markets
Turnover Survey

In April 1995, a global foreign exchange market survey
will be conducted simultaneously by central banks in the
major market centers. Unlike previous surveys, however,
this one will also include financial derivatives. Aggregate
market size data will be made available at the national
level by the participating central banks, as well as at the
global level by the Bank for International Settlements

Because market respondents to the survey will bear
the costs of the survey and may make use of its findings,
the survey's design will be determined in conjunction
with the firms active in the foreign exchange and deriva-
tives markets. The Market Structure Subcommittee was
asked by the Federal Reserve Bank of New York to eval-
uate the content of the data requested in the survey, as
well as the feasibility of collecting the data.

The Foreign Exchange and Derivatives Markets
Survey focuses on market size and the scale and signif-
icance of risk intermediation in foreign exchange and
derivatives markets. The data on risk intermediation is
useful to central banks, for example, in dealing with mon-
etary policy issues, while market participants might use
market size data to determine the relative size of their
market activity.

For this purpose, central bankers have proposed that
the data be broken down by market risk type (foreign
exchange by currency pair, interest rate by currency,
equities, commodities) and counterparty type (dealer,
nondealer firm, nonfinancial firm). These data are
intended to shed light on market structure and size, but
do not address any individual firm's exposure to price
and credit risks. It was also proposed that the survey
include data on both turnover and outstanding positions.
Turnover will be measured in terms of notional amount,
and the turnover data will be collected according to trade
location Positions will be measured in terms of both
notional amount and market vaiue, and the position data
will be collected according to book location.

Members commented that the general goal of looking

at nsk in derivatives and not at notional amounts is cor-
rect, but they questioned whether it was in fact feasible
to do so. They pointed out that the computer programs
for the existing Foreign Exchange Turnover Survey
reports are already in place. To expand these programs
for denvatives would be difficult and would dramatically
impact the report's timeliness. Since it currently takes
one year to compile data for the turnover survey using
existing programs, members felt that this time lag could
increase If derivatives were added, making the informa-
tion irrelevant by publication time.

In addition, members noted that the credit risk expo-
sure associated with derivatives is more important than
measuring volume. Every organization looks at credit dif-
ferently, and it might be difficult to devise a standardized
set of questions because there is no standardized way to
measure credit risk between firms. The Committee’s
comments were used by the Federal Reserve Bank of
New York to redesign and simplify the survey. (See page
13 for a further discussion of the Committee's comments )

Committee Comment on the Financlal Accounting
Standards Board’s Proposal on Disclosure about
Derivatives

fn April 1994, the Financial Accounting Standards
Board (FASB) released for public comment a paper out-
lining various proposals regarding disclosure about denv-
ative contracts and the fair value of financial statements.
Following the release, the Market Structure Subcommittee
was asked by the Committee Chairman to draft a formal
comment on the FASB's proposal and submit it on behalf
of the Foreign Exchange Committee Work on the project
began in April and the Committee's formal comment was
submitted to the FASB on June 27, 1994 (The text is
reprinted in this report beginning on page 19.)

Committee Comment on the Federal Reserve Board's
Proposal to Amend Risk-Based Capital Guidelines

In September 1994, the Board of Governors of the
Federal Reserve System released for public comment a
paper outlining the proposed risk-based capital guide-
lines for state member banks and bank holding compa-
nies regarding the treatment of derivative contracts.
Following the release, the Market Structure
Subcommittee was directed by the Committee Chairman
to draft a formal comment on the proposal and submit it
on behalf of the Foreign Exchange Committee. Work
began in September and the Committee’s formal com-
ment was submitted to the Board of Governors on
October 21, 1994. See page 13 for a further discussion
of the Committee’s comment. (The text is reprinted in this
report beginning on page 22 )




RISK MANAGEMENT SUBCOMMITTEE

The Risk Management Subcommittee fosters under-
standing of risk management i1ssues and promotes
improvements in the quality of nsk management tech-
niques in foreign exchange and related financial mar-
kets During 1994, the Subcommittee focused on one
principal project completion of the paper Reducing
Foreign Exchange Settlement Risk.

Foreign Exchange Settlement Risk

In its 1989 Annual Report, the Committee outlined the
“loan equivalent” approach for measuring pre-settlement
credit risk. Following the completion of the pre-settlement
credit nsk project, the Subcommittee had intended to
address immediately the more difficult topic of settlement
risk — that 1s, the possibility of counterparty defauit during
the settlement cycle Because of the complex nature of the
problem, however, work on the settlement risk project did
not actually commence for several years

When the Subcommittee began the settiement risk
project in 1994, it found that much of the market debate
about possible changes to global payments systems
was not grounded In a clear understanding of the causes
of settlement nsk, and that many market participants had
been quick to focus on solutions without a thorough
understanding of the problem It also discovered that
there was no useful summary of settlement practices in a
number of the G-10 countries, nor a uniform definition of
settlement risk

Because no uniform definition of settlement risk
existed, it was necessary to study what actually consti-
tuted common settlement procedures In the private sec-
tor and to devise methods of defining and guantifying
settlement nsk To accomplish this, the Subcommittee
surveyed the current settlement practices of its member
firms and developed an operational definition of settie-
ment risk consistent with these practices. The Sub-
committee used the survey results, the settlement risk
definition, and actual trade data to study settlement risk
for various portfolios and under different assumptions

The study revealed that most firms’ settlement expo-
sures are much larger than previously thought For exam-
ple, the failure of some market participants to take full
advantage of overlapping operating hours in Europe and

10

North America contributes to unnecessary settlement
risk Involving the U S dollar and European currencies in
this case, settlement risk exists because a bank's expo-
sure extends from the time it makes an irrevocable pay-
ment instruction to the time that the payment it receives
from its counterparty 1s final and has been reconciled.
This penod of exposure is not intra-day as some banks
think, in fact, it may last for several days. The resuits of
the analysis, however, made it clear that individual firms
could do much to reduce settlement risk on therr own,
even given the current infrastructure of payment sys-
tems

Using the study’s information, the Subcommittee
developed a set of best practices that the private sector
could implement immediately to reduce settlement risk
The Subcommittee decided not to focus on the possibie
public sector changes, such as linked payment systems,
extended operating hours, or intra-day finalty, because
the tming, scope, and feasibility of implementing these
changes were uncertain Aiso, the Subcommittee felt that
unless private sector changes were made, firms could
not take full advantage of any public sector initiatives:

The two main conclusions of the study were

e The internal procedures of each bank are the
largest source of the duration of settlement nisk it
was also clearly shown that these internal proce-
dures can be altered by the banks themselves to
reduce their settlement exposures

* Netting is a powerful tool for active market makers.
Legally binding netting of payments enables market
makers to reduce significantly the enormous sums
at nsk on any given day.

Based on the study conclusions, the Subcommittee
recommended several changes to market practice,
notably

¢ Firms should reduce the amount of time they are at
risk by improving internal procedures and negotiat-
Ing correspondent bank arrangements

» Market participants should implement legally sound
netting of payments

» Senior managers should mandate “ownership” of
settlement nsk within their organizations




* Firms should be prepared to deal with crisis situa-
tions,

Seminar on Committee Paper

Because the significance of this topic transcends
national borders and because of interest from market
participants worldwide, for the first time ever, the
Subcommittee presented seminars on the paper
Reducing Foreign Exchange Settlement Risk in London,
Frankfurt, and Tokyo as well as New York. (The text of the
paper is reprinted in this report beginning on page 24.)

1



MEMBERSHIP SUBCOMMITTEE

The Membership Subcommittee advises the Federal
Reserve Bank of New York on potential candidates for
membership in the Foreign Exchange Committee The
Subcommittee also makes recommendations regarding
subcommittee assignments and considers organiza-
tional changes to the Committee in 1994, the
Subcommittee recommended the following two changes
to the Committee’s structure, both of which were adopted
by the full Commuittee

Formation of the Operations Group

The Subcommittee recommended the formation of an
Operations Group that will function along the same lines
as the Financial Markets Lawyers Group. Comprising
representatives from the credit, operations, and risk
management areas of member institutions, the
Operations Group will work on specific projects relating
to operations. A core group of members will exist, but the
membership may change with the type of project the
Group undertakes. This way, individuals may be
included in various projects where their specific exper-
tise i1s required In addition, a chairperson and secretary
from the Federal Reserve Bank of New York will provide
support for the Group

Change in Subcommittee Structure

On the recommendation of the Committee Chairme
the Membership Subcommittee decided to discontin
the Communications Subcommittee In 1993, tl
Membership Subcommittee recommended that ea
member of the Foreign Exchange Committee also ser
as a member of one of the Committee’s three princiy
subcommittees — Trading Practices, Market Structu
and Risk Management. The assignment of all membe
to one of the three principal subcommittees freed up s
ficient resources for each subcommittee to organize
own public seminars and disseminate information ab
the Committee’'s work For example, the Ri
Management Subcommittee organized three interr
tional seminars and published a paper that was distr
uted to market participants and regulators worldwide

The recommendation to eliminate the Commu
cations Subcommittee was adopted by the Commut
effective in 1994 and wntten into the Document
Organization
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ADVISORY ROLE OF THE FOREIGN EXCHANGE COMMITTEE

A principal purpose of the Foreign Exchange Com-
mittee is to advise the Federal Reserve Bank of New York
on issues related to the foreign exchange market. At the
Committee’s monthly meetings at the Federal Reserve
Bank of New York, members from dealing institutions
provide their assessment of recent exchange rate trends
and trading conditions. Members from foreign exchange
brokerage firms comment on recent trends in the volume
of transactions and on issues pertaining to the bank-bro-
ker relationship. These discussions are particularly use-
ful during periods of increased market stress or height-
ened volatility, such as the decline in world bond markets
in February or the turmoil in the markets caused by the
devaluation of the peso in December.

Perhaps the most important project of 1994 pertamning
to the Committee's advisory role was its comment on the
Federal Reserve Board's proposal to amend risk-based
capital guidelines The Board's proposal, released for
public comment in September 1994, outlined the Board's
intended method of revising its risk-based capital guide-
lines for state member banks and bank holding compa-
nies regarding the treatment of derivative contracts for
the supervisory treatment of netting and market risk
under the Basle Capital Accord. Because the policies,
once implemented, would have important implications
for toreign exchange dealing banks and, more generally,
for the market, the Foreign Exchange Committee
decided to submit a comment on the paper. The Market
Structure Subcommittee was subsequently directed by
the Committee Chairman to draft that comment.

In its comment, the Foreign Exchange Committee gen-
erally supported the Board's proposal to revise and
expand the conversion factors used to calculate the
potential future exposure of derivative contracts and rec-
ognize the effects of netting arrangements in the calcula-
tion of potential future exposure for derivative contracts
subject to qualifying bilateral netting arrangements.

However, the Committee's comment on the paper
sought clarification of the expansion of conversion fac-
tors Although the Committee acknowledged the need to
expand the matrix of conversion factors in calculating
risk-based capital, it suggested that the assignment of
conversion add-on factors and the deveiopment of the

residual maturity schedules required further study and
analysis. The Committee believed that the proposed
matrix did not reach an appropriate trade-off between
simplicity and accuracy

In addition, the Committee made two principal obser-
vations: (1) increasing the conversion factors by multi-
plying the number of remaining payments in the contract
is too conservative for contracts with multiple exchanges
of pnncipal, and (2) the “add-on” calculation, which uses
notional value as opposed to net credit risk, may be inap-
propriate, and the proposed formula 1s cumbersome and
difficult to apply.

The Committee's comment was submitted to the
Secretary of the Federal Reserve's Board of Governors
on October 21, 1994, (The full text is reprinted in this
Report beginning on page 22.)

Foreign Exchange and Derlvatives Markets
Turnover Survey

Recognizing the importance of derivative markets,
G-10 central banks in 1994 began to consider ways to
improve the quality of information available about these
markets. While some data on derivatives markets already
exist, they have a number of shortcomings. Improved
market data could be of use to central banks as well as
market participants.

in April 1995, the Foreign Exchange and Derivatives
Markets Survey will be conducted simultaneously by
central banks in the major market centers. In contrast to
previous foreign exchange market surveys, however, this
survey will also cover financial derivatives. Aggregate
market size data will be made available at the national
level by the participating central banks and at the global
level by the Bank for International Settlements. The G-10
central banks have sought feedback from market parti-
cipants on the reporting format and level of detail that
would be necessary to achieve the survey's objectives.

The Market Structure Subcommittee was asked by the
Committee Chairman, in May 1994, to evaluate the pro-
posed content of the survey and the feasibility of collect-
ing the data. The Federal Reserve Bank of New York was
able to use the Committee’s comments to redesign and
somewhat simplify the survey.
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The Commlttee held eleven meetings during 1994 Nme of the meetlngs were‘luncheons at the
Federal Reserve Bank of New York and two were evernng mectings hosted by member memu-
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COMMITTEE LETTER REGARDING ITS COMMENT ON THE PROPOSED STATEMENT
OF THE FINANCIAL ACCOUNTING STANDARDS BOARD

Disclosure about Derivative Financial Instruments and
Fair Value of Financial Statements

Director of Research and Technical Activities
Financial Accounting Standards Board

401 Merritt 7

Norwalk, CT 06856-5116

Dear Sir,

The Foreign Exchange Committee of the Federal
Reserve Bank of New York (the “Committee") appreci-
ates the opportunity to comment on the Exposure Draft of
a Proposed Statement of Financial Instruments and Fair
Value of Financial Instruments (the “Statement”). The fol-
lowing commentary expresses the collective opinions of
its membership.

As a general premise, the Committee supports the
Financial Accounting Standards Board's (the “Board")
recommendations for increased disclosure for derivative
financial instruments and agrees that this information will
be useful to investors, creditors and market participants
The Committee alsc agrees with the Board's approach
that increased disclosure should be encouraged.
However, such disclosure requirements should be on a
voluntary basis for 1994 and the Board should consider
adopting a phase-in period. This decision will enable
Banks, other financial institutions and other entities to
gradually adapt to new reporting requirements and will
not place an undue burden on smaller entities. While we
understand there is a sense of urgency about attempting
to iImprove disclosures about derivative financial instru-
ments, any attempt to mandate specific quantitative dis-
closures prematurely probably would not improve the
guality or usefulness of derivatives disclosures.

June 27, 1994

The attachment to this letter discusses certain points
raised above in more detail and provides our general
comments on specific issues discussed in the
Statement We hope the Board will find the attached
comments helpful and we look forward to continued
cooperation as we move toward the common goal of
a healthy and sound system of international financial
markets

Also attached for your information is a list of the
Committee’'s 1994 membership. Please feel free to con-
tact me or the Committee’s Executive Assistant regard-
ing any aspect of our comments

Very truly yours,

Lewis W. (Woody) Teel
Chairman

19



COMMENTS ON THE PROPOSED STATEMENT OF THE
FINANCIAL ACCOUNTING STANDARDS BOARD

Disclosure about Derivative Financial Instruments and
Fair Value of Financial Statements

General Comments

The Committee desires to coffer its comments on the
foreign exchange derivatives of the proposal, however,
these comments would apply equally to other types of
derivatives The Committee believes that the industry’s
experience with foreign exchange dervative instruments
is very relevant and positive The foreign exchange com-
munity has the longest standing expenience with derva-
tive products, some of which (e g forwards) have been
present in the market for several decades This experi-
ence proves that the industry Is capable of developing
strong mechanisms for managing and controlling the
risks mvolved in such activities Trading 1n foreign
exchange denvative products — which 1s largely seli-
regu'ated — has been remarkably problem-free,
strongly suggesting that heavy regulatory intervention
and onerous reporting are not necessary in order o pre-
serve the integnity of the system and market activities On
the contrary, the Committee believes that excessive reg-
ulations and reporting requirements are likely to lead to
a reduction in market hquidity and make it difficult for
corporations and other categories of customers to hedge
their natural nisk positions As a general premise, the
Committee agrees that the Board's proposal does not
put an excessive burden on the financial iIndustry assum-
ing sufficient tme 1s given for establishing a reporting
system to meet the requirements and that they can
generally be implemented without an inhibiting effect on
the functioning of the foreign exchange derivative market
activities

Specific issue comments

1 The proposed Statement would apply to all eniities
with a one-year delay for smaller entities

Smaller entities should be exempted from the require-
ment of this Statement However, exemptions should not
be based solely upon size of entity The Board should
consider that exemption be based upon a calculated
ratio of exposure (e g face amount of derivative to capi-
tal) to size In addition, non-financial or not-for-profit enti-
ties should not be exempted It has been the non-finan-
cial entities, among others, who have gained the most
notice from mishandhng or inappropriate use of deriva-
tive financial instruments

20

2 This proposed Statement would be effective for fir
cial statements for fiscal years ending after Decerr
15, 1994, with a one-year delay for smaller entities

The disclosure requirements for this propos
Statement are both extensive and complex 1
Committee strongly recommends that the propo:
statement be effective for fiscal year ending a
December 31, 1995 This should enable Banks and o
institutions to gradually adapt to new reporting reqt
ments, and will not place an undue burden on those ir
tutions that do not have a reporting system to meet
proposed disclosure requirements In addition, cer
proposed disclosures (e g the requirements to discl
maximum/minimum aggregate fair value and trac
gains/losses by contract type) may not be readily a
able With the appropriate lead time, the burde:
requiring nstitutions to retroactively recreate cer
information for reporting purposes will be eiminated
important that the proposed Statement should focus
guahtative rather than quantitative disclosures
attempt to mandate specific quantitative disclosures
maturely, probably would not improve the quality or 1
fulness of disclosures

It would not be realistic to attempt to develop a s
dard for disclosing interest rate risk and other me
risks which requires specific quantitative disclost
within the Board’s stated time frame Risk manager
1issues are extremely complex and determining appre
ate quantitative disclosures would require exten
study and investigation of the alternatives Specific g
titative disclosures described in the Statement may
be approprate for all organizations, and accoun
standards should not dictate risk management mett
ologies While the Committee does not support a req
ment that would dictate the format of an entity’'s dis
sures, we do believe that specific guidance about
content (such as nature or level) of disclosures I1s crit
The absence of such guidance would create a lac
comparabiity of financial statement disclosure arr
different entities and 1t would also exacerbate, ra
than alleviate, the perception that derivatives disclos
are difficult to understand and report




3 For derivative financial instruments held or issued for
trading, this proposed Statement would require dis-
closure of average, maximum, and mimimum aggre-
gate fair values and of net trading gains or losses
(This is in additicn to current requirements for end-of-
period only)

The requirement 1o disclose average, maximum and
minimum fair value of foreign exchange derivative instru-
ments during the reporting period should not be
required The information i1s not readily available for many
entities and not particularly useful it wili create a heavy
burden on data gathering and record keeping The for-
eign exchange activity is not normally manageable to
pre-determined fair value ievels

The Committee also does not believe that any value is
added by separating the reporting of gains or losses
from spot transactions from those in forward transac-
tions Spot and forward transactions are so closely linked
and constantly intermingled that they should be dis-
closed as one product. In general, most entities do not
capture the gains/losses information by contract type —
it 1s captured by the type of risk or business activities
(e g. foreign exchange, interest rate or equities, etc ).

4. For derivative financial instruments held or issued for
purposes other than trading, it would require disclo-
sure about those purposes, about how the instruments
are reported in financial statements, and — if the pur-
pose is hedging anticipated transactions — about the
anticipated transactions, the amounts of hedging
gains and losses deferred, and the transactions or
other events that result in recognition of the deferred
gains or losses in income.

The Committee supports the requirement to provide a
qualitative discussion of its hedging and risk manage-
ment activities This disclosure should include a general
description of its sk management strategies and infor-
mation about the various types of instruments accounted
for as hedges However, the Committee is strongly
opposed to requirements that would require disclosure
of proprietary data that might make an organization's
hedging strategies vulnerable to pricing manipulation by
competitors in the marketplace. In addition, any require-
ment to disclose earnings from risk management activi-
ties separately would be misleading (e.g. analysis of
deferred gains and losses would be meaningless and
laborious), because it may imply that risk management
activities are intended to be income producing rather
than value stabilizing

5 This proposed Statement would amend Statement 107
to require that fair value information be presented with-
out combining, aggregating, or netting the fair value of
separate financial instruments of a different class and
be presented in one location, together with the related
carrying amounts, in a form that makes it clear whether
the amounts are favorable (assets) or unfavorable (ha-
bilities)

A requirement to disclose fair value information with-
out combining, aggregating, or netting the fair value of
separate financial iInstruments of a different class should
not be required. The information is not meaningful and
not useful In addition, such a requirement appears to
conflict with FASB Interpretation No 39 In practice, the
products may often net against one another where a
counterparty has a master netting agreement and the
risk 1s managed on a net basis It would be misleading 10
present them separately when contracts are used as pan
of the same strategy

6. Reporting the quantitative information encouraged in
paragraph 12 includes disclosing (a) more details
about current posttions and perhaps activity during
the period, (b) the hypothetical effects on equity, or on
annual income, of several possible changes in market
prices, {c) a gap analysis of interest rate repricing or
maturity dates, (d) the duration of the financial instru-
menis, or (e) the entity’s value at risk from derivative
financial instruments and from other positions at the
end of the reporting period and the largest value at risk
level during the year

In general, the Committee believes that proprietary
data which 1s vulnerable to pricing manipulation by com-
petitors in the marketplace should not be required to be
disclosed Information such as notional amount out-
standing at each year end or a gap analysis presenting
the effect of a standardized shift in indices on the portfo-
lio's dollar value would be meaningful and useful.
However, disclosing the aggregate value-at-risk defined
as the potential overnight loss, may not be readily avail-
able for many entities. This analysis 1s meaningless for
derivatives in 1solation It must be integrated with all other
financial instruments exposing the entity to nsk The
Committee agrees that these may be desirable voluntary
disclosures but should not be mandated initially
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COMMITTEE LETTER REGARDING ITS COMMENT
ON THE FEDERAL RESERVE BOARD’S PROPOSAL TO AMEND
RISK-BASED CAPITAL GUIDELINES

Wilham W Wiles

Secretary of the Board

Board of Governors of the Federal Reserve System
20th Street and Constitution Avenue, NW
Washington, D C 20551

Dear Mr Wiles,

The Foreign Exchange Committee of the Federal
Reserve Bank of New York (the “"Committee”) appreci-
ates the opportunity to comment on the Board of
Governors of the Federal Reserve System'’s (the “Board")
Proposal to Amend the Board’s Risk-Based Capital
Guidelines The following commentary expresses the
collective opinions of its membership

As a general premise, the Committee supports the
Board's proposal to revise and expand the conversion
factors used to calculate the potential future exposure of
derivative contracts and recognize effects of netting
arrangements in the calculation of potential future expo-
sure for derivative contracts subject to qualifying bilateral
netting arrangements

The attachment to this letter discusses certain points
raised above In more detall and provides our general
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October 20, 1€

comments on specific issues discussed in the propo
We hope the Board will find the attached comments he
ful and we look forward to continued cooperation as
move toward the common goal of a healthy and sot
system of international financial markets

Also attached for your information 1s a list of
Committee’s 1994 membership Please feel free to ¢
tact me or the Committee’s Executive Assistant rege
ing any aspect of our comments

Sincerely yours,

Lewis W (Woody) Teel
Chairman




COMMENTS ON THE FEDERAL RESERVE BOARD’S PROPOSAL TO AMEND
RISK-BASED CAPITAL GUIDELINES

General Comments

As a general premise, the Committee supports the
Board's proposal to amend the risk- based capital guide-
lines. We strongly egree with the proposal on recogniz-
ing the effect that qualifying enforceable bilateral netting
arrangements have on the potential future exposure
related to derivative contracts. We also understand the
necessity of expanding the matnx of conversion factors
In calculating risk-tased caprtal. However, in our view,
the effect of qualifying enforceable bilateral netting
agreements reduces rnisk and should be given a full
credit for such netting in all calculations. We also believe
another class of residual maturity between one and two
years should be added and the appropriateness of the
proposed “add-on” conversion factors should be recon-
sidered

Specilfic issue comments
1 Expansion of matrix of conversion factors

The Committee understands the necessity of expand-
ing the matrix of conversion factors in calculating risk-
based capital. The Committee believes the assignment
of conversion add-on factors and the development of the
restdual matunity schedules require further study and
analysis. The proposed matrix does not reach an appro-
priate trade-off between simplicity and accuracy
Consideration should be given to add another class of
residual maturity for those contracts maturing between
one and two years with an adjustment of the "add-on"
conversion factors

2. Multiple exchange of principal and equity-based con-
lracts

For contracts with multiple exchanges of principal, the
Committee agrees that the level of potential future expo-
sure rises but not in proportion to the number of remain-

ing payments in the contract The potential future expo-
sure related to these contracts 1s subject to the same
counterparty credit nsk We believe increasing the con-
version factors by multiplying the number of remaining
payments in the contract i1s too conservative For equity
contracts that automatically reset to zero each time a
payment is made, the Committee agrees that the credit
nsk assoctated with these contracts is similar to that of a
series of shorter contracts beginning and ending at each
reset date

3 Impact of legally valid bilateral netting agreernents

The Committee believes the “add-on” calculation
which uses notional value as opposed to net credit risk
may be inappropriate In addition, the proposed formula
is cumbersome and difficult to apply in the real business
world. Furthermore, novation of financial products trans-
actions fundamentally changes the notional amounts of
transactions and the actual amounts at risk To the extent
that parties contractually provide for netting, and such
netting meets the industry standards, the full credit for
such netting should be reflected in the basis used for
“add-ons". Therefore the add-on calculation should be
based on a net credit risk which takes into account the
reduction of legal and economic risks by using the qual-
ifying enforceable bilateral netting agreements

4, Gross current exposure to net current exposure (the
“NGR")

The Committee believes both calculations should be
based on a "netted credit” nsk concept, accordingly,
NGR should be calculated on a counterparty-by-coun-
terparty basis to reflect the utilization of legally enforce-
abte bilateral netting agreements. This process would
more accurately reflect the economic risk of the transac-
tions
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RISK MANAGEMENT SUBCOMMITTEE
REDUCING FOREIGN EXCHANGE SETTLEMENT RISK

EXECUTIVE SUMMARY

In recent years, enormous changes in the size and
complexion of the foreign exchange market have created
a heightened awareness of settlement nisk The volume
of transactions settled daily has rnisen from approximately
US $1 billion in 1974 to almost US $1 tnllion today
Participation in the market has broadened to include
many new players Twenty years ago most foreign
exchange trading was done by banks, recent times have
seen Increased participation by corporations, pension
funds, hedge funds and investment companies

Although front-office technology has kept pace with
these changes, back office procedures and settlement-
risk management have not In exploring how the man-
agement of settlement nsk could be improved, the
Committee investigated what actually constituted com-
mon settiement procedures in the private sector and
devised new methods of defining and quantitying settle-
ment nisk Thus, the Committee surveyed the current set-
tiement practices of its twenty-five members and devel-
oped an operational definition of settlement nsk consis-
tent with these practices The Committee’s findings on
the causes and extent of settlement risk challenge con-
ventional wisdom
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The Committee’s study clearly shows that settl
rnisk in the foreign exchange market 1s much large
the duration considerably longer than what marke
ticipants have traditionally believed The results
survey also show that a firm can substantially redu
counterparty settlement exposures at a relative
cost by improving settlement and reconciliation g
dures Several of the internal procedures found to r
settlement risk are already in use in the market E
netting of payments, a practice shown to be partic
effective in cutting nsks, has not been implemente
widespread basis

This paper defines and analyzes settiement ns
offers a series of recommendations that firms can
ment iImmediately to help reduce settlement expe
— In some cases by more than 80 percent
Committee also found that several of the propose
lic sector measures to reduce settlement risk t
much less significant impact than do changes tt
vate sector firms could make themselves The Corr
urges market participants to review their own metf
controling settlement nsk with an eye towards ad
the best practices outlined In this paper
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SETTLEMENT RISK IN THE FOREIGN EXCHANGE MARKET

I. INTRODUCTION

Thts year marked the twentieth anniversary of the fail-
ure ot Bankhaus Herstatt, the event that first brought
widespread attention to the risk of settlement failure In
foreign exchange trading. On June 26, 1974, German
banking regulators closed down the Herstatt bank at the
end of the German business day — after it had taken in
all of its foreign curtency receipts in Europe but before it
had made ts U S. dollar payments. Foreign exchange
counterparties to the bank incurred substantial losses,
and Iin the days following the closure, the markets expe-
rnenced severe systemic problems as payments in the
major currency payment systems virtually ground to a
hait. The impact of the event focused attention on a prob-
lem inherent in the foreign exchange market: the need to
settle different legs of a single transaction in different
markets and in different time zones

While the Herstatt case remains the classic example
of counterparty settlement nisk, it was followed by a num-
ber of events that had a comparably great impact on the
foreign exchange market and on payment systems
worldwide. These events include the insolvencies of sev-
eral major market participants, the Iraqi invasion of
Kuwalt, and several private sector operational failures
that required external intervention In order to avoid a
large scale catastrophe.

The twenty years since Herstatt have witnessed dra-
matic changes in the foreign exchange markets The vol-
ume of transactions settled daily has nisen from approxi-
mately U S. $1 billion in 1974 to almost U S. $1 trillion
today The size of individual transactions has also
increased, from a typical average spot transaction of
$750 thousand twenty years ago to $10 million today.
Participation in the market has expanded to include many
new groups. Twenty years ago most foreign exchange
trading was done by banks. Recent times have seen
increased participation by corporations, pension funds,
hedge funds and investment companies. Foreign
exchange derivative products are more varied and com-
plex than could have been imagined even a decade ago.

Although front office technology has kept pace with
these many changes, back office procedures have not.
Foreign exchange trades are still settled in much the
same way as they were at the time of the Herstatt failure,
and a solution to what 1s now often referred to as "Herstatt
risk” continues to elude the market Heightened con-
cerns that the fallure of a single participant could pre-
cipitate the failure of others and compromise payment
systems giobally have brought the i1ssue of settlement
risk into sharper focus These shared concerns have led
to discussion of this 1Issue among regulators and market
participants

The Foreign Exchange Committee addressed the
1issue of foreign exchange pre-settlement credit risk In
1993 Following that effort, the Committee turned its
attention to settlement risk, seeking to understand the
process in detall and to raise awareness in the market It
became clear early in the Committee’s effort that much of
the debate about possible changes to the global pay-
ments system was not grounded in a clear understand-
ing of the causes of settlement risk. A review of global for-
eign exchange settlement practices had never been
done, nor did there exist a uniform definition by which
settlement risk could be described and quantified

Because no uniform definition of settiement risk
existed, it was necessary to study what actually consti-
tuted common settlement procedures in the private sec-
tor and to devise methods of defining and quantifying
settlement risk To accomplish this, the Committee sur-
veyed the current settlement practices of its twenty-five
members and developed an operational definition of set-
tlement risk consistent with these practices. The
Committee used the survey results, settlement risk defi-
nition, and actual trade data 1o study settlement risk for
various portfolios and under different assumptions.

In conducting this analysis, the Committee found that
the conventional wisdom regarding settlement risk is only
partly correct. Foreign exchange settlement risk has tra-
ditionally been viewed as purely a function of having to
settle different currencies in different markets and time
zones In fact, the results of the Committee’s analysis
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show that the timing of settlement and reconciliation pro-
cedures has a large effect on both the duration and
amount of risk faced by market participants

Accordingly, the Committee found that by improving set-
tlement and reconcihation procedures, firms could make
substantial reductions In thewr counterparty settlement-
exposures Similarly, netting of payments was found to
significantly reduce nisk for active market participants

Recently, the discussion of foreign exchange settle-
ment risk has focused on public sector solutions A 1993
BIS report entitled “Central Bank Payment and
Settlement Services with Respect to Cross-Border and
Multi-Currency Transactions” (commonly known as the
Noel Report) analyzed a number of central bank services
that could be used to reduce settlement risk in foreign
exchange transactions Surprisingly, the Committee con-
cluded that two of the options considered — extended
operating hours of payments systems and intra-day final-
ity of payment — had an important but much less signif-
icant impact on the reduction of actual settiement nisk
than did changes that private sector firms could make
themselves

The Committee has confined its study and recom-
mendations to foreign exchange settlement as 1t Is prac-
ticed in the markets today it acknowledges that ongoing
public and private sector discussion and initiatives for
the establishment of multicurrency cleanng and/or net-
ting services could result 1in tools that could be used by
market participants to reduce counterparty settlement
nsk even further However, because of the complexity of
such undertakings and the fact that no such system 1s
currently in operation, the Committee felt it was not
appropriate to comment on them n this paper.

In response to the discusston of public sector action,
the Committee presents this paper to point out that the
private sector can adopt some immediate and relatively
inexpensive measures to reduce and control settlement
exposure. The paper describes the Committee’s analy-
sis and definition of settlement risk and recommends
best practices for the industry.

il. DEFINING FOREIGN EXCHANGE SETTLEMENT
RISK

Before the problem of foreign exchange settlement
rnsk can be addressed, a clear, market-based definition
1s needed To this end, a simple example of a foreign
exchange trade can provide a useful starting point
Consider, for instance, a spot trade executed two days
before value date (V-2) to sell a certain amount of

2R

Japanese yen and to buy $10 mulion for settleme
value date V

Since, In this example, a firm has agreed to pa
and receive $10 mithon, this amount of dollars bec
"at nsk” the moment the firm pays the yen Further
this $10 million settlement risk fasts until the dollal
received irrevocably and unconditionally — that 1s
the $10 million payment is final

Chart 1 depicts the nsk in settling this spot transa
The exposure In settling this trade could be minimiz
paying out yen as late as possible (1 e , at the close
yen payment system) and by receiving finai dollz
early as possible {t e , upon final settlement of the
payment system). The minimum exposure, ther
clearly depends on the operating hours and finalty
of each payments system The dark area in Chart 1
trates the minimum exposure a firm coutd face whe
tling this yen/dollar trade '

Chart 1 also shows that the actual seftlement ris
last much longer than this theoretical minimun
instance, the yen payment instruction may, in prea
become irrevocable up to two days before vaiue ©

In par, this time period would depend on a
Internal operating procedures for 1ssuing and canc
yen payment instructions It would also depend o
a firm’s yen correspondent bank processes the ye:
ment instructions For instance, a firm might senc
ment instructions to its yen correspondent several
or even days, before the yen payments system ops
business on day “V”, at the same time, the auto
systems and operating procedures that the yen
spondent uses to handle these instructions mu
some point, make 1t virtually impossible to canc
payment instructions from being forwarded 1
processed by the yen payments system In this si
the yen payment instruction may, for all intents ar
poses, become irrevocable well before the ye
ments system opens

1 This analysis assumes that yen are paid thro
Foreign Exchange Yen Clearing System (FEYCS) in Jay
that dollars are paid through the Clearing House ir
Payments System (CHIPS) in the United States Althou
local payments systems with different operating ho
finality rules are available in each country, FEYCS an
are the systems generally used to settle the yen and dc
of foreign exchange trades.

2 A payment instruction 1s considered irrevocable
issuer of the instruction is no longer certan that it can
celled or amended without the consent of the bene
receiving bank
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At the other end of the settiement process, the dollar
reconciliation practices can also contribute to risk. For
instance, a firm's internal procedures and correspondent
banking arrangements may mean that it can take a day
or two to confirm that a counterparty did, in fact, pay the
$10 million purchased. For instancs, a dollar correspon-
dent may be slow to credit and-to notify its customer
about the day's receipts. in-addition, once notified, it may
take a firm even more time to process this information to
learn who has paid and who has not.

It is important to note that although a firm's counter-
party may have paid the funds {in this case dollars)
owed, from a settlement risk management perspective a
firm must assume that it Is “at risk” until the final receipt
is confirmed. As noted below, the inability to state
whether funds due from a counterparty have been
received will impair the abllity of & firm to make informed
judgments on the level of actual exposure that exists. In

other words, when a firm might have trades settling on
consecutive days with a particular counterparty it is
important to know with certainty whether the nostro
account has been credited Otherwise, a firm might
unwittingly increase its exposure to unacceptably high
levels by paying out funds on subsequent transactions
without having received payment on the initial transac-
tion.

Thus, a firm should include unreconciled trades and
known fails in its measurement of settiement exposures
because a counterparty might not have paid on time and
a firm might be uncertain that its counterparty has paid
until it completes its nostro account reconciliation. In
general, when considering steps to control settlement
risk, a firm's actions will depend on whatever up-to-date
information is available.

This simple example points to a market-based defini-
tion of settlement risk: the full amount of the currency pur-




chased must be considered “at-risk” from the time a pay- still face settlement nsk) However, as in the first

ment instruction for the currency sold becomes irrevoca- ple, a firm’s internal procedures and correspc
ble until the time the final receipt of the currency pur- banking arrangements may mean in practice that
chased is confirmed As the next section will explain, lar payment instruction can become irrevocab'
under this definition settlement risk can last up to three before 1t 1s confirmed that the yen have been paid
days when firms are selling yen and buying dollars, given even In this example, current market practice
current market practices extend actual settlement nsk up to two days.
Alternatively, settlement exposures can also arise In Survey of Current Industry Practices
the case where a firm receives (buys) yen and pays A clear, market-based definition of foreign exc

(sells) US dollars (Chart 2). This assertion may nitially
seem counterintuitive, because a firm should be able to
receive the yen purchased before paying out the dollars
sold. The dark area in Chart 2 confirms that, at least the-
oretically, a firm could face zero settlement risk during
the settlement process (although the counterparty would

settlement risk 1s only the first step towards finding
tion Industry practices also need to be asses
determine the current scope and sources of sett
nsk. When the Foreign Exchange Committee be
investigation of settiement risk, no detalled sumr
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foreign exchange settlement practices in different coun-
tries existed. To fill this void, the Committee conducted a
targeted survey of its members.

Each commercial and investment bank on the
Committee was asked when it issues its payment instruc-
tions, when it can cancel its payment instructions, and
when it does its reconciliations to identify failed receipts.
These answers were collected for payments and receipts
in each of the currencies of the Group of Ten industrial
countries. In addition, separate responses were elicited
from the banks' operations in North America, Europe,
and Asia,

Tables 1, 2, and 3 summarize the survey responses for
each geographic region. Each table shows the earliest,
median, and latest times that payment instructions can
be sent, payment instructions cancelled, and failed
receipts identified from the perspective of
payers/receivers in North America, Europe, and Asia.
The survey reveals a wide range of current market prac-
tices among the respondents, including the following key
observations.

As opposed to being able to cancel payments on
value date’

* over 50 percent of all firms face payment cancella-
tion deadlines on the day before settlement (V-1),
and

* approximately 10 percent of all firms face payment
cancellation deadlines a full two days before settle-
ment (V-2).

As opposed to the few firms that reconcile upon final-
ity:
* over 80 percent of all firms reconcile receipts on the
day after settlement (V+1);

* just under 10 percent of all firms do not reconcile
receipts until two days after settlement, and

* approximately 10 percent of all firms reconcile
receipts before finality.

The Committee recommends that each firm compare
Its own practices for each currency with the survey
results illustrated in Tables 1, 2, and 3.
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Table 2
European Payers/Receivers
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Industry Profile of Settlement Risk

The next step in the Committee’s analysis was to use
the new market-based definition of settlement risk in con-
junction with the information gained through the industry
survey to determine the actual scope and source of for-
eign exchange settlement sk The Committee collected
sample trade data from several frms and created several
simulated portfolios based on the April 1992 global sur-
vey of foreign exchange trading activity

Since the duration of settlement risk can depend on
many factors, several different calculations were made for
each trade in each portfolio Under the assumption that a
firm 1s paying yen and recewving dollars as tllustrated in
Chart 3, the theoretical minimum duration of nsk a firm
could face was measured from the latest time that the yen
sold could be paid (1 e, the closing time of the yen pay-
ments system) until the earliest time the final receipt of the
dollars bought could be confirmed (1 e, the tme when
payments processed through CHIPS are final)

Because “gridlock” would result if all firms delayed
their payments until the close of the local payments sys-

tem, late payments could not be used routinel
market participants to reduce settlement nsk Tt
potential best-case duration of settlement ris}
could face was calculated as lasting from the ¢
time of the yen payments system for the yen sold
time of finality on CHIPS for the doilars bought Tt
difference in duration between the “theoretical mi
and the “potential best case” equals the length
between the opening and the close of the payme
tem of the currency sold, in this example the yen

In practice, the duration of a firm's actual expos
be much longer than the potential best case, as we
theoretical minimum The market-based definttior
tlement nsk indicates that, a firm's actual exposure
when the outgoing payment instruction can no 1o
cancelled with absolute confidence and lasts
expected receipt of final funds 1s confirmed By col
this definition with the results of the market survey,
rent best-case duration of settlement risk was ca
as lasting from the latest cancellation deadline rep
any firm for the currency sold until the earliest rec
tion time reported by any firm for the currency bot

Chart 3
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In contrast, the current worst-case duration of set-
tlement sk was measured from the earliest cancellation
deadline reported by any firm for the currency sold until
the latest reconciliation time reported by any firm for the
currency bought Similarly, the median-case duration of
rsk begins and ends at the median times reported for
cancellation and reconcihiation of the sold and bought
currencies Note that the best-case and worst-case dura-
tions of risk are industry composites, since no single firm
represented the extreme times for all currency pairs

Industry profile: one day. These different measures
of duration were then used to construct an industry pro-
file of settlement risk In particular, based on the size and
possible duration of settlement exposures of every indi-
vidual trade, the amount potentially at risk when settling
each sample and sirmulated portfolio of trades was com-
puted Because all the various sample and simulated
portfolios provided similar profiles, one portfolio was
selected to approxirnate the daily activity between two

market makers. The representative portfolio consists of
20 trades between two market makers, all setting on a
single day "V " The trades involve seven currencies, and
the total dollar value of the currencies purchased equals
$100 million Chart 4 presents a North American industry
profile of the amount at rnisk at each point in time when
settling this $100 million sample portfolio

The most striking observation from Chart 4 is that the
current worst-case exposure Is over four times the cur-
rent best-case exposure Given today’s market prac-
tices, settlement risk for this sample portfolio can reach
$100 million (1 e , the full value of the portfolio) for all firms
In the current worst case, however, the risk in settling a
single day's trades can last nearly 72 hours This reflects
the fact that, for some firms, payment instructions
become Irrevocable on the afternoon of V-2 and receipts
are not reconciled until the afternoon of V+1 In contrast,
the bulk of the settlement risk 1n the current best case
falls within a 24-hour period

Chart 4
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oo Half of the firms, as indicated by the dashed lines in on settlement risk
‘ J Chart 4, ncur settiement exposure for almost 48 hours,
with the amount at risk close or equal to $100 million most To examine this potential compounding effe
of the time. This finding means that the median exposure surement was taken of the settlement nsk cre
is over two and one-half times greater than the current a firm repeated — day after day — each of t

! " best-case exposure and simulated single-day trades It 1s useful t

Sl settlement nsk in the “steady state” with the

. o Firms based in Asia and Europe show industry profiles same $100 million representative portfolio
! "(i;;g broadly similar to those of North American firms By def- again, all the various sample and simulated
‘.': ’wy,;‘; inition, all firms face the same theoretical-minimum and provided comparable steady-state profiles
I |3|.;1i' potential best-case nisk (as described n detail on page
S 5) Furthermore, given today’s market practices, the cur- Chart 5 shows the results of this exercist
e rent best-case nsk Is also comparable across the three based in North America (similar results were ol
i regions Thus, although market practices vary across firms operating in Asia and Europe)

g
N W; regions, these differences do not appear to be uniformly

| linked to geographical factors

| Chart 5 shows that this compounding effect
Ly form $100 million 1n daily trades into $300 mil
\

|
i M' 1’ Industry profile: steady state. Because it can take tliement nsk If a firm's settlement practices all
| ‘ ‘!(M up to three days to settle a single day's trades, a firm with the current worst-case market profile ti
;j | l;{,,t{ active 1n the market can have up to three days’ worth of state exposure to a counterparty In this exan
“’ \Hif! trades in the settlement “pipeline” at any point In time average nearly $270 million and would never
o ;i!;[[f This compounding effect can have a tremendous impact $225 million
SN
! IR
! E,'.'}.!!j Chart 5
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Millions of dollars

Chart 6
North American Payers/Receivers
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As In the one-day profile, the current worst-case aver-
age risk in the steady state is over four times greater than
the current best-case average risk of approximately $61
million Median exposure, which averages over $155 mil-
lion, is two and one-half times greater than in the current
best case Note that, for half the firms, steady-state set-
tlement risk never falls below $100 million (i.e., the full
value of daly trading).

Industry profile: impact of netting. Both the one-day
and steady-state industry profiles assume that each of
the trades in the sample portfolio is settled individually. It
1S possible, however, that a firm and its counterparty
could operate ur;den a contract to settle all trades with
payment netting.

3 "Payment netting" refers to the practice of settling net cur-
rency amounts on valLe date rather than settling transactions
individually The International Foreign Exchange Master
Agreement (IFEMA) i1ssued by the Committee and the British
Bankers' Assoctation provides for close-out netting, netting by
novation, or payment netting.

Under a netting contract, each day a firm would make
or receive only one payment In each currency, based on
the combined effect of all of its trades with one counter-
party. For instance, if a firm and its counterparty did 20
trades involving the dollar and the yen, under a netting
contract a firm would simply make or receive a single doi-
far payment, and make or receive a single yen payment
Without netting, each of the 20 trades would have to be
settled separately, an arrangement that would require
both a firm and its counterparty to make 20 payments
and to process 20 receipts.

Given the recent and prospective growth of netting
contracts in the foreign exchange market, a measure-
ment was taken of the risk created when a firm and its
counterparty settled the sample portfolio on a net basis
Chart 6 shows the steady-state industry profile of settle-
ment risk under this assumption

Netting clearly has great potential to reduce settle-
ment nisk. A comparison of Chart 6 with Chart 5 shows
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that the amount at risk when settling this sample portfo-
lio could drop 40 to 60 percent If a firm switches from
setthng trades on a gross basis with current worst-case
practices to setthing on a net basis with current best-case
practices, on average the steady-state exposure would
fall nearly 90 percent Note, however, that if a firm con-
tinued to use current worst-case practices to settle net-
ted trades, the rnisk could continue to exceed $100 mil-
lion

Although trade settlement must be conducted on a net
basts to obtain the full benefits of netting, many firms use
bilateral netting agreements such as the International
Foreign Exchange Master Agreement (IFEMA) for close-
out provisions that are required under FAS 105 for net-
ting of balance sheet reportables These bilateral agree-
ments also allow the firms to comply with the amended
Basle Accord for recognition of netting benefits for cal-
culation of capital requirements Because the back-
office operations of many institutions have not been
adapted to handle net settlements, firms continue to set-
tle each trade individually and so do not yet receive the
settlement-risk-reducing benefits of netting

The biggest benefits from netting are reaped between
two active market makers The sample portfolio used In
the analysis was between two active market makers and
thus contained many offsetting trades that could be net-
ted By contrast, the potential benefits from netting could
be imited for firms trading small positions or firms trans-
acting on one side of the market (e g, firms that only buy
certain currencles)

Sources of Foreign Exchange Settlement Risk

Having defined the problem, assessed industry prac-
tices, and looked at the exposures of various sample
portfolios, the Committee next sought to identify the most
cntical obstacles to reducing rnisk Thus, 1t undertook to
measure the relative contributions of the four key sources
of settlement risk already 1dentified

¢ internal procedures (i e , operating processes and
correspondent banking arrangements for sending
and receiving payments),

e intra-market payment patterns (1 e , the market prac-
tice of making routine payments throughout the day
rather than waiting until the close of the local pay-
ments system),

* finality rules of the local payments systems, and
» operating hours of the local payments systems
The total exposure of these four components can be

broken down in a straightforward manner as illustrated in
Chart 7 By construction, to the extent that a firm’s actual
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exposure 1s greater than the potential best case, a
excess can be attnbuted to internal procedures
ticular, the extent to which a firm’'s actual expo
greater than the potential best case means that th
current operating procedures and corresponden
ing arrangements do not permit either cancelle
outgoing payments up unti! the opening of the loc
ments system or confirmation of receipts upon fir

The proportion of settlement risk due to intra
payment patterns equals the difference betwe
potential best-case and the theoretical-minimurn
of nsk By definition, this is the amount of risk a firr
by making payments earlier, rather than later, du
operating hours of the local payments system 1
rnsk associated with internal procedures, this so
risk can be controlled by firms (in this case, by pa
late as possible) However, because gridlock
result If everyone regularly delayed theirr payment
generally incur this risk on a routine basis to suppe
market payment patterns

The remaining sources of nsk, which create
theoretical minimum, can be divided between the
rules and operating hours of the local payments s
If all the local payments systems had overlapping
and If payments over each system were final .
were processed, then it would be possible for a fir
the cooperation of its counterparty) to coordu
incoming and outgoing payments and thereby
the theoretical mimimum nisk to zero

Settlement exposures were analyzed for the t
cal minimum exposure under several different a
tions (see Appendix A for a full description of thi
sis) These results were then combined with mea:
the impact of internal procedures and intra-mark
ment patterns to obtain a complete breakdown of
rent sources of foreign exchange settiement r
results for North American firms are presented in
and are summarized below Similar results were fc
firms operating in Asia and Europe

Survey Conclusions

Although foreign exchange settlement risk !
and the duration is longer than commonly thougl
ket participants have the ability to remove the
source of their exposure Chart 7 shows that the
source of settlement risk for most firms 1s interna
dures, namely, overly restrictive deadlines for cat
payments and excessive delays in confirmir
receipts For instance, internal procedures acc




Chart7
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over 70 percent of the average “steady-state" risk for half
the firms when settling the sample portfolio. Since firms
can alter their own operating processes and renegotiate
their correspondent banking arrangements, they have
the power to dramatically reduce the largest source of
their settlement nisk.

Intra-market payment patterns. The next largest
source of risk is posed by intra-market payment patterns,
or the market practice of making routine payments
throughout the day rather than waiting until the close of
each local payments system. Chart 7 shows that for
those firms with internal procedures similar to those of the
current best case, intra-market payment patterns are the

largest source of their routine settlement risk
Theoretically, firms have the ability to eliminate this risk
by delaying their payments as late as possible, and this
may be a useful risk control device in unusual situations.
However, if all firms did this on a regular basis, the local
payments system would become gridlocked.

Finality and operating hours. Chart 7 also shows that
for most firms, the current finality rules of the local pay-
ments systems account for a somewhat smaller but still
important share of settlement risk. In fact, for firms oper-
ating close to the current best case, today's finality rules
are the second largest source of settlement risk. If pay-
ments were finally settled as they were processed rather
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than at the end of the day, firms would be able both to
receive and to confirm the receipt of final funds that much
earlier This change in turn would shorten the duration of
settlement sk Chart 7 reveals that the current operating
hours of the local payments systems are the least impor-
tant source of settlement risk. This finding is less surpris-
ing than 1t first appears, because the operating hours of
many of the local payments systems already overlap
(see Appendix A for a more complete discussion of the
impact of finality rules and operating hours)

Impact of payment netting. Although settling on anet
basis has great nisk-reducing potential, it does not

change the nature of settlement nsk Compare
with Chart 7 although the size of each netted pie
smaller than its non-netted counterpart, 1t |
roughly the same way The major difference I1s
rent finality rules are a relatively more important ¢
risk than intra-market payment patterns when tr.
settled on a net basis The reason is that net set
eliminate the need to pay and to receive in e
rency, thereby removing the nsk associated w
intra-market payments Nevertheless, with or wit
ting, the biggest source of settlement risk for m
remains therr internal procedures and corres
banking practices.
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Chart 8
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lil. RECOMMENDATIONS FOR PRIVATE-SECTOR
BEST PRACTICES

The sixteen best practices cited below fall into four
categories: internal procedures, netting, credit risk man-
agement, and crisis management. Many of the best
practices can be easily implemented; others may entail
expensive or complicated changes in back office opera-
tions and systems technology. While many of the best
practices can be implemented by the firm internally, oth-
ers require the cooperation of the firm’s correspondent or
counterparty. Several of the recommended practices are
presently being followed in some parts of the industry.
Most of the banks that participated in the Committee’s
study have implemented at least some of these prac-
tices.

The Committee urges market participants to review
therr own methods of quantifying and controlling settle-
ment risk and to adopt the designated best practices in
therr operations, credit controls, and crisis management
procedures.

Improve Internal Procedures and Correspondent
Bank Services to Reduce Settlement Exposures
Together, improving internal procedures and obtain-
ing the best available correspondent bank services have
been shown to have the greatest impact in reducing set-
tlement exposure. Because internal procedures are
wholly within the control of the individual firm, an evalua-
tion of current operational procedures and their impact
on settlement exposure is recommended as the first step
to reducing settlement risk. Simitarly, services rendered
by a firm's correspondent banks are critical in their
impact on settlement risk. Accordingly, firms should seek
the highest level of correspondent services available

Recommendation No. 1
Understand the settlement process

Senior management should promote a complete under-
standing of the settlement process at all decision-mak-
ing levels.

To improve internal procedures and controls, deci-
sion-makers at all levels, from operations and adminis-
trative personnel to credit and senior management,
should understand the settlement process fully.
Knowledge of when payment instructions are made,
when they become irrevocable, and when confirmation
of counterparty payment is receivad with finality is key to
determining both the duration and the value of foreign
exchange settlement exposure.

Recommendation No. 2
Understand settlement exposure

Credit and risk managers should understand the
impact of their internal procedures on settlement expo-
sure and develop accurate methods of quantifying the
extent of their risk.

Once a firm has released payment in one currency, its
settlement risk with a counterparty is 100 percent of the
full amount it expects to receive in another. At a mini-
mum, the full amount is at risk for those hours between
the actual payment of currency and the firm’s receipt of
final funds. More significantly, the period of potential
exposure extends from the time that payment instruc-
tions become irrevocable until the firm knows that pay-
ment has been received. The timing of the settlement
process can extend the period of settlement risk on a sin-
gle day’s transactions from several hours to one or more
days. For example, if irrevocable instructions for tomor-
row's payments have been sent out before the firm has
reconciled today's receipts, the value of settlement expo-
sure will increase to the total of two days' expected
receipts. As a first step in reducing risk, therefore, credit
and risk management personnel must understand and
accurately measure the extent of their firm's settlement
exposure

Recommendation No. 3
Review and upgrade correspondent services

The bank relations department should review the firm’s
correspondent bank relationships to ensure that the
services provided give the firm maximum control over
its nostro account. Emphasis should be placed on
obtaining the latest possible cutoff times for cancella-
tion and amendment of payment instructions and the
earliest possible confirmation of final receipt.

Historically, many firms have based their cheoice of
correspondent on relationship considerations, attaching
less importance to the quality of settlement services pro-
vided. Bank relations management should shift that
emphasis toward selecting the correspondent that can
provide the highest level of services available. Bank rela-
tions personnel need to be aware of the cutoff times
imposed by their correspondents on receipt of payment
instructions, cancellations, and amendments, and they
need to know how quickly a correspondent can provide
notification of final receipts.

The Committee's survey results and discussions with
providers of correspondent services suggest that firms




have usually been able to negotiate more favorable
terms in more recently established correspondent rela-
tionships than exist in their longer standing relationships
Bank relations personnel should, therefore, review exist-
Ing correspondent bank terms on a regular basis and
negotiate improvements where necessary

a_Cutoff times for cancellations/amendments

A correspondent bank should provide the latest possi-
ble cutoff time for a tirm to cancel or amend payment
nstructions with same day effect Correspondent banks
should distinguish cutoff times for cancellations that
can be effected before funds have left their control (in
other words, before instructions have been submitted to
the payments system) from cutoff times for cancella-
tions that are done after The distinction is important in
the first case, counterparty exposure Is avoided, but in
the second case, It 1s not A cancellation after payment
has already been processed in the payments system
may require the consent of the beneficiary or receiving
bank, and the return of funds typically occurs on the fol-
lowing business day. For this reason correspondents’
cutoff times for same-day cancellations usually fall
some time before the opening of the payments system
Correspondents may also offer different cutoff times for
cancellations of “book-entry” transfers (1 e , payments
requinng only an internal transfer of funds to the recipi-
ent's account with the correspondent). These times
may be earlier or later, depending on the individual cor-
respondent’s practices.

If the cutoff time for cancellation or amendment has
passed, but payment has not yet been released, the cor-
respondent bank may attempt to cancel or amend the
tnstructions on a best efforts basis Many times, a corre-
spondent bank can cancel payment instructions after the
cutoff time, but because It cannot guarantee a cancella-
tion with 100 percent certainty, It sets a very early formal
cutoff ime Firms should be aware of the distinctions In
cutoff imes and the additional management capability,
particularly in crisis situations, that best efforts services
may Impart

A firm that negotiates with the correspondent bank for
cutoff times as close to the opening of the payments sys-
tem as possible and for the latest possible cutoff times
for book-entry transfers will have the greatest flexibility in
managing crisis situations All cutoff times should be
confirmed in writing by the correspondent bank Finally,
firms should maintain high-level personal contacts at the
correspondent bank and have access to correspondent
bank personnel 24 hours a day In crisis situations
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Intra- /

Correspondent banks should be able to prowvi
day notice of receipt and to send account stater
soon after finalty of the relevant currency as ¢
With the proper systems interface, intra-day noti
be used to reconcile payments and receipts ont
date When the currency is settled through a gre
time transfer system with intra-day finality, recor
can actually be done throughout the day In a
ments system, reconciliation can begin earlier ir
but can only be done with complete assuran:
finality in the payments system

Recommendation No. 4
Complete reconciliation as early as possible

Creating the system support necessary to proc
intra-day notification of receipts and to begin th
cihation process before the end of the day s ar.
ment that will significantly reduce the armount o
that the total settlement receivable due from ea.
terparty must be considered at risk

If reconciliation 1s completed by the close of
rency's payments system, operations persol
identify problems much earlier and prevent the r
additional payments If necessary Automated re
tion systems should be In place to take adve
electronic bank statements so that the detk
matching process can begin as soon as possibl
the firm's own internal records Exception repor
be available as quickly as possible for investig:

Recommendation No. 5
Monitor non-receipts and establish and prac
clear follow-up procedures

Senior management should establish procedur
evaluate non-receipts of payments and to alert
cerned parties to potential problem situations

An ongoing dialogue should exist betwee
tions, risk management, trading and sales, anc
identify potential problem situations as early as
Non-receipts should be priortized using cou
credit ratings, payment amount and currency, o
nally generated counterparty watch list. The rej
fails, like the reporting of excesses, should fol
dard protocols In the event that a fail 1s not ar
incident, clear problem management procedun
come Into play; all outstanding trades st
reviewed, and consideration given to stoppin
activity Information heard in the market shoulc
municated from sales and trading to credit and




ment. The legal department should be notified of any fails
that are not resolved through the regular investigation
process.

The effectiveness of each of the controls discussed
above is dependent upon the settlement operations and
the communications and technical capabilities of the firm
and its correspondent banks. Firms and their correspon-
dents will need to weigh the costs of upgrading their set-
tlement procedures and information flows against the
long-term benefits. Senior management should make the
necessary investment to ensure that the reconciliation
process is completed as soon as possible.

t nt Netti

Recommendation No. 6
Establish netting arrangements

Payment netting arrangements should be established
with market participants to reduce settlement risk.

Well documented netting of payments (settling net
currency amounts on value date rather than settling
transactions individually) can dramatically reduce settle-
ment risk in the foreign exchange market. The Com-
mittee’s analysis demonstrates that netting payments
can reduce settlement exposure substantially Netting is
most effective in reducing exposure when the counter-
parties to a transaction actively trade on both sides of the
market.

Firms must ensure to the best of their ability that all net-
ting arrangements are supported by agreements that are
legally enforceable in all jurisdictions where the agree-
ments will be operative.

However, senior management should understand that
the legal framework of an executed agreement does not
by itself reduce settlement risk in the underlying transac-
tion The driving force behind agreements such as the
IFEMA (International Foreign Exchange Master
Agreement) or other netting agreements has been for the
bankruptcy close-out provisions required under FAS 105
for netting balance sheet reportables. These bilateral
agreements also allow firms to comply with the amended
Basle Accord for recognition of netting benefits for cal-
culation of capital requirements. A number of firms are
executing netting agreements but not physically netting
settlements with the parties to those agreements. Greater
risk reduction is offered by an agreement mandating that
parties both net payments and provide for close-out
netting.

Recommendation No. 7
Establish operational capability to net payments

Management should develop the operational capabiiity
to net payments.

Firms often resist netting on the grounds that it
requires expensive and complex changes in systems
technology. Firms might consider purchasing one of the
commercially available netting systems as an alternative
to upgrading existing in-house systems. In either case,
Initial investments in technology and operational training
are returned In cost savings over a very short period of
time. Dealers who net settlements with their major coun-
terparties report significant operational cost savings not
only because fewer payments are processed, but also
because clear procedures for confirming and matching
netted transactions result in fewer errors. Clearly, in the
event of a non-receipt due to counterparty default, a net-
ted amount due in all likelihood represents a significantly
smaller loss than would otherwise have been suffered.

Formally documented, netting of payments is the most
significant means of reducing routine settlement expo-
sure among active participants In the foreign exchange
market. Netting of payments enables market participants
not only to reduce settlement volumes and risk, but also
to realize substantial operational cost savings over time.
The differences in size between settlement losses and
pre-settlement close-out losses can be large While doc-
umentation alone can give a firm the right to net pre-set-
tlement gains and losses in the event of a counterparty
default, reduction of settlement risk must additionally be
addressed in actual practice.

Promote Sound Settiement Risk Management
Practices

Recommendation No. 8
Make credit risk managers responsible for monitor-
Ing and controlling settlement exposure

Credit risk managers stationed on the trading floor
should have primary responsibility for the monitoring
and control of foreign exchange counterparty exposure.

Credit risk managers should have a thorough under-
standing of foreign exchange trading, including opera-
tions and settlement procedures, and associated pre-
settlement and settlement risk. They should understand
the various means available to mitigate or eliminate those
risks and be familiar with the credit and legal issues
addressed in netting agreements and other supporting
documentation




Responsibility for the day to day monitoring of coun-
terparty exposure and compliance with credit mits falls
to credit managers They should ensure that settlements
exceeding approved limits are addressed appropriately,
either by obtaining the credit department’s approval to
settle excesses or by taking action to reduce exposure
They should also monitor trends in credit line use in order
to 1dentify repeated over-limit settlements Credit risk
managers should be apprised of all payment falls and
respond directly to those requiring immediate manage-
ment attention

Another function of the credit nsk manager 1s to over-
see any measures necessary to reduce settlement expo-
sure To reduce exposure, counterparties may agree to
roll trades out to settle on a different value date, close out
positions by doing an offsetting transaction, or settle
trades on a delivery-versus-payment basis (1 e , require
the counterparty to deliver the currency bought before
paying out the currency sold). Because such measures
can involve changes to funding requirements and pay-
ment instructions and may entail interest compensation,
the credit nsk manager should keep the traders and
operations personnel informed of these activities If a
counterparty refuses a request to reduce settlement
exposure, credit risk managers should join with senior
management in negotiating a resolution

Credit nsk managers should encourage ongoing dia-
logue between trading, sales, operations, credit, and
management to ensure that information heard in the mar-
ket is conveyed to credit and senior management and
that the concerns of credit and management are being
conveyed to trading, sales, and operations personnel

Recommendation No. 9
Set prudent settlement exposure limits

The credit department, functioning autonomously from
the trading and sales areas, should set settlement
exposure limits for all counterparties regardless of size

Limits should be based on the creditworthiness of the
counterparty and should conform to the firm’s guidelines
on counterparty exposure Follow-up reviews of existing
counterparty relationships should be conducted regu-
larly at prudent intervals.

Settlement limits should be applied to the full value of
all currencies due from a counterparty but not confirmed
paid with finality If a firm irrevocably 1ssues a given day'’s
payment instructions before receipts from the preceding
day or days have been reconciled, the amount of settle-
ment exposure should include not just that day’'s
expected receipts but all unconfirmed and non-final (pro-
visional) amounts from preceding days as well

Recommendation No. 10
Update exposures on-line and aggregate e;
globally across all dealing centers

When a firm has dealing centers located in di
time zones, counterparty exposure should be
tored in real time and aggregated globally ac.
firm’s dealing centers and the various trading
of the counterparty.

Without on-line reporting capability, a tras
time zone who has very imited knowledge of
Ing centers in earlier ime zones have transact:
counterparty will be unable to assess countery
sure and line usage In a timely manner Ho
Committee does recognize that it may be
switch to an on-line system immediately beca
considerations

Alternatively, In the absence of global
capability, credit risk managers should make
of lines for each of their dealing centers. Thu
setting imits is less efficient than on-line glot
ing, however, because manual interventic
required to reallocate line availability from on
another on the basis of need.

Settlement positions should also be moi
only for the spot date, but for each future da
exposure Is unacceptably high, there 1s suffic
arrange to reduce it. The potential settlemer
value should also be projected for all over-i
options on foreign exchange, regardless of \
option i1s presently in the money

A firm should have clear procedures in pla
municating limit violations to the appropr
These procedures should include the comm
all overages to the credit department for app
tle and the notification of senior management
ceptably high levels of exposure require reme

Recommendation No. 11
Enforce adherence to settlement limits

The credit department should ensure that tre
up-to-date information on counterparty himits
sure before they execute a trade

Traders should adhere to settlement limits,
have obtained prior permission from the cr
ment to exceed them. Procedures should be
ensure a rapid response by credit officers to
exceed settlement limits on a one-off basis
limits on a permanent basis Similarly, cre
should clearly communicate to the traders an




when over-limit settlement exposure with a counterparty
will not be tolerated. The importance of this two-way com-
munication must be emphasized. Taking exposure-
reducing measures without the agreement of the coun-
terparty can compromise the counterparty relationship or
create other, more serious problems. At the same time,
of course, the firm must recognize that withholding pay-
ment may cause liquidity problems for the counterparty
and impede its ability to meet other obligations.

Recommendation No. 12
Mandate ownership of credit risk

Senior management policy should clearly indicate
which area takes responsibility for losses stemming
from counterparty failure.

Management may choose to allocate the losses result-
ing from a counterparty default directly to the area
responsible for approving or controlling the exposure or
to the trading or sales group responsible for maintaining
the counterparty relationship. Losses directly attributable
to an over-limit or ur.authorized trade should be debited
directly to the profit and loss of the trader responsible.
However, if management chooses to allocate credit
losses, its policy should be clearly defined and commu-
nicated to all personnel before a loss occurs.

Establish Contingency Plans for Crisis Management

Crisis situations can be either systemic or counter-
party related. Systemic problems include technical fail-
ure, settlement system breakdown, settling agent failure,
and force majeure. Counterparty situations include insol-
vency, repudiation of trades, liquidity problems, and
large-scale operational failure.

In crisis situations of any kind, a firm must be sensitive
to the potential ramifications of risk-reducing actions. A
firm's decision to withhold a settlement payment from a
counterparty could create liquidity problems for a single
counterparty or in the payment system itself, setting off a
domino effect that ultimately affects many participants.
As events in the financial markets have demonstrated in
recent years, the reaction of the market to a perceived
crisis may actually exacerbate the situation.

Recommendation No. 13
Prepare for crisis situations

Firms should anticipate crises and prepare internally.

Each firm should assemble a crisis management team
headed by a member of senior management and com-

posed of credit, risk management, and operations per-
sonnel. The team should simulate different crisis situa-
tions to identify weaknesses in internal communication
and to practice a coordinated response. The team
should know how and at what level to communicate
effectively with other institutions, correspondent banks,
regulators, and central banks.

Recommendation No. 14
Utilize all correspondent capabilities

The quality of services provided by a firm's correspon-
dents should be proved well in advance of a criss.

During a crisis, a correspondent’s capabilities
become critical to the firm's management of its settle-
ment exposures. The firm should identify those individu-
als at its correspondent who can provide support off-
hours, and most important, the individual who can
accomplish the most within the operating constraints of
both the correspondent and the payment system.

Recommendation No. 15
Involve senior management

Senior management should be apprised of a crisis situ-
ation at the outset and directly involved in controlling it.

The potential repercussions of major settiement
failures require that senior management be directly
involved in seeking a resolution. Much can be done at the
senior level to verify news heard in the market or to coor-
dinate a concerted response to a crisis situation by the
industry.

Recommendation No. 16
Establish Industry working groups

At the industry level, working committees should be
formed to study the dynamics of crisis situations

Representation should include senior managers of the
major market participants, correspondent agents, and
payment service providers. The committee would
explore coordinated responses to crises that would min-
imize disruption to the market, avert liquidity squeezes,
and preserve the integnty of the market.

These groups should study past crises and their res-
olutions. Their goal should be to recommend or develop
methods by which market participants can protect them-
selves at the same time they avoid exacerbating liquidity
problems and disruption to the market.
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IV. COMMENTS ON CENTRAL BANK PAYMENT
AND SETTLEMENT SERVICE OPTIONS

The Committee began its work on settlement risk in the
foreign exchange market shortly after the publication of
the BIS report “Central Bank Payment and Settlement
Services with Respect to Cross-Border and Multi-Currency
Transactions” (the Noel Report) The Committee spent
much time discussing the options outlined in the Noel
report. The report identifies four central bank services that
could be used to reduce settlement nisk in foreign
exchange transactions 1) developing intra-day finality
capabilities, 2) extending operating hours of home-cur-
rency large-value payments systems, 3) establishing links
between large-value payments systems, and 4) creating a
common agent controlled by the central banks that could
accept depostts in multiple currencies and facilitate trans-
fer of final payments between accounts

After the Committee completed its research and con-
sidered the Noel Report options, 1t concluded that sev-
eral of the central bank services had a much less signif-
icant 1mpact on the reduction of settlement risk than
changes that could be made by the individual market
participants themselves In fact, it found that in some
cases, extending the operating hours of payments sys-
tems could actually increase settlement risk (see
Appendix A)

The Committee’s survey showed that, although intra-
day finahty had some potentially significant benefits, it
could increase firms’ funding costs. Banks might have to
maintain higher cleanng balances throughout the day to
fund payments as they are made. Maintenance of higher
clearing balances might in turn make it more difficult for
a firm to manage its intra-day balances than to manage
the amount required for an end-of-day net settlement
Although credit facilities might be used in lieu of ugher
balances, not all payments systems allow intra-day over-
drafts.

The Committee found that joining intra-day finahty
with extended operating hours had mixed results
(Appendix A). A combination of intra-day finality and
overlapping operating system hours would eliminate the
theoretical minimum of settlement exposure. If all local
payments systems treated payments as final as they
were processed and If these systems had overlapping
hours, it would be theoretically possible to coordinate all
incoming and outgoing payments and thereby eliminate
settlement risk. In the normal course of business, how-
ever, the nsk-reducing benefits of intra-day finality could
be outweighed by the increased risk of making earlier
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payments and receiving later receipts over ex
hours of operation

The Committee concluded that the last tw
options — linking payments systems and cre
multi-currency common agent — were of suc
scope that they would require many years an
expense to implement. Thus, the review of tt
options underscored the usefulness of the Com
own recommended best practices: they are cos
tive and can be implemented immediately to help
settlement nsk 1n the foreign exchange markets.

V. CONCLUSION

Although a number of advances have been i
reducing settlement risk in foreign exchange
over the past twenty years, clearly much remau
done. The Committee believes that the privat
best practices recommended in this report rep
substantial step forward in containing foreign e:
settlement nsk in the market

After completing its research, the Commiti
cluded that settlement risk is much greater and
much longer than previously thought Nevertt
great deal can and should be done immediate
private sector to limit settlement exposur
Committee's results showed that by improving st
and reconcilation procedures, firms can sub
reduce their counterparty settlement exposure
over, firms that net payments can significantly ¢

The Committee also found that several of
posed public sector solutions to settlement risk .
less effective than the changes that private se
can make themselves The benefits of extenc
ments systems operating hours are ne:
Introducing intra-day finality might yield some
but the associated costs might be substantial

Establishing links between large-value payn
tems and creating a common agent controlle
central banks would be expensive and time-cc
The Commuttee recognized however, that t
options could be useful in creating public-or pr
tor services that would enable firms to sett
exchange on a delivery-versus-payment or sim
settlement basis.

The Committee urges market participants
their own methods of quantifying and controll
ment sk and to adopt the best practices outli
paper In their operations, credit controls, and ¢
agement procedures.
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Vi. APPENDIX A: OPERATING HOURS AND FINAL-
ITY RULES*

To calculate the impact of operating hours and finality
rules, settlement exposures were measured under three
hypothetical scenarios. One scenario assumed that the
operating hours of the local payments systems were
extended to create a one-hour overlap from 9.00 a.m. to
10:00 a.m. GMT. This change would require the yen
payments system to delay its closing time until 7.00 p.m.
Tokyo time and would require the U.S, and Canadian dol-
lar systems to open early, at 4:00 a.m. New York time. In
this scenario, current finality rules were assumed to be
unchanged. A second scenario assumed that current
operating hours were unchanged but that each system
that now settles on a net basis introduced intra-day final-
ity (i e., payments are final as they are processed). A
third scenario assumed that the local payments systems

4. Finalty refers to the time at when any payment that is
expected has been irrevocably and unconditionally received.

had both overlapping operating hours and intra-day
finality. The one-day and steady-state industry profiles of
risk for settling a representative portfolio were then con-
structed under each of these scenarios.

Chart A-1 presents the steady-state industry profiles
under the three scenarios along with the profile of settle-
mentsrisk under current operating hours and finality
rules. The chart indicates that changing operating hours
and finality rules would have very little impact on the cur-
rent worst-case and median risks: since these exposures
are driven by the long time span between overly restric-
tive cancellation deadlines and excessive delays in rec-
onciling receipts, they would not be affected by changes
within those intervals.

In contrast, changing the operating hours and finality

5. Charts A-1 and A-2 depict settlement risk for firms based
in North America Broadly similar results were obtained for firms
operating out of Asia and Europe. In addition, this analysis
yielded similar results under the assumption that the various
sample and simulated portfolios were settled on a net basis.

47



rules of local payments systems would alter the current
best-case, potential best-case, and theoretical-minimum
levels of risk. Chart A-2 highlights this possible impact

impact of operating hours. Chart A-2 shows that the
theoretical-minimum nsk in settling the sample portfolio
would decline modestly 1f current operating hours were
extended to create a one-hour overlap of the major pay-
ments systems, even If current finality rules remained
unchanged This decline would occur because
extended hours would permit firms to reduce their nsk in
emergency situations by delaying their outgoing pay-
ments even longer than they can today

fronically, extending hours would cause a modest rise
in the current best-case and potential best-case expo-
sures because some routine outgoing payments would
tend to be made earlier and some incoming payments
would tend to be received later Thus, while lengthening
the operating hours of local payments systems can help
decrease the theoretical-minimum nisk, it may actually
increase day-to-day settlement risk.

Impact of finality rules. Chart A-2 also 1llustr.
impact of intra-day finality on settlement expos
local payments systems that now settle on a n
adopted intra-day finality even without changing
operating hours, the theoretical minimum could fz
sharply. This drop would occur because final pe
could, if necessary, be made and reconcile
sooner than they can today

On aroutine basis, however, the benefits are iv
ited. In particular, Chart A-2 shows only a moder
In settlement exposures for the current best-c:
potential best-case risks because, within their ¢
shorter settlement time-frame, these firms woulc
subject to other factors that influence their rout
cellation deadlines and reconciliation times

Combined impact of operating hours and
rules. Chart A-2 shows that a combination of
ping hours and intra-day finality rules would e
the theoretical-minimum settlement exposure. |
local payments systems had overlapping hour:
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payments over each system were final as they were
processed, it would be theoretically possible to coordi-
nate all incoming and outgoing payments and thereby
eliminate settlement risk.

Although the combination of overlapping operating
hours and intra-day finality could eliminate the theoreti-
cal minimum, it could also result in a modestly higher
level of routine settlement risk than if current operating
hours remained unchanged. In particular, Chart A-2
shows that the current best-case and potential best-case
with overlapping hours and intra-day finality are some-
what higher than with current operating hours and intra-
day finality. This finding indicates that in the normal
course of business, the risk-reducing benefits of intra-
day finality could be outweighed by the increased risk of
making earlier payments and receiving later receipts
over the extended hours of operation.

ViIl. APPENDIX B: SUMMARY OF RECOMMENDA-
TIONS FOR PRIVATE SECTOR BEST
PRACTICES

Recommendation No. 1
Understand the settlement process

Senior management should promote a complete
understanding of the settlement process at all decision-
making levels.

Recommendation No. 2
Understand settlement exposure

Credit and risk managers should understand the
impact of their internal procedures on settlement expo-
sure and develop accurate methods of quantifying the
extent of their risk.

Recommendation No. 3
Review and upgrade correspondent services

The bank relations department should review its cor-
respondent bank relationships to ensure that the ser-
vices provided give the firm maximum control over its
nostro account. Emphasis should be placed on obtain-
ing the latest possible cutoff times for cancellation and
amendment of payment instructions and the earliest con-
firmation of final receipt.

Recommendation No. 4
Complete reconcillation as early as possible

Creating the system support necessary to process
intra-day notification of receipts and to begin the recon-
ciliation process before the end of the day is an invest-
ment that will significantly reduce the amount of time that
the total settlement receivable due from each counter-
party is considered at risk.

Recommendation No. §
Monlitor non-recelpts and establish and practice
clear follow-up procedures

Senior management should establish procedures to
evaluate non-receipts of payments and to alert all con-
cerned parties to potential problem situations.

Recommendation No. 6
Establish netting arrangements

Payment netting arrangements should be established
with market participants to reduce settiement risk.

Recommendation No. 7
Establish operational capability to net payments

Management should develop the operational capabil-
ity to net payments.

Recommendation No. 8
Make credit risk managers responsible for monitor-
Ing and controlling settlement exposure

Credit risk managers stationed on the trading floor
should have primary responsibility for the monitoring and
control of foreign exchange counterparty exposure.

Recommendation No. 9
Set prudent settlement exposure limits

The credit department, functioning autonomously
from the trading and sales areas, should set settlement-
exposure limits for all counterparties regardless of size.

Recommendation No. 10
Update exposures on-line and aggregate globally
across all dealing centers

When a firm has dealing centers located in different
time zones, counterparty exposure should be monitored
in real time and aggregated globally across the firm’s
own dealing centers and the various trading locations of
the counterparty.

Recommendation No. 11
Enforce adherence to settlement limits

The credit department should ensure that traders
have up-to-date information on counterparty limits and
exposure before they execute a trade.

Recommendation No, 12
Mandate ownership of credit risk

Senior management policy should clearly indicate
which area takes responsibility for iosses stemming from
counterparty failure.
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Recommendation No. 13
Prepare for crisis situations

Firms should anticipate crises and prepare internally

Recommendation No. 14
Utilize all correspondent capabilities

The quality of services provided by a firm's corre-
spondents should be proved well in advance of a crisis

Recommendation No. 15
Involve senior management

Senior management should be apprised of a crisis sit-
uation at the outset and directly involved in controlling it

Recommendation No: 16
Establish industry working groups

At the industry level, working committees should be
formed to study the dynamics of crisis situations
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INTERNATIONAL BULLION MASTER AGREEMENT
for Spot and Forward Bullion Trades and Bullion Options
(New York Law Version)

MASTER AGREEMENT dated as of .
199__ by and between ,a

and

SECTION 1. DEFINITIONS

Unless otherwise required by the context, the follow-
ing terms shall have the following meanings:

“Agreement” has the meaning given to it in Section
2.2.

“American Style Option” means a Bullion Option
which may be exercised on any Business Day up to and
including the Expiration Time.

“Base Currency” means, as to a Party, the Currency
agreed as such in relation to it in Part | of the Schedule
hereto.

“Base Currency Rate” means, as to a Party and any
amount, the cost (expressed as a percentage rate per
annumy) at which that Party would be able to fund that
amount from such sources and for such periods as it may
in its reasonable discretion from time to time decide, as
determined in good faith by it.

“Bulllon” means Gold or Silver, as the case may be.

“Bulllon Obllgation” means any obligation of a Party
to deliver Bullion or Currency pursuant to a Bullion Trade
governed by the Agreement (in the case of Currency
being the Contract Price multiplied by the number of
Ounces which are the subject of such Bullion Trade) or a
Bullion Option governed by the Agreement which has
been exercised or deemed exercised (in the case of
Currency being the Strike Price multiplied by the number
of Ounces which are the subject of such Bullion Option)
or pursuant to the application of Sections 6.3(a) or 6.3(b).

“Bullion Option” means a transaction between the
Parties under which the Seller agrees with the Buyer that
the Buyer shall be entitled (but not obligated, except
upon exercise) to purchase from or, as the case may be,
sell to the Seller a specified number of Ounces of Bullion

at the Strike Price, and in respect of which transaction the
Parties have agreed (whether orally, electronicaily or in
writing). (a) the quantity (in Ounces) and type of Bullion
to be purchased and sold upon exercise of such Bullion
Option, (b) which Party is the Seller and which 1s the
Buyer, (c) the Premium, (d) the Strike Price, (e) the
Expiration Date, (f) the Expiration Time (provided that
where the Parties do not expressly agree upon the
Expiration Time, it shall be deemed to be 9:30 a.m New
York time on the Expiration Date), (g) whether the Bullion
Option is a Call Option or a Put Option, (h) whether it is
an American Style Option or a European Style Option
(provided that where the Parties do not expressly agree
upon the style of Bullion Option, it shall be deemed a
European Style Option), and (i) the delivery location and
form of delivery (provided that where the Parties do not
expressly agree upon the delivery location and form of
delivery, the Bullion to be delivered shall be delivered in
accordance with Section 6.1)

“Bulllon Trade” means any transaction (other than a
Bullion Option, whether or not exercised) between the
Parties for the purchase by one Party of an agreed quan-
tity of Bullion against the payment by such Party to the
other Party of an agreed amount of Currency, both such
amounts being deiiverable on the same Value Date, and
in respect of which transaction the Parties have agreed
(whether orally, electronically or in writing): (a) the quan-
tity (in Ounces) and type of Bullion to be purchased, (b)
which Party will purchase the Buliion, (¢) the Contract
Price, (d) the Value Date, and (e) the delivery location
and form of delivery (provided that where the Parties do
not expressly agree upon the delivery location and the
form of delivery, the Bullion to be delivered shall be deliv-
ered in accordance with Section 6.1).

“Bullion Transaction” means any Bullion Trade or
Bullion Option.

*“Business Day” means, for the purposes of:

(a) Section 3.2, a day which is a Local Banking Day
for the applicable Designated Office of the Buyer;

(b) Section 5.1 and the definition of American Style
Option, Exercise Date and Expiration Date, a day
which is a Local Banking Day for the appiicable
Designated Office of the Seller;
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(c) in respect of (1) the definition of Settlement Date
when used in respect of settlement of any Bullion
Option by delivery of Bulhon in accordance with
Section 5 4, or (1) in respect of settlement of any
Bullion Obligation by delivery of Bullion, a day
which is a Local Banking Day for the applicable
Designated Office of both Parties and a trading
day in the Bullion market in the delivery location,
and

(d) any other provision of the Agreement, a day which
is a Local Banking Day for the applicable
Designated Office of both Parties,

Provided, however, that neither Saturday nor Sunday
shall be considered a Business Day hereunder for any
purpose

“Buyer” means the owner of a Bullion Option

“Call Option” means a Bullon Option entithing, but
not obligating (except upon exercise), the Buyer to pur-
chase from the Seller at the Strike Price a specified num-
ber of Ounces of Bullon.

“Close-Out Amount” has the meaning given to it In
Section 8.1(a)(n)

“Close-Out Date” means a day on which, pursuant
to the provisions of Section 8 1, the Non-Defaulting Party
closes out and hquidates Bullion Obligations and Bullion
Options governed by the Agreement or such a close-out
and liguidation occurs automatically

“Closing Gain” means, as to the Non-Defaulting
Party, the difference described as such In relation to a
particular Value Date under the provisions of Section
8 1(a).

“Closing Loss” means, as to the Non-Defaulting
Party, the difference described as such in relation to a
particular Value Date under the provisions of Section
8 1(a).

“Confirmation” means a wnting (Including telex,
facsimile or other electronic means from which 1t 1s pos-
sible to produce a hard copy) which shall specify.

(a) in the case of any Bullion Transaction, (1) the
Parties to it and the Designated Offices through
which they are respectively acting, (1) the quantity
(in Ounces) and type of Bullion the subject of the
relevant Bullion Transaction and which Party 1s or
would be the purchaser thereof, (i) the Contract
Price (in the case of a Bullion Trade) or the Strike
Price (in the case of a Bullion Option), (1v) the Value
Date, (v) the delivery location and form of delivery
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(provided that where the Parties do not e
agree upon the delivery location and the
delivery, the Bullion to be delivered shali |
ered in accordance with Section 6 1);

(b) inthe case of any Bullion Option, 1n additi
matters specified in (a) above, (1) which
the Seller and which is the Buyer, (1) the |
and the Premium Payment Date, (in) the E
Date, (1v) the Expiration Time (provided th
the Parties do not expressly agree u
Expiration Time, it shall be deemed to be ¢
New York time on the Expiration Date), (v)
the Bullion Option I1s a Call Option or Pu
and (vi) whether the Bullion Option 1s an £
Style Option or a European Style Option (|
that where the Parties do not express
upon the style of Bullion Option, 1t
deemed a European Style Option).

‘“Contract Price” means, In respect of ¢
Trade, the price per Ounce, expressed In a (
agreed as such by the Parties, being the price
the purchaser under that Bullion Trade shall §
and the seller under that Bullion Trade shall
Bullion which 1s the subiject of such Bullion Trac

“Credit Support Document’” means, as
(the “first Party”), a guaranty, hypothecation ag
margin or security agreement or document, or .
document containing an obligation of a th
("Credit Support Provider”), or of the first Part
of the other Party supporting any obligations ¢
Party under the Agreement

“Credit Support Provider’ has the meanin
it in the definition of Credit Support Document

“Currency” means money denominated in
currency of any country or the ECU.

“Custodian” has the meaning given to it
nition of Event of Default.

“Defaulting Party” has the meaning given
definition of Event of Default.

“Designated Office(s)” means, as to a |
office(s), specified in Part | of the Schedule !
such Schedule may be modified from time t
agreement of the Partes.

“Effective Date” means the date of th
Agreement.

“European Style Option” means a Bullt
which may only be exercised on the Expiratio




to and including the Expiration Time, unless otherwise
agreed.

“Event of Default” means the occurrence of any of
the following with respect to a Party (the "Defaulting
Party”, the other Party being the ‘Non-Defaulting

Party”):

(a)

(b)

(c)

(d)

(e)
(f)

(@)

the Defaulting Party shall default in any payment
or delivery under the Agreement to the Non-
Defaulting Party with respect to any sum or Bullion
when due under any Bullion Obligation, any
Bullion Option (including, but not limited to, any
Premium payment) or pursuant to the Agreement
and such failure shall continue for two (2)
Business Days after written notice of non-payment
or non-delivery given by the Non-Defaulting Party
to the Defaulting Party;

the Defaulting Party shall commence a voluntary
case or other proceeding seeking liquidation,
reorganization or other similar relief with respect to
itself or to its debts under any bankruptcy, insol-
vency or similar law, or seeking the appointment
of a trustee, receiver, liquidator, conservator,
administrator, custodian or other similar official
(each, a “Custodian”) of it or any substantial part
of its assets; or shall take any corporate action to
authorize any of the foregoing;

an involuntary case or other proceeding shall be
commenced against the Defaulting Party seeking
liquidation, reorganization or other similar relief
with respect to it or its debts under any bank-
ruptcy, insolvency or similar law or seeking the
appointment of a Custodian of it or any substantial
part of its assets, and such involuntary case or
other proceeding is not dismissed within five (5)
days of its institution or presentation;

the Defaulting Party is bankrupt or insolvent, as
defined under any bankruptcy or insolvency law
applicable to such Party;

the Defaulting Party shall otherwise be unable to
pay its debts as they become due;

the Defaulting Party or any Custodian acting on
behalf of the Defaulting Party shall disaffirm, dis-
claim or repudiate any Bullion Obligation or Bullion
Option;

(i) any representation or warranty made or
deemed made by the Defaulting Party pur-
suant to the Agreement or pursuant to any
Credit Support Document shall prove to have
been false or misleading in any material

(h)

(1)

(k)

respect as at the time 1t was made or given or
deemed made or given and one (1) Business
Day has elapsed after the Non-Defaulting
Party has given the Defaulting Party written
notice thereof; or

(i) the Defaulting Party fails to perform or comply
with any obligation assumed by it under the
Agreement (other than an obligation to make
payment or delivery of the kind referred to in
clause (a) of this definition of Event of Default)
and such failure is continuing thirty (30) days
after the Non-Defaulting Party has given the
Defaulting Party written notice thereof;

the Defaulting Party consolidates or amalgamates
with or merges into or transfers all or substantially
all its assets to another entity and (i) the credit-
worthiness of the resulting, surviving or transferee
entity is materially weaker than that of the
Defaulting Party prior to such action or (ii) at the
time of such consolidation, amalgamation, merger
or transfer the resulting, surviving or transferee
entity fails to assume all the obligations of the
Defaulting Party under the Agreement by opera-
tion of law or pursuant to an agreement satisfac-
tory to the Non-Defaulting Party;

by reason of any default, or event of default or
other simitar condition or event, any Specified
Indebtedness (being Specified Indebtedness of
an amount which, when expressed in the Currency
of the Threshold Amount, is in aggregate equal to
or in excess of the Threshold Amount) of the
Defauiting Party or any Credit Support Provider in
relation to it: (i) is not paid on the due date there-
for and remains unpaid after any applicable grace
period has elapsed, or (ii) becomes, or becomes
capable at any time of being declared, due and
payable under agreements or instruments evi-
dencing such Specified Indebtedness before it
would otherwise have been due and payable,

the Defaulting Party is in breach of or in defauit
under any Specified Transaction and any applica-
ble grace period has elapsed, and there occurs
any liquidation or early termination of, or acceler-
ation of obligations under that Specified Trans-
action or the Defaulting Party (or any Custodian on
its behalf) disaffirms,.disclaims or repudiates the
whole or any part of a Specified Transaction; or

(i) any Credit Support Provider relating to the
Defaulting Party or the Defaulting Party itself
fails to comply with or perform any agreement
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(in)

()

V)

or obligation to be complied with or performed
by 1t in accordance with the applicable Credit
Support Document and such failure 1s continu-
ing after any applicable grace pericd has
elapsed,

any Credit Support Document relating to the
Defaulting Party expires or ceases to be in full
force and effect prior to the satisfaction of all
obligations of the Defaulting Party under the
Agreement, uniess otherwise agreed in wnting
by the Non-Defaulting Party;

the Defaulting Party or any Credit Support
Provider In relation to it (or, in either case, any
Custodian acting on its behalf) disaffirms, dis-
claims or repudiates, in whole or in part, or chal-
fenges the validity of, any Credit Support
Document,

any representation or warranty made or deemed
made by any Credit Support Provider in relation
to the Defaulting Party pursuant to any Credt
Support Document shall prove to have been
false or misleading in any matenal respect as at
the time 1t was made or given or deemed made
or given and one (1) Business Day has elapsed
after the Non-Defaulting Party has given the
Defaulting Party written notice thereof, or

any event set out In (b) to (f) or (h) to ()) above
occurs in respect of any Credit Support Pro-
vider in relation to the Defaulting Party

“Exercise Date” means, In relation to any Bulhon
Option, the Business Day on which a Notice of Exercise
received by the applicable Designated Office of the
Seller becomes effective pursuant to Section 5 1

“Expiration Date” means, n relation to any Bullion
Option, the date agreed as such and as evidenced by a
Confirmation therefor (which date shall be a Business
Day) In relation to that Bullion Option, provided that in
the case of any Bullion Option quoted for a specific
month In relation to which no Expiration Date 1s specifi-
cally agreed, the Expiration Date shall be the Standard
Date in relation to that month

“Expiration Time” means 9 30 a m. New York tme on
the Expiration Date, unless the Parties otherwise agree

“Gold” means gold bars or unallocated gold com-
plying with the rules of The London Bullion Market
Association relating to good delivery and fineness from
time to time in effect

*In-the-Money Amount” means.

{(a) inthe case of a Call Option, the excess of
Price over the Strike Price, multiplie
aggregate number of Ounces of Bullion t
chased under that Call Option, and

(b) inthe case of a Put Option, the excess of
Price over the Spot Price, multiplied by tt
gate number of Ounces of Bullion to be s
that Put Option.

“Local Banking Day” means.

(a) for any Currency, a day on which cor
banks generally effect deliveries of that
in accordance with the market practice ¢
evant foreign exchange market, and

(b) for any Party, a day in the location of the
ble Designated Office of such Party ¢
commercial banks in that location are n
rized or required by law to close

“Master Agreement” means the terms ar
tions set forth 1n this master agreement

“Matched Pair Novation Netting Office(s)’
in respect of a Party, its Designated Office(s) s|
in Part |1l of the Schedule hereto, as such Sche
may be modified from time to time by agreeme
Parties.

“Non-Defaulting Party” has the meaning
in the definition of Event of Default

“Notice of Exercise” means telex, teleg
other electronic notification providing asst
receipt (excluding facsimie transmission), giv
Buyer prior to or at the Expiration Time of the €
a Bullion Option, which notification shall be irre

*Novation Netting Office(s)” means, inre
Party, its Designated Office(s) specified in Pal
Schedule hereto, as such Schedule may be
from time to time by agreement of the Parties

“Option Currency” means, in relation tc
Option, unless otherwise agreed by the P.
Currency In which the Premium and the Strike
expressed.

“Ounce” means a fine troy ounce, In tt
Gold, or a troy ounce, In the case of Silver

“Parties” means the parties to the Agre:
shall include their successors and permitted a
without prejudice to the apphcation of claust
definition of Event of Default), and the term “I




mean whichever of the Parties i1s appropriate in the con-
text in which such expression may be used

“Premium” means, in respect of a Bullion Option, the
purchase price of the Bullion Option as agreed upon by
the Parties, and payable by the Buyer to the Seller
thereof

“Premium Payment Date” means, in respect of a
Bullion Option, the date on which the Premium 1s due and
payable, being the second Business Day after the day on
which the Bullion Option i1s granted, unless otherwise
agreed by the Parties

“Proceedings” means any suit, action or other pro-
ceedings relating to the Agreement

“Put Option” means a Bullion Option entitling, but
not obligating (except upon exercise), the Buyer to sell to
the Seller at the Strike Price a specified number of
Ounces of Bullion

“Seller” means the Party granting a Bullion Option.

“Settlement Date” means in respect of the exercise
of a Bullion Option which is: (a) an American Style
Option, the second Business Day after the Exercise Date
of such Bullion Option; or (b) a European Style Option,
the second Business Day after the Expiration Date of
such Bullion Option.

“Settlement Netting Office(s)” means, in respect of
a Party, its Designated Office(s) specified in Part V of the
Schedule hereto, as such Schedule may be modified
from time to time by agreement of the Parties.

“Silver” means silver bars or unallocated silver com-
plying with the rules of The London Bullion Market
Association relating to good delivery and fineness from
time to time In effect.

“Specified Indebtedness” means any obligation
(whether present or future, contingent or otherwise, as
principal or surety cr otherwise) in respect of borrowed
money, other than in respect of money deposits or Bullion
deposits received

“*Speciftied Transaction” means any transaction
(including an agreement with respect thereto) between
one Party to the Agreement (or any Credit Support
Provider of such Party) and the other Party to the
Agreement (or any Credit Support Provider of such Party)
which 1s a rate swap transaction, basis swap, forward rate
transaction, commodity swap, commodity option, equity
or equity linked swap, equity or equity index option, bond
option, interest rate option, foreign exchange transaction,
cap transaction, floor transaction, collar transaction, cur-

rency swap transaction, cross-currency rate swap trans-
action, currency option, spot or spot deferred butlion trans-
action, forward bullion transaction, bullion cption, bullion
lease, loan or consignment, EFP (exchange for physical),
bullion swap, bullion forward rate transaction or any other
similar transaction (including any option with respect to
any of these transactions) or any combination of any of the
foregoing transactions

“Spot Price” means, at any time, the bid price per
Ounce (in the case of a Call Option) or offer price per
Ounce (in the case of a Put Option) at such time for the
relevant type of Bullion against U S dollars for delivery
and payment two (2) Business Days later, converted, if
necessary, into the Option Currency at the price at which,
at such time, the Seller could enter into a contract in the
foreign exchange market to buy the Option Currency in
exchange for US dollars for delivery and payment on
such day which is two (2) Business Days later

“Standard Date” means, with respect to any month,
two (2) Business Days before the last Business Day of the
month

“Strike Price” means, In relation to a Bullion Option,
the price per Ounce, expressed in the Option Currency,
agreed as such by the Parties, being the price at which
under that Bullion Option the Buyer shall be entitled to
purchase (in the case of a Call Option) or sell (in the case
of a Put Option) the Bullion which i1s the subject of such
Buliion Option.

“Threshold Amount” means the amount specified
as such for each Party in Part VI of the Schedule

“Value Added Tax” means value added tax as pro-
vided for in the Value Added Tax Act 1983 (as amended
or re-enacted from time to time) and legislation supple-
mental thereto and any other tax (whether imposed in the
United Kingdom in substitution thereof or in addition
thereto or elsewhere) of a similar fiscal nature

“Value Date’” means (a) in the case of a Buliion
Trade, the Business Day agreed by the Parties for deliv-
ery of the Bullion to be purchased and sold against pay-
ment therefor on such Business Day pursuant to such
Bullion Trade and, in the case of a Bullion Obligation, the
Business Day upon which the obligation to deliver Bullion
or Currency pursuant to such Bullion Obligation is to be
performed; and (b) in the case of a Bullion Option, the
Settlement Date therefor.
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SECTION 2 BULLION TRANSACTIONS

2 1 Scope of the Agreement Unless otherwise
agreed in writing by the Parties, each Bullion Transaction
entered into between two (2) Designated Offices of the
Parties on or after the Effective Date shall be governed
by the Agreement. Ali Bullion Transactions between any
two (2) Designated Offices of the Parties outstanding on
the Effective Date which are 1dentified in Part Vil of the
Schedule shall also be Bullion Transactions governed by
the Agreement and every obligation of the Parties to
deliver Bullion or Currency under any such Bullion Trans-
action that 1s a Bullion Trade shall be a Buliron Obtigation
under the Agreement

2 2 Single Agreement. This Master Agreement, the
particular terms agreed between the Parties in relation to
each and every Bullion Transaction governed by this
Master Agreement (and, insofar as such terms are
recorded in a Confirmation, each such Confirmation), the
Schedule to this Master Agreement and all amendments
to any of such tems shall together form the agreement
between the Parties (the "Agreement”) and shall together
constitute a single agreement between the Parties The
Parties acknowledge that ail Bullion Transactions gov-
erned by the Agreement are entered into in rellance upon
the fact that all such tems constitute a single agreement
between the Parties In the event of any inconsistency
between the provisions of the Schedule and the other pro-
visions of the Agreement, the Schedule will prevail in the
event of any inconsistency between the provisions of any
Confirmation and the Agreement (including the Schedule),
such Confirmation will prevail for the purpose of the rele-
vant Bullion Transaction.

2 3 Confirmations. Bullion Transactions governed by
the Agreement shall be promptly confirmed by the
Parties by Confirmations exchanged by mail, telex, fac-
simile or other electronic means The failure by a Party to
issue a Confirmation shail not prejudice or invalidate the
terms of any Bullion Transaction governed by the
Agreement If the Parties so agree in Part VilI of the
Schedule or otherwise in writing, the provisions 1n such
Part Vlil shall be applicable to Confirmations

SECTION 3 BULLION OPTIONS - PREMIUMS

3 1 Payment of Premium. Unless otherwise agreed in
writing by the Parties, the Premium related to a Bullion
Option governed by the Agreement shall be paid no later
than the Premium Payment Date 1n refation to such
Bullion Option, in the Option Currency

3 2 Late Payment or Non-Payment of Premium. if
any Premium is not received on the Premium Payment

-

Date, the Seller may elect either (a) to accept a
ment of such Premium, (b) to give written notic
non-payment and, if such payment shail not be
within two (2) Business Days of such notice,
related Bulhon Option as void, or (c) to give writt
of such non-payment and, if such payment sh:
received within two (2) Business Days of suc
treat such non-payment as an Event of Defal
clause (a) of the definition of Event of Default if1
elects to act under either clause (a) or (b) of the
ing sentence, the Buyer shall pay all out-of-poc
and actual damages incurred in connection v
unpaid or late Premium or void Bultion Option,
without imitation, interest on such Premium in
Currency as such Premium at the then prevailin
rate and any other costs or expenses incurre
Seller 1n covering its obligations (including, wit
tation, a delta hedge) with respect to such Bullio

SECTION 4 BULLION OPTIONS - DISCHAR
TERMINATION

If the Parties agree in Part IX of the Schedule
wise In writing that this Section 4 shall app
Agreement, then any Call Option written by a
automatically be terminated and discharged, ir
in part, as applicable, against a Call Option wnit
other Party, and any Put Option written by a
automatically be terminated and discharged, ir
In part, as applicable, against a Put Option writ
other Party, 'such termination and discharge
automatically upon the payment in full of the las
payable in respect of such Bullion Options; pro
such termination and discharge may only
respect of Bullion Options.

(a) each being with respect to the same type
and having the same Option Currency,

(b) each having the same Expiration Date and
Time;

(c) each being of the same style, 1.e , erther
American Style Options or both being
Style Options,

(d) each having the same Strike Price,
(e) each to be settled in the same location,

(f) each being transacted through the same !
Offices of both Buyer and Seller respectn

(g) neither of which shall have been exercist
ery of a Notice of Exercise;

and, upon the occurrence of such terminati




charge, netther Party shall have any further obligation to
the other Party in respect of the relevant Bullion Options
or, as the case may be, parts thereof so terminated and
discharged In the case of a partial termination and dis-
charge (1e, where the relevant Bullion Options are for
different numbers of Ounces of Bullion), the remaining
portion of the Bullion Option which Is partially discharged
and terminated shall continue to be a Bullion Option for
all purposes of the Agreement, including this Section 4

SECTION S BULLION OPTIONS - EXERCISE AND
SETTLEMENT

51 Notice of Exercise. The Buyer may exercise a
Bullion Option governed by the Agreement by delivery to
the Seller of a Notice of Exercise. Subject to Section 5 3,
if a Bullion Option governed by the Agreement has not
been exercised prior to or at the Expiration Time, it shall
expire and become void and of no effect. Any Notice of
Exercise shall (unless otherwise agreed):

(a) in respect of an American Style Option, If received
prior to or at 200 p m. (Seller's local time) on any
Business Day prior to the Expiration Date or prior to
or at the Expiration Time on the Expiration Date, be
effective upon -eceipt thereof by the Seller and, for
the avoidance of doubt, any Notice of Exercise
received after 200 p m (Seller's local time) on any
Business Day prior to the Expiration Date shall be
effective only as of the opening of business of the
Seller on the first Business Day (if any, being a
Business Day prior to the Expiration Date) subse-
quent to its receipt, and

(b) In respect of a European Style Option, if received on
the Expiration Date prior to or at the Expiration Time,
be effective upon receipt thereof by the Seller.

5 2 No Partial Exercise. Unless otherwise agreed by
the Parties, a Bullion Option governed by the Agreement
may be exercised only in whole.

5.3 Automatic Exercise. Unless the Seller is other-
wise instructed by the Buyer, if a Bullion Option has an In-
the-Money Amount at its Expiration Time that equals or
exceeds the product of (a) 1% (or such other percentage
as may have been agreed by the Parties) of the Strike
Price, and (b) the nLmber of Ounces of Bullion which are
the subject of such Bullion Option, then the Bullion
Option shall be deerned automatically exercised. In such
case, unless otherwise agreed by the Parties, such
Bullion Option shall be settled in accordance with
Section 5 4 of the Agreement. For the purpose of deter-
mining whether or not any Bullion Option shall be
deemed automatica.ly exercised pursuant to this Section

5 3, the Buyer shall, unless otherwise agreed by the
Parties, accept the Seller's calculation of the In-the-
Money Amount.

5.4 Settlement of Exercised Bullion Options.
Subject to Sections 5 2, 5.3 and 5 5, an exercised Bullion
Option shall be settled on its Settlement Date as follows

(a) in the case of a Call Option, the Seller shall deliver in
accordance with Section 6 1 to the Buyer the number
of Ounces of Bullion in respect of which the Bullion
Option is exercised and the Buyer shall pay to the
Seller the product of such quantity and the Strike
Price; and

(b) in the case of a Put Option, the Buyer shall deliver in
accordance with Section 6 1 to the Seller the number
of Ounces of Bullion in respect of which the Bullion
Option s exercised and the Seller shall pay to the
Buyer the product of such quantity and the Strike
Price.

5 5 In-the-Money Amount Settlement. A Bullion
Option shall be settled at its In-the-Money Amount if the
Buyer so elects in its Notice of Exercise In such case, the
In-the-Money Amount shall be determined based upon
the Spot Price at the time of exercise or as soon there-
after as possible. The sole obligations of the Parties with
respect 10 settlement of such Bullion Option shall be to
deliver or receive the In-the-Money Amount of such
Bullion Option on the Settlement Date Notwithstanding
the definition of Spot Price in Section 1, if the Buyer elects
to settle a Bullion Option at its In-the-Money Amount, the
Buyer shall be entitled when giving the Notice of Exercise
to require that the In-the-Money Amount of the Bullion
Option be ascertained with reference to the U S dollar
bid or offer price, as appropriate, per Ounce quoted by
the Seller to the Buyer at 9 30 a.m New York time on the
Exercise Date (in the case of an American Style Option)
or the Expiration Date (in the case of a European Style
Option) converted, if necessary, into the Option Currency
at the price at which, at such time, the Seller could enter
into a contract in the foreign exchange market to buy the
Option Currency in exchange for U S dollars.

SECTION 6. BULLION TRANSACTIONS - SETTLE-
MENT AND NETTING

6.1 Settlement. Subject to Sections 4, 62 and 6 3,
each Party shall deliver to the other Party the amount of
the Bullion or Currency to be delivered by 1t under each
Bullion Transaction on the Value Date for such Bullion
Transaction. All Bullion to be delivered under any Bullion
Transaction shall be delivered loco London by being
credited to an unallocated account at a member of The
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London Bullion Market Assoctation agreed by both
Parties (or, faiting agreement, nominated by the deliver-
ing Party) or by dehvery at such other location and/or in
such other form as may be agreed

6 2 Net Settlement/Payment Netting. If on any Value
Date more than one dehvery of a particular type of Buliion
or Currency Is to be made between a parr of Settlement
Netting Offices, then, on such date, each Party shall
aggregate the amounts of such type of Bullion or
Currency (1 e , Gold with Gold, Silver with Silver, and each
Currency with other Currency of the same type) deliver-
able by 1t and only the difference between these aggre-
gate amounts shall be delivered by the Party obligated to
deliver the larger aggregate amount to the other Party
and, if the aggregate amounts are egual, no delivery of
the relevant type of Bullion or Currency, as the case may
be, shall be made

6 3 Novation Netting.

(a) By Type of Obligation. If the Parties enter into a
Builion Trade governed by the Agreement through a
pair of Novation Netting Offices or, if a Bullion Option
governed by the Agreement and entered into by the
Parties through a pair ‘of Novation Netting Offices 1s
exercised or deemed exercised, in each case giving
rise to a Buthon Obligation for the same Value Date and
in the same type of Bullion or Currency as a then exist-
ing Bulhon Obligation between the same pair of
Novation Netting Offices, then immediately upon
entering into such Bullion Trade or exercise or deemed
exercise of such Bullon Option, each such Bullion
Obligation shall automatically and without further
action be individually cancelled and simultaneously
replaced by a new Bulhon Obligation for such Value
Date determined as follows: the amounts of such type
of Bullion or Currency that would otherwise have been
deliverable by each Party on such Value Date shall be
aggregated (1.e , Gold with Gold, Silver with Silver, and
each Currency with other Currency of the same type)
and the Party with the larger aggregate amount shall
have a new Bullion Obligation to deliver to the other
Party the amount of such type of Bullion or Currency
by which its aggregate amount exceeds the other
Party's aggregate amount, provided that if the aggre-
gate amounts are equal, no new Bulhon Obligation
shall anse This clause (a) shall not affect any other
Bullion Obligation of a Party to deliver any different
Bultion or Currency on the same Value Date

(b

~—

By Matched Pair. If the Parties enter into a Bullion
Trade governed by the Agreement between a pair of
Matched Pair Novation Netting Offices or, if a Bultion

Option governed by the Agreement and &
through a pair of Matched Pair Novatx
Offices 1s exercised or deemed exercise
provisions of Section 6 3(a) shail app
respect of Bullion Obligations arising b
Bullion Trades or exercised Bullion Op
erned by the Agreement entered into beh
pair of Matched Pair Novation Netting C
involving the same type of Bullion and Cu
the same Value Date

6 4 General

(a) Inapplicability of Sections 6.2 and 6.3.
sions of Sections 6 2 and 6 3 shall not apph
QOut Date has occurred or a voluntary or
case or other proceeding of the kind de
clauses (b) or (c) of the definition of Even
has occurred without being dismissed in
either Party

(b) Failure to Record. The provisions of S
shall apply notwithstanding that either Pa
to record the new Bulhion Obligations in if;

(c) Cut-off Date and Time. The provisions of !
are subject to any cut-off date and ¢
agreed between the applicable Novati
Offices and Matched Pair Novation Nettint
the Parties.

(d

~—

Netting of Premiums. If the Parties so a
X of the Schedule or otherwise in writing, t
otherwise agreed, If, on any date Prem
otherwise be payable under the Agree
same Currency between the same [
Offices of the Parties, then, on such date,
obhgation to make payment of any such |
be automatically satished and discharge
Party shall aggregate the Premium(s) th:
erwise have beéen payable by 1t and or
ence between the aggregate Premiun
payable by the Party owing the large
Premium(s) to the other Party and, if tt
Premium(s) are equal, no payment shal

SECTION 7. REPRESENTATIONS, WARR
COVENANTS

7 1 Representations and Warranties
represents and warrants to the other Party
of the Agreement and as of the date of
Transaction governed by the Agreement t




(a) it has authority to enter into the Agreement and such
Bullion Transaction;

(b) the persons executing the Agreement and entering
into such Bullion Transaction on its behalf have been
duly authorized to do so;

(c) the Agreement and the Bullion Obligations and
Bullion Options created under the Agreement are
binding upon it and enforceable against it in accor-
dance with their respective terms (subject to applic-
able bankruptcy, reorganization, insolvency, morato-
rium or similar laws affecting creditors’ rights gener-
ally and applicable principles of equity) and do not
and will not violate the terms of any agreements or
laws to which such Party is subject;

(d) no Event of Default or any event which with the giv-
ing of notice or the passage of time or both would
constitute an Event of Default has occurred and is
continuing with respect to it; and

(e) itacts as principal in entering into, and (with respect
to Bullion Options) exercising, each and every
Bullion Transaction governed by the Agreement.

7.2 Covenants. Each Party covenants to the other
Party that:

(a) it will at all times obtain and comply with the terms of
and do all that 1s necessary to maintain in full force
and effect all authorizations, approvals, licenses and
consents required to enable it lawfully to perform its
obligations under the Agreement; and

(b) it will promptly notify the other Party of the occur-
rence of any Event of Default with respect to itself or
any Credit Support Provider in relation to it or any
event which, with the giving of notice or the passage
of time or both, would constitute an Event of Default
with respect to itself or any Credit Support Provider
in relation to it.

SECTION 8. CLOSE-OUT AND LIQUIDATION

8.1. Circumstances of Close-Out and Liquidation. If
an Event of Default has occurred and is continuing, then
the Non-Defaulting Party shall have the right to close out
and liquidate in the manner described below all, but not
less than all, outstanding Bullion Obligations and Bullion
Options governed by the Agreement (except to the
extent that in the good faith opinion of the Non-Defaulting
Party certain of such Bullion Obligations and Bullion
Options may not be terminated under applicable law) by
notice to the Defaulting Party. If “Automatic Termination”

is specified as applying to a Party in Part X| of the
Schedule hereto, then in the case of an Event of Defauit
specified in clauses (b) or (c) of the definition thereof with
respect to such Party, such close-out and liquidation
shall be automatic as to all such outstanding Bullion
Obligations and Bullion Options. Where such close-out
and liquidation is to be effected, it shall be effected by.

(a) In the case of Bulllon Obligations:

(i) closing out each outstanding Bullion Obligation
(including any Bullion Obligation which has not
been performed and in respect of which the Value
Date is on or precedes the Close-Out Date) so that
each such Bullion Obligation is cancelled and the
Non-Defaulting Party shall calculate in good faith
with respect to each such cancelled Bullion
Obligation, the Closing Gain or, as appropriate, the
Closing Loss, as follows:

(i) for each Bullion Obligation in Bullion or in a
Currency other than the Non-Defaulting Party's
Base Currency, calculate a “Close-Out Amount” by
converting

(A) in the case of a Bullion Obligation whose Value
Date is the same or is later than the Close-Out
Date, the amount of such Bullion Obligation
(expressed in aggregate number of Ounces of
the relevant Bullion or amount of the relevant
Currency); or

(B) in the case of a Bullion Obligation whose Value
Date precedes the Close-Out Date, the amount
of such Bullion Obligation increased, to the
extent permitted by applicable law, by adding
interest thereto from the Value Date to the Close-
Out Date at the rate representing the cost
(expressed as a percentage rate per annum) at
which the Non-Defaulting Party would have
been able, on such Value Date, to fund the
amount of such Bullion Obligation for the period
from the Value Date to the Close-Out Date (such
cost, in the case of Bullion Obligations denomi-
nated in Bullion, taking into account the rates for
bullion deposits);

into such Base Currency at the rate of exchange at
which the Non-Defaulting Party can buy or sell, as
appropriate, such Base Currency with or against
the Bullion or Currency of such Bullion Obligation
for delivery on the Value Date of that Builion
Obligation, or if such Value Date precedes the
Close-Out Date, for delivery on the Close-Out Date,
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() determine in relation to each Value Date

(A) the sum of all Close-Out Amounts relating to
Bulkon Obligations under which, and of all
Bultion Obligations in the Non-Defaulting
Party’s Base Currency under which, the Non-
Defauiting Party would otherwise have been
entitled to receive the relevant amount from the
Defaulting Party on that Value Date, adding (to
the extent permitted by applicable law), in the
case of a Bullion Obligation in the Non-
Defaulting Party’s Base Currency whose Value
Date precedes the Close-Out Date, interest for
the penod from the Value Date to the Close-Out
Date at the Non-Defaulting Party’s Base
Currency Rate as at such Value Date for such
period, and

(B) the sum of all Close-Out Amounts relating to
Butlion Obhgations under which, and of all
Bullion Obligations in the Non-Defaulting
Party’s Base Currency under which, the Non-
Defaulting Party would otherwise have been
obligated to pay the relevant amount to the
Defaulting Party on that Value Date, adding (to
the extent permitted by applicable law), in the
case of a Bullion Obligation 1n the Non-
Defaulting Party's Base Currency whose Value
Date precedes the Close-Out Date, interest for
the penod from the Value Date to the Close-Out
Date at the Non-Defaulting Party's Base
Currency Rate as at such Value Date for such
period,

(tv) 1f the sum determined under clause (iit)(A) above

1s greater than the sum determined under clause
()(B) above, the difference shall be the Closing
Gan for such Value Date, if the sum determined
under clause (m)(A) 1s less than the sum deter-
mined under clause (iu)(B) above, the difference
shall be the Closing Loss for such Value Date,

(v) to the extent permitted by apphcable law, adjust-

ing the Closing Gatn or Closing Loss for each
Value Date talling after the Close-Out Date to pre-
sent value by discounting the Closing Gain or
Closing Loss from the Value Date to the Close-Out
Date, at the Non-Defaulting Party’'s Base Currency
Rate, or at such other rate as may be prescnbed
by applicable law,

(vt) aggregating the following amounts so that all
such amounts are netted into a single hiquidated
amount payable by or to the Non-Defaulting Party

in respect of Bullion Obligations (A) the
the Closing Gains for all Value Dates (dis:
to present value, where appropriate, n
dance with the provisions of clause (a)(v
Section 8 1) {(which for the purposes of ths
gation shall be a posttive figure) and (B)
of the Closing Losses for all Value Dat
counted to present value, where approp
accordance with the provisions of clause
this Section 8.1) (which for the purpose
aggregation shall be a negative figure), a

(vu) if the resulting net amount 1s positive, 1t
owing by the Defaulting Party to th
Defaulting Party in respect of Bullion Obl)
and if it 18 negative, then the absolute
such amount shall be payable by tt
Defaulting Party to the Defaulting Party in
of Bullion Obhgations

(b) In the case of Bullion Options:

(1) closing out each Bullion Option governec
Agreement which has not been exerc
deemed exercised on or prior to the C!
Date so that each such Buthon Option s c:
and market damages for each Party are ca
by determining the aggregate of:

(A) wtth respect to each Bullion Option pu
by such Party, the current market prer
such Bullion Option,

(B) with respect to each Bullion Option soic
Party, any unpaid Premium and, to tt
permitted by applicable law, interes
unpaid Premium in the relevant
Currency as such Premium at the the
ing market rate, and

(C) any costs or expenses incurred by
Defaulting Party in covering its ot
(including a delta hedge) with respe
Bulhon Option, all as determined in
by the Non-Defaulting Party,

(i) converting any damages calculated
dance with clause (b)(i) above in a Cun
than the Non-Defaulting Party's Base
into such Base Currency at the spot pric
at the time of close-out, the Non-Defa
could enter into a contract in the foreigi
market to buy the Base Currency in e
such Currency; and

() netting such damage payments with




each Party so that all such amounts are netted to
a single liquidated amount payable by one Party to
the other Party as a settlement payment in respect
of Bullion Options governed by the Agreement
which have not been exercised or deemed exer-
cised on or prior to the Close-Out Date.

(c) Final Netting. The net amounts payable by each
Party under clauses (a) and (b) of this Section 8.1 shall
be aggregated and netted so that a single net amount in
respect of Bullion Transactions governed by the
Agreement is payable by one Party to the other Party.

8 2 Calculation of Interest. Any addition of interest or
discounting required under Section 8.1 shall be calcu-
lated on the basis of the actual number of days elapsed
and of a year of such number of days as is customary for
transactions involving the relevant Currency in the rele-
vant foreign exchange market.

8.3 Other Bullion Transactions. Where close-out and
liquidation occurs in accordance with Section 8.1, the
Non-Defaulting Party shall also be entitled to close out
and liquidate, to the extent permitted by applicable law,
any other Bullion Transactions entered into between the
Parties which are then outstanding in accordance with
the provisions of Section 8.1, as if each such transaction
were governed by the Agreement.

8.4 Payment and Late Interest. The amount payable
by one Party to the other Party pursuant to the provisions
of Sections 8.1 and 8.3 above shall be paid by the close
of business on the Business Day following such close-out
and liquidation (converted as required by applicable law
into any other Currency, any costs of such conversion to
be borne by, and deducted from any payment to, the
Defaulting Party). To the extent permitted by applicable
law, any amounts required to be paid under Section 8.1
or 8.3 and not paid on the due date therefor shall bear
interest at the Non-Defaulting Party's Base Currency Rate
plus 1% per annum (or, if conversion is required by
applicable law into some other Currency, sither (a) the
average rate at which overnight deposits in such other
Currency are offered by major banks in the London inter-
bank market as of 11:00 a.m. (London time) plus 1% per-
annum or (b) such other rate as may be prescribed by
such applicable law) for each day for which such amount
remains unpaid.

8 5 Suspenslion of Obligatlons. Without prejudice to
the foregoing, so long as a Party shall be in default in
payment or performance to the Non-Defaulting Party
under the Agreement and so long as the Non-Defaulting
Party has not exercised its rights under Section 8.1, the

Non-Defaulting Party may, at its election and without
penalty, suspend its obligation to perform under the
Agreement.

8.6 Expenses. The Defaulting Party shall reimburse
the Non-Defaulting Party in respect of all out-of-pocket
expenses incurred by the Non-Defaulting Party (includ-
ing fees and disbursements of counsel and including
attorneys who may be employees of the Non-Defaulting
Party) in connection with any reasonable collection,
preservation of rights or other enforcement proceedings
related to the payments required under this Section 8.

8.7 Reasonable Pre-Estimate. The Parties agree that
the amounts recoverable under this Section 8 are a rea-
sonable pre-estimate of loss and not a penalty Such
amounts are payable for the loss of bargain and the loss
of protection against future nsks and, except as other-
wise provided in the Agreement, neither Party will be enti-
tled to recover any additional damages as a conse-
quencs of such losses.

8.8 No Limitation of Other Rights: Set-Off. The Non-
Detaulting Party's rights under this Section 8 shall be in
addition to, and not in limitation or exclusion of, any other
rights which the Non-Defaulting Party may have (whether
by agreement, operation of law or otherwise) To the
extent not prohibited by applicable law, the Non-
Defaulting Party shall have a general right of set-off with
respect to all amounts owed by each Party to the other
Party, whether or not due and payable (provided that any
amount not due and payable at the time of such set-off
shall, if appropriate, be discounted to present value in a
commercially reasonable manner by the Non-Defaulting
Party). The Non-Defaulting Party's rights under this
Section 8.8 are subject to Section 8.7.

SECTION 9 ILLEGALITY, IMPOSSIBILITY AND
FORCE MAJEURE

If either Party is prevented from or hindered or delayed
by reason of force majeure or act of State in the delivery
or receipt of any Bullion or Currency in respect of a
Bullion Obligation or Bullion Option or if it becomes or, in
the good faith judgment of one of the Parties, may
become unlawful or impossible for either Party to deliver
or receive any Bullion or Currency which is the subject of
a Bullion Obligation or Bullion Option, then either Party
may, by notice to the other Party, require the close-out
and liquidation of each affected Bullion Obligation and
Bullion Option in accordance with the provisions of
Sections 8.1, 8.2 and 8.4 and, for the purposes of
enabling the calculations prescribed by Sections 8.1, 8.2
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and 8 41to be effected, the Party unaffected by such force
majeure, act of State, llegality or impossibility (or if both
Parties are so affected, whichever Party gave the rele-
vant notice) shall effect the refevant calculations as 1f it
were the Non-Defaulting Party Nothing in this Section 9
shall be taken as indicating that the Party treated as the
Defaulting Party for the purposes of calculations required
hereby has committed any breach or default.

SECTION 10 PARTIES TO RELY ON THEIR OWN
EXPERTISE

Each Party shall enter into each Bullion Transaction
governed by the Agreement in rehiance only upon its own
judgment Neither Party holds itself out as advising, or
any of its employees or agents as having the authonty to
advise, the other Party as to whether or not it should enter
into any such Bullion Transaction or as to any subsequent
actions relating thereto or on any other commercial mat-
ters concerned with any Bullion Transaction governed by
the Agreement, and neither Party shall have any respon-
sibility or lability whatsoever in respect of any advice of
this nature given, or views expressed, by it or any of such
persons to the other Party, whether or not such advice i1s
given or such views are expressed at the request of the
other Party

SECTION 11 MISCELLANEOUS

11 1 Currency Indemnity. The receipt or recovery by
either Party (the "first Party") of any amount 1n respect of
an obhgation of the other Party (the “second Party”) in a
Currency other than that in which such amount was due,
whether pursuant to a judgment of any court or pursuant
to Section 8 or 9, shall discharge such obhgation only to
the extent that, on the first day on which the first Party is
open for business immediately following such receipt, the
first Party shall be able, in accordance with normal bank-
Ing practice, to purchase the Currency in which such
amount was due with the Currency received If the amount
so purchasable shall be less than the ongmnal amount of
the Currency in which such amount was due, the second
Party shall, as a separate obhgation and notwithstanding
any judgment of any court, indemnify the first Party
against any loss sustained by it. The second Party shall in
any event indemnify the first Party against any costs
incurred by it in making any such purchase of Currency

11 2 Assignments. Neither Party may assign, transfer
or charge, or purport to assign, transfer or charge, its
nghts or its obligations under the Agreement or any inter-
est therein without the prior wnittén consent of the other
Party, and any purported assignment, transfer or charge
in violation of this Section 11 2 shall be void

11 3 Telephonic Recording. The Parties agree
each may electronically record all telephonic conve
tions between them and that any such tape record
may be submitted in evidence in any Proceedings Ir
event of any dispute between the Parties as 1o the te
of a Bullion Transaction governed by the Agreemer
any Bullion Obligations thereby created, the Parties
use electronic recordings between the persons
entered nto such Bullion Transaction as the prefe
evidence of the terms of such Bullion Transac
notwithstanding the existence of any writing to the .
trary

11 4 No Obligation. Neither Party to the Agreer
shall be required to enter into any Bullion Transaction
the other

11 5 Notices. Unless otherwise agreed, all noti
instructions and other communications to be given
Party under the Agreement shall be given to the addr
telex (if confirmed by the appropriate answerback),
simile (confirmed if requested) or telephone number
to the indwvidual or department specified by such Pal
Part Xl of the Schedule attached hereta Unless o
wise specified, any notice, instruction or other comn
cation given in accordance with this Section 11 5 she
effective upon receipt

11 6 Termination. Each of the Parties hereto mar
minate the Agreement at any time by seven (7) days’
written notice to the other Party delivered as presc
above, and termination shall be effective at the end of
seventh day, provided, however, that any such termir
shail not affect any outstanding Bullion Transactions
the provisions of the Agreement shall continue to
until all the obhkgations of each Party to the other und
Agreement have been fully performed.

11 7 Severability. In the event any one or more
provisions contained in the Agreement should be
invald, iilegal or unenforceable in any respect und
law of any junisdiction, the validity, legality and en
ability of the remaining provisions under the law o
junsdiction, and the validity, legality and enforceat
such and any other provisions under the law of any
junisdiction, shall not in any way be affected or im
thereby

11 8 Walver No indulgence or concession grar
a Party, and no omission or delay on the partof a F
exercising any right, power or privilege und
Agreement, shall operate as a wawver thereof, nc
any single or partial exercise of any such nght, px
privilege preclude any other or further exercise the




the exercise of any other right, power or privilege.

11.9 Master Agreement. Where one of the Parties to
the Agreement is domiciled in the United States, the
Parties intend that the Agreement shall be a master
agreement, as defined in 11 U.S.C. Section 101(55)(C)
and 12 U.S.C. Section 1821(e)(8}D)(vii).

11.10 Time of Essence. Time shall be of the essence
in the Agreement.

11.11 Headings. Headings in the Agreement are for
ease of reference only.

11.12 Payments Generally. Every payment or deliv-
ery of Currency to be made by a Party under the
Agreement shall be made in same day (or immediately
available) and freely transferable funds to the bank
account designated by the other Party for such purpose

11.13 Taxes. Where, pursuant to or in connection with
any Bullion Transaction or the Agreement:

(a) one Party (the "Suppller”) makes a supply to the
other Party (the “Recipient”), and (i) Value Added
Tax is chargeable in respect of such supply and
(i) the Supplier is required to account to the rele-
vant fiscal authority for such Value Added Tax, the
Recipient shall on demand pay to the Supplier (in
addition to the relevant consideration for such
supply) an amount equal to such Value Added
Tax, and the Supplier shall on receipt of such pay-
ment provide the Recipient with an invoice or
receipt in such form as may be prescribed by
applicable law; and

(b) a person other than the Supplier and the Recipient
is deemed or treated by applicable law or the
practice from time to time of the relevant fiscal
authority to make a supply to the Recipient for
Value Added Tax purposes, and (i) Value Added
Tax 1s chargeable in respect of such supply and
(it) such person is required to account to the rele-
vant fiscal authority for such Value Added Tax, the
Recipient shall on demand by the Supplier pay to
such person an amount equal to such Value
Added Tax, and the Supptier shall use its reason-
able endeavors to procure that such person will on
receipt of such payment provide the Recipient
with an invoice or receipt in such form as may be
prescribed by applicable law

Provided that the Recipient shall not be liable to make
any payment to any person as aforesaid where it itself is
(or is deemed or treated by applicable law or the prac-
tice from time to time of the relevant fiscal authority to be)

the person which makes the relevant supply for Value
Added Tax purposes and which 1s required to account to
the relevant fiscal authonty for the Value Added Tax
chargeable in respect of such supply, and the Recipient
shall in such a case provide the Supplier with such rele-
vant information as the Supplier shall reasonably require
to show that the Recipient is (or is deemed or treated by
applicable law or the practice from time to time of the rel-
evant fiscal authority to be) the person making the rele-
vant supply for Value Added Tax purposes as aforesaid.

11.14 Amendments. No amendment, modification or
waiver of the Agreement will be effective unless in writing
executed by each of the Parties

SECTION 12. LAW AND JURISDICTION

12.1 Governing Law. The Agreement shall be gov-
erned by, and construed in accordance with, the laws of
the State of New York without giving effect to confiict of
laws provisions

12.2 Consent to Jurisdiction. With respect to any
Proceedings, each Party irrevocably (a) submits to the
non-exclusive jurisdiction of the courts of the State of
New York and the United States District Court located in
the Borough of Manhattan in New York City, and (b)
walves any objection which it may have at any time to the
laying of venue of any Proceedings brought in any such
court, waives any claim that such Proceedings have
been brought in an inconvenient forum and further
waives the right to object, with respect to such
Proceedings, that such court does not have jurisdiction
over such Party. Nothing in the Agreement precludes
either Party from bringing Proceedings in any other juris-
diction nor will the bringing of Proceedings in any one or
more jurisdictions preclude the bringing of Proceedings
in any other jurisdiction.

12.3 Walver of Immunities. Each Party irrevocably
waives to the fullest extent permitted by applicable law,
with respect to itself and its revenues and assets (irre-
spective of their use or intended use) all immunity on the
grounds of sovereignty or other similar grounds from (a)
suit, (b) jurisdiction of any court, (c) relief by way of
injunction, order for specific performance or for recovery
of property, (d) attachment of its assets (whether before
or after judgment), and (e) execution or enforcement of
any judgment to which it or its revenues or assets might
otherwise be entitled in any Proceedings in the courts of
any jurisdiction and irrevocably agrees to the extent per-
mitted by applicable law that it will not claim any such
immunity in any Proceedings. Each Party consents gen-
erally in respect of any Proceedings to the giving of any




refief or the 1ssue of any process in connection with such
Proceedings, including, without hmitation, the making,
enforcement or execution against any property whatso-
ever of any order or jJudgment which may be made or
given in such Proceedings.

12 4 Waiver of Jury Trial. Each Party hereby irrevo-
cably waives any and all nght to trial by jury in any
Proceedings

IN WITNESS WHEREOF, the Parties have caused
this Agreement to be duly executed by their respective
authorized officers as of the date first written above

By
Name:
Title

By
Name
Title

i |

.
LN
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SCHEDULE

International Bullion Master Agreement

between

("Party A"} and

(“Party B")

PART |

PART Il

PART Il

PART IV

PART V

Base Currency

Party A
Party B:

Designated Offices

Each of the following shall be a Designated
Office

Party A
Party B:

Matched Pair Novation Netting Offices

Matched pair netting by novation provi-
sions of Section 6 3(b) shall apply to the fol-
lowing Matched Pair Novation Netting
Offices and shall apply to [all Bullion
Obhligat ons] [Buliion Obligations with a
Value Cate more than two (2) Business
Days after the day on which the Parties
enter into such Bullion Obligations)

Party A’
Party B.

Novation Netting Offices

Netting by novation provisions of Section
6 3(a) stall apply to the following Novation
Netting Offices and shall apply to [all
Bullion Obligations] [Bullion Obligations
with a Value Date more than two (2)
Business Days after the day on which the
Parties enter into such Bullion Obligations].

Party A
Party B:

Settlement Netting Offices

Net settlement provisions of Section 6 2
shall apply to the following Settlement
Netting Offices’

Party A.
Party B.

PART VI

PART Vil

PART VIHI

PART IX

PART X

PART Xi

Threshold Amount

The Threshold Amount applicable to Party
A shall be’

The Threshold Amount applicable to Party
B shall be.

Scope of Agreement

The Agreement shall apply to [all] [the fol-
lowing) Bullion Transactions outstanding
between any two (2) Designated Offices of
the Parties on the Effective Date

Confirmation Procedures

The following provision [shall][shall not]
apply to the Agreement

In relation to Confirmations, unless either
Party objects to the terms contained in any
Confirmation within three (3) Business
Days of receipt thereof, or such shorter
time as may be appropriate given the Value
Date of the Bullion Transaction, the terms of
such Confirmation shall be deemed correct
and accepted absent manifest error, unless
a corrected Confirmation is sent by a Party
within such three Business Days, or shorter
period, as approprate, in which case the
Party receiving such corrected Confirma-
tion shall have three (3) Business Days, or
shorter period, as appropriate, after receipt
thereof to object to the terms contained in
such corrected Confirmation

Discharge and Termination of Bullion
Options

The provisions of Section 4 [shall] [shall
not) apply.
Netting of Premiums

The provisions of Section 6 4(d) [shall]
[shall not] apply.

Automatic Termination

The “Automatic Termination” provision In
Section 8.1 [shall] [shall not] apply to Party
A and [shall] (shall not] apply to Party B
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Notices and Settlement Instructions
Party A

Address

Telephone Number

Telex Number-

Facsimile Number

Name of individual or Department to whom
Notices are 1o be sent

Name of Bank and Office, Account Number
and Reference with respect to relevant
Currencies and/or Bullion

Party B

Address

Telephone Number

Telex Number:

Facsimile Number

Name of Individual or Department to whom
Notices are to be sent

Name of Bank and Office, Account Number
and Reference with respect to relevant
Currencies and/or Bullion

Process Agent
[Not applicable.]

[Party A appoints the following as its agent
for service of process In any Proceedings
in New York ]

[Party B appoints the following as its agent
for service of process in any Proceedings
in New York

Withholding Tax

[Each of the] [The] following provision(s]
[shall] [shall not] apply to the Agreement.

All payments to be made by etther Party
pursuant to or in connection with any
Bullion Transaction or the Agreement shall
be made free and clear of, and without
deduction or withholding for or on account
of, tax unless a Party (the "Payer”) 1s
required by apphcable law to make a pay-
ment (the “Relevant Payment”) subject to

receiving the Relevant Payment ({
“Payee”) receives and retains (free |
any habihty in respect of such deductio
withholding) a net sum equal o the
which it would have received and reta
had no such deduction or withholding &
made or required to be made

[If and to the extent that the Payer’s obl
tion to pay an increased sum as afore
can be mitigated by virtue of the provis
of any applicable double tax conven
the Payee shall use its reasonable end
ors (including, without limitation, the !
rmission to the relevant fiscal authoritie
all requisite forms and information
ensure the application of such double
convention ]

[in the event that an increased payme
made by the Payer as aforesaid, anc
Payee (acting in good faith) determine
its sole optnion that it has received or &
granted (and has derived full use and |
efit from) any credit against tax, or re
ment of tax, paid or payable by it inres
of, or calculated with reference to,
deduction or withholding giving ns
such increased payment, the Payee ¢
to the extent that it €an do so without ¢
dice to the retention of the amount of
credit or repayment, pay to the Payer
amount as the Payee (acting in good
shall have conciuded in its sole opint
be aftributable to such deduction or
holding, Provided that nothing in this
graph shall interfere with the nght «
Payee to arrange its tax affairs in whe
manner it thinks fit nor obhge the Par
disclose any information relating to
affairs {or any computation made in re
thereof), and (in particular) the Paye:
not be under any obligation to claim
or repayment from or against its cor
profit or simifar tax liability in respect
amount of such deduction or witht
as aforesaid In priority to any other «
rehefs, credits or deductions availab

the deduction or withholding of tax, in
which case the sum of the Relevant
Payment shall be increased to the extent
necessary to ensure that, after the making
of such deduction or withholding, the Party

PART XV Adequate Assurances

The following provision [shall][sh.
apply to the Agreement

The failure by a Party (“First Party”’




PART XVI

adequate assurances of its ability to per-
form any of its obligations under the Agree-
ment within two (2) Business Days of a writ-
ten request to do so when the other Party
("Second Party”) has reasonable grounds
for insecurity shall be an Event of Default
under the Agreement, in which case during
the pendency of a reasonable request by
the Second Party to the First Party for ade-
quate assurances of the First Party’s ability
to pertorm its obligations under the
Agreement, the Second Party may, at its
electior: and without penalty, suspend its
obhgations under the Agreement

FDICIA Representations

The following provisions [shall]{shall not]
apply tc the Agreement.

For the purposes of the Federal Deposit
Insurance Corporation Improvement Act of
1991, 12U S C §4401 ("FDICIA").

[Delete provisions that are not applicable ]

(a) Party A represents and warrants to Party
B as of the date of the Agreement and as of
the date of each Bullion Transaction gov-
erned by the Agreement that

[it qualfies as a “financial institution” by
virtue of being a [broker or dealer] [depos-
itory institution] [futures commission mer-
chant] within the meaning of FDICIA.]

[t qualifies as a “financial institution” as
that term is defined in 12 C F.R. §231 3 of
Regulation EE issued by the Board of
Governors of the Federal Reserve System
("Regulation EE") by virtue of the fact that it
1s willing to enter into “financial contracts”
as a counterparty “on both sides of one or
more financial markets” as those terms are
used in Section 231 3 of Regulation EE
and, during the 15-month period immedi-
ately preceding the date it makes or is
deemed to make this representation, it has
had on at least one day during such period,
with courterparties that are not its affiliates
(as defined in Section 231.3(b) of Reguta-
tion EE) either. (i) one or more financial con-
tracts of a total gross notional principal
amount of $1 billion outstanding; or (ii) total
gross market-to-market positions (aggre-
gated acioss counterparties) of $100 mil-

PART XVl

ron, and it will notify Party B if it no longer
meets the requirements for status as a fin-
ancial institution under Regulation EE ]

(b) Party B represents and warrants to
Party A as of the date of the Agreement and
as of the date of each Bullion Transaction
governed by the Agreement that

[it qualifies as a "“financial institution” by
virtue of being a [broker or dealer] [depos-
ttory institution] [futures commission mer-
chant] within the meaning of FDICIA ]

[t qualfies as a "financial institution” as
that term 1s defined in 12 C FR. §231 3 of
Regulation EE i1ssued by the Board of
Governors of the Federal Reserve System
("Regulation EE") by virtue of the fact that it
1s willing to enter into “financial contracts”
as a counterparty “on both sides of one or
more financial markets” as those terms are
used in Section 231.3 of Regulation EE
and, during the 15-month period immed:-
ately preceding the date it makes or 1s
deemed to make this representation, it has
had on at least one day during such pertod,
with counterparties that are not its affiliates
(as defined in Section 231 3(b) of
Regulation EE) either (1) one or more finan-
cial contracts of a total gross notional prin-
cipal amount of $1 billion outstanding, or (it)
total gross market-to-market positions
(aggregated across counterparties) of
$100 miliron, and it will notify Party A if it no
longer meets the requirements for status as
a financial institution under Regulation EE ]

(c) if paragraphs (a) and (b) apply, the
Parties agree that the Agreement shall be a
netting contract, as defined in FDICIA, and
each receipt or payment or delivery obliga-
tion under the Agreement shall be a covered
contractual payment entittement or covered
contractual payment obligation, respec-
tively, as defined in and subject to FDICIA.

Other Metals

The Parties agree that the term “Bullion” in
Section 1is modified to include [platinum or]
any [other] precious or base metal agreed
by the Parties, which metal or metals shall
be subject to such terms supplemental to
the Agreement as agreed in writing
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GUIDE TO
THE 1994 INTERNATIONAL BULLION MASTER AGREEMENT (“IBMA”)

. INTRODUCTION

In March 1990, the London Bullion Market Association
(“"LBMA") introduced a document entitled "“Bullion
Options Guidelines” which detalls standard terms and
conditions for buliion options This document was
intended to provide guidance and clarification for the
trading community, to reflect and encourage good mar-
ket practice and was considered by market participants
to be helpful These guidelines were, however, never
intended to be a specific legal document and indeed, In
its introduction, mention was made that “bilateral clauses
referring to non-performance and margining of option
positions must be the responsibility of individuat parties
as they are beyond the scope of this paper.”

Subsequently, as the market has evolved and ex-
panded, there has been increased pressure from market
participants to correctly identify, quantfy and, where
possible, contain risks relating not only to bullion options,
but also to spot and forward bullion trades in the bullion
market In the light of these developments, the
Management Commuttee of the LBMA decided in 1993 to
estabhlish a working party to prepare a document which
could be used by the international market for spot and
forward bullion trades and bullion options At the same
time, the Financial Markets Lawyers Group, a group of
lawyers representing US financial institutions, formed a
working party to work on such a document The Bank of
England and the Federal Reserve Bank of New York were
represented as observers on the working parties and the
resulting document was reviewed by Chifford Chance
and representatives of the Financial Markets Lawyers
Group, both having been closely involved in drafting the
International Currency Options Market Master Agree-
ment (“ICOM”) and the International Foreign Exchange
Master Agreement Terms ("IFEMA”") The ICOM was pub-
lished in 1992 and the IFEMA in 1993 in the UK by the
British Bankers' Association (“BBA”) and in the US by the
Foreign Exchange Commuittee (“FXC") (an advisory com-
mittee which is independent of, but sponsored by, the
Federal Reserve Bank of New York and whose members
are participants in the inter-dealer foreign exchange mar-
ket) The {BMA 1s being published as a resuit of these
efforts

The aim of the IBMA 1s to provide a common set of

terms for spot and forward bullion trades and bull
options in the international bulfion market The IBMA ¢
tains provisions which reflect best market practic
which set out procedures that, in the event of a defaul
one Party, will govern the method by which the N
Defaulting Party may close out and hquidate its trad
positions and which sets out simitar procedures for cl
ing out and liquidating affected buthon transactions in
event that illegality, force majeure, or act of State occt
Each Party will then be in a better position to take m
sures to quantify and control the risks that it faces

The IBMA builds on the experience of the BBA and
FXC in drafting earlier foreign exchange agreeme
such as ICOM and IFEMA The IBMA represents a ¢
tinuing effort to reduce the nisks of market trading and
costs to participants of negotiating bilateral agreeme

in interpreting the IBMA, practitioners may wist
consult this Guide. The Guide does not constitute part
and should not be interpreted as modifying any contt
tual term contained in the IBMA

The IBMA 1s published in two versions: one versic
governed by English law and the other by New York
it 1s expected that market participants in the New
market will execute the New York faw version in the {
of a Master Agreement

In the London market, the English law version ma
executed in the form of a Master Agreement, and itis
in a form allowing it to be used without this b
required Market participants should agree with
counterparties on the terms which will apply before
iIng commences. In the event that they do not, the
Terms will be presumed to apply if one of the Part
acting through an office in the UK (unless there
agreement with broadly similar netting provi
between the contracting offices of the Parties appl
to spot and forward bullion trades and bullion o
between the Parties} Unless the Parties otherwise ¢
where the Parties already have in place a netting :
ment between their respective contracting offices
apply only to spot and forward bullion trades (but
bullion options) or vice versa, the [BMA Terr
nonetheless be presumed to apply (in place of su
ting agreement) to all such spot and forward
trades and bullion options entered or to be enter




by the Parties between these respective contracting
offices on or after the Effective Date Where no Master
Agreement 1s being executed, market participants
should take steps to agree to the matters referred to in
the form of the Schedule enclosed with the Terms. In the
absence of such agreement, the Terms provide a num-
ber of fall-back provisions of which users should take
note.

The following sections of this Guide are intended (1) to
explain various provisions of the IBMA and the signifi-
cance of their inclusion in the IBMA and (i1) to provide fur-
ther clarification of normal market practice This Guide
should therefore be read carefully Although the IBMA
does, and is intended to, stand on its own as a legal
agreement, the Guice provides important commentary
on current market practices and certain provisions con-
tained in the IBMA The Guide uses terms which are
defined in the IBMA

Il. IBMA PROVISIONS
A. Definitions

Every effort has been made to ensure that the defini-
trons used In the IBMA are in close accord with the com-
mon understanding and usage of the Bullion market
However, in some cases no such understanding exists
and the IBMA, has, in consequence, provided such a
definition Practitioners should ensure that they are suffi-
ciently familiar with the definitions used in the IBMA to
avoid any confusion or misunderstanding. The following
guidance may be useful in explaining various provisions
of the IBMA and in deciding what action to take in rela-
tion to certain definitions used in it

1. Bullion

Bullion 1s defined in the IBMA to mean gold or silver in
the form of bars or unallocated gold or silver complying
with the rules of the LBMA relating to good delivery and
fineness from time to time in force and does not extend
to metals other than gold or siiver

Parties may, if they wish, use the IBMA as a framework
for covering other metals provided that appropriate mod-
ifications and supplemental terms are adopted Users of
the IBMA that trade other metals who wish to cover such
metals under the sarne master agreement as Bullion
should discuss with their counsel the modifications and
supplemental provisions necessary to do so.

2. Bullion Option, Builion Trade, Bullion Obligation
and Bullion Transaction

As mentioned earlier, the IBMA covers not only bullion
options, but also spot and forward bullion trades.
Different terminology ts required to distinguish between
bullion options on the one hand and spot and forward
bullion trades on the other because some provisions in
the IBMA are only relevant to bullion options (for exam-
ple, provisions concerning the payment of Premium and
the mechanisms for the exercise of bullion options), and
not to spot and forward bullion trades (see Il of this
Guide for an overview of these provisions which are par-
ticularly relevant to bullion options)

In order to understand how the provisions contained in
the IBMA work, it is important to appreciate at the outset
the difference in the meaning of the following terms

(i) Bullion Option

Bullion Option i1s defined as a transaction between the
Parties under which the Seller agrees with the Buyer that
the Buyer shall be entitled (but not obliged, except upon
exercise) to purchase from or, as the case may be, sell to
the Seller a specified number of Ounces of Bullion at the
Strike Price, and in respect of which transaction the
Parties have agreed (whether orally, electronically or in
writing)

(a) the quantity (in Ounces) and type of Bullion to be pur-
chased and sold upon exercise of such Bullion
Option;

(b) which Party is the Seller and which is the Buyer,
(c) the Premium,

(d) the Strike Price,

(e) the Expiration Date,

(f) the Expiration Time (but where the Parties do not
expressly agree upon the Expiration Time, it shall be
deemed to be 9 30 am New York time on the
Expiration Date),

(g) whether the Bullion Option is a Call Option or a Put
Option;

(h) whether itis an American Style Option or a European
Style Option (but where the Parties do not expressly
agree upon the style of Bullion Option, it shall be
deemed a European Style Option); and
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(1) the delivery location and_form of delivery (but where
the Parties do not expressly agree upon the delivery
location and the form of delivery, the Bullion to be
delivered shall be delivered loco London by being
credited to an unallocated account of a member of
the LBMA agreed by both Parties (or, tailing agree-
ment, nominated by the deliverng Party))

(ii) Bullion Trade

Bullion Trade is a term used to mean a spot or forward
bullion trade it 1s defined in the IBMA as any transaction
(other than a Bullion Option, whether or not exercised)
between the Parties for the purchase by one Party of an
agreed quantty of Bullion against the payment by such
Party to the other Party of an agreed amount of Currency,
both such amounts being deliverable on the same Value
Date, and in respect of which transaction the Parties
have agreed (whether orally, electronically or in writing)

(a) the guantity (in Ounces) and type of Bullion to be pur-
chased,

(b) which Party will purchase the Bullion,
(c) the Contract Price,
(d) the Value Date, and

(e) the delivery location and form of delivery (but where
the Parties do not expressly agree upon the delivery
location and the form of delivery, the Bullion to be
delivered shall be delivered loco London by being
credited to an unallocated account of a member of
the LBMA agreed by both Parties (or, failing agree-
ment, nominated by the delivering Party)).

(iif) Bullion Obligation

Bullion Obligation is a term used to refer specifically to
a Party’s obligation to deliver Buliion or Currency under a
Bulhon Trade or a Bullion Option which has been exer-
cised or deemed exercised {n the case of an obligation
to deliver Currency, the amount of Currency to be deliv-
ered s (subject to Section 6 of the IBMA) the product of
the Contract Price (in the case of a Bullion Trade) or the
Strike Price (in the case of a Bullion Option) and the num-
ber of Ounces which are the subject of such Bullion
Trade or Bullion Option, as the case may be

(iv) Bullion Transaction

Bullion Transaction 1s a term used to mean any Bullion
Option or Bullion Trade

3. Base Currency

Where the IBMA 1s to be executed in the form ¢
Master Agreement, Base Currency is specified by e
Party in accordance with Part | of the Schedule If
Parties are dealing on the basis of the IBMA in the fc
of Terms, Pounds Sterling will be presumed to ap
unless Parties agree otherwise Upon the occurrence
an Event of Default, or some other event, resulting in
close-out and liquidation under the IBMA of outstanc
Bullion Obhgations and Bullhon Options, the B:
Currency of the Non-Defaulting Party 1s the Currenc
which the final close-out amount will be calculated

Where this Base Currency is different from the (
rency of the country in which the winding up of the {
aulting Party will take place, consideration should
given to whether local insolvency law will permit p
ments 1n other Currencies to creditors

The Base Currency Rate plus one percent per anr
will be the interest rate used for the purposes of de
mining the late payment rate applied to the finai close-
amount

4. Business Day

It 1s important to note that Business Day has altel
tive definitions depending on the context in which
used.

5. Designated Office(s), Settlement Nett
Office(s), Novation Netting Office(s), Matched |
Novation Netting Office(s)

The IBMA contemplates that the Parties will enter
Bullion Transactions between pairs of off
(Designated Offices). Obligations to deliver a partit
type of Bullion or Currency on the same Value |
between these Designated Offices may be settle
payment or settlement netting, in which case the P
should agree which Designated Offices are Settle
Netting Offices The Parties may also agree to ne
novate Bullion Obligations, etther in respect of tra
tions nvolving at least ane common type of Bullu
Currency (in which case the relevant Designated O
should be designated as Novation Netting Offices’
respect of transactions involving the same type of E
and Currency (in which case the relevant Desig
Offices should be designated as Matched Pair No
Netting Offices). A general overview of the various
sions in the IBMA on settlement netting and novatic
ting 1s set out in 11 D of this Guide

If the Parties are trading on the basis of the 1BM
cuted in the form of a Master Agreement, it is 1img




that the Designated Offices which will enter into Bullion
Transactions to be covered by the IBMA are agreed
between the Parties before trading takes place and
specified in accordance with Part |l of the Schedule.
Parties should also agree which pairs of Designated
Offices will frade as Settlement Netting Offices (Part V of
the Schedule), Novation Netting Offices (Part IV of the
Schedule) and Matched Pair Novation Netting Offices
(Part Il of the Schedule) Any changes relating to any of
these offices should also be agreed between the Parties.

If the Parties are dealing under the IBMA in the form of
Terms, the Parties should specify in writing which offices
are to be their Designated Offices, failing which the def-
inition of "Designated Office” provides that those offices
which enter into Bullion Transactions will be deemed to
be the Designated Offices, so long as at least one is in
the UK and there is no existing comparable netting
agreement applicable to Bullion Transactions between
them (see also | of this Guide).

Careful consideration should be given to the effect of
local insolvency law and cther relevant law (such as
exchange control regulations) on the Designated Offices
covered by the IBMA. For example, certain jurisdictions
might not accept the netting of amounts due under
Section 8.

6. Effective Date

The Effective Date where the IBMA has been executed
in the form of a Master Agreement is the date of that
Master Agreement. In the case where the IBMA s being
utilized in the form of Terms, the Effective Date is the date
agreed in writing by the Parties, failing which the Effect-
ive Date is the date designated as such by the LBMA in
a notice to its members,

7. Events of Default

The Events of Default are generally credit-related
events, which include non-payment, insolvency, cross-
defaults affecting Credit Support Providers (such as
guarantors) and cross-defaults under Specified Indebt-
edness and Specified Transactions. The Events of De-
fault do not include events over which the Parties do not
have control: illegality, impossibility, force majeure or act
of State, which are described in and covered by Section
9 of the IBMA.

The Parties may elect in Part XV of the Schedule to
include a provision whereby a Party may request ade-
quate assurances from its counterparty as to that coun-
terparty's ability to perform its obligations under the
IBMA. if no such assurances are forthcoming, or the rel-

evant assurances are not, in the good faith opinion of the
Party requesting the assurances, adequate, then two
Business Days after the request for adequate assurance
has been given the First Party may close-out and liqui-
date all outstanding Bullion Obligations and Builtion
Options. Such a provision might allow a Party grounds to
protect itself against uncertainties which do not, by them-
selves, otherwise constitute an Event of Default. During
the pendency of the request for adequate assurances,
the Party requesting adequate assurances may suspend
its obligations under the IBMA Such a provision is some-
times seen in agreements subject to US law, but it 1s not
considered good market practice in the London market.

Where such a provision has been included, senior
management is encouraged to review the desirability of
making such a request and suspending payments, par-
ticularly where unsubstantiated rumor might be involved,
and will wish to place particular weight on the potential
effect on the counterparty of such a request. The request
for adequate assurances must be reasonable given all
the facts and circumstances. In all cases, the determi-
nation of both the reasonableness of the request and the
adequacy of the assurances should depend on the facts
of the situation.

8. Threshold Amount

Clause (h) (in the English law version) or Clause (i) (in
the New York law version) of the definition of Event of
Default provides that an Event of Default will occur if, by
virtue of a default, event of default or other like event,
Specified Indebtedness equal to, or in excess of, the
Threshold Amount becomes, or becomes capable of
being declared, due and payable before the Specified
Indebtedness would otherwise have been due and
payable. The Threshold Amount for each Party where the
IBMA has been executed in the form of a Master
Agreement should be specified in accordance with Part
VI of the Schedule. Where the Parties are dealing on the
basis of the IBMA in the form of Terms (and unless oth-
erwise agreed in writing) the Threshold Amount will be
assumed to be 3 percent of a Party's net worth (gross
assets less gross liabilities), or if such amount cannot be
determined by reference to published audited financial
statements of that Party, 100,000 Pounds Sterling or
Currency equivalent.

9. Value Date
Value Date is defined in the IBMA to mean:

(i) in the case of a Bullion Trade, the Business Day
agreed by the Parties for delivery of, and payment
for, the Bullion to be purchased and sold;
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(1) n the case of a Bullion Obligation, the Business Day
upon which the obligation to deliver Bullion or
Currency 1s 1o be performed;

(m) 1n the case of a Bullion Option which 1s an Amencan
Style Option, the second Business Day after the
Exercise Date of such Bullion Option, and

(iv) in the case of a Bullion Option which i1s a European
Style Option, the second Business Day after the
Expiration Date of such Builion Option

Note that Business Day means, in this context, a Local
Banking Day for the applicable Designated Office of both
Parties and a trading day in the relevant Bullion market if
settlement of the relevant Bullion Transaction involves the
delivery of Bullion (the relevant Bullion market being the
London Bullion market where delivery i1s foco London) in
the case of a Bulllon Option to be settled at the In-the-
Money Amount, Business Day simply means a Local
Banking Day for the applicable Designated Office of both
Parties and does not also have to be a trading day in the
LLondon Bulhon market

B. Scope of the IBMA; Single Agreement

The IBMA generally governs all Bullion Transactions
(e, Bullion Trades and Bullion Options) between two
Designated Offices of the Parties entered into on or after
the Effective Date The Parties may, however, agree in
accordance with Section 2 1 that specified Bullion Trans-
actions then outstanding between any two Designated Of-
fices of the Parties are to be subject to the provisions of the
IBMA Where the IBMA has been executed in the form of
a Master Agreement, the Parties will do this by completing
Part Vil of the form of Schedute enclosed with the IBMA, in
the case of the IBMA utilized in the form of Terms, the
Parties should agree separately in writing In both cases,
upon such an agreement, all outstanding Bullion
Transactions so specified shall be governed by the IBMA
and the netting provisions of Sections 4, 6 and 8 of the
IBMA will then apply to such transactions

Section 2 2 provides that the IBMA, the Schedule (if any),
the details relating to each Bullion Transaction governed
by the IBMA, each Confirmation (insofar as the terms of
such Bullion Transactions are recorded therein), and all
amendments to such items together form the agreement
between the Parties (the "Agreement”) Together these
items constitute a single agreement between the Parties
The IBMA further states that the Parties enter into Bullion
Transactions under the Agreement in rehance upon these
facts The intent of these provisions is to provide a legal
basis for the close-out, tiguidation and netting of all
Bulhon Transactions (as provided by Section 8) upon the

occurrence of an Event of Default with respect to one
the Parties These provisions are considered importal
as part of the provisions intended to avoid the possibih
that a trustee, recewver or conservator of a Defaultir
Party would be upheld by a court in affirming and enfor
ing some Bulion Transactions (e g those as to which it
tin-the-money) and rejecting and repudiating others (e
those as to which it 1s out-of-the-money), the practic
commonly known as “cherry-picking "

C. Confirmations

Confirmations are an important defense against err
and fraud Section 2 3 provides that Confirmations of
Butlion Transaction should be exchanged promptl
although failure to do so will not negate the obhgatior
ansing from a Bullion Transaction Any use of telephor
confirmations on the trade date should be followed on tf
same day by written Confirmations, exchanged throug
a means of immediate communication such as a tele
SWIFT, or fax transmissions, or by varous automate
dealing and confirmation systems

If there has been a misunderstanding between tt
Parties as to the terms of a Bullion Transaction this w
usually be discovered upon the review of the Confirm
tions The non-receipt of expected Confirmations shou
be questioned or objected to within the time period re
ognized by local market practice.

Confirmations should identfy in the case of any Buil
Transaction’ (1) the Parties to it and thew Designat
Offices through which they are respectively acting, (i)t
quantity (in Ounces} and type of Bullion which is the st
ject of the retevant Bullion Transaction and which Part
or would be the purchaser thereof, (in) the Contract Pr
(in the case of a Bullion Trade) or the Strike Price (in
case of a Bullion Option), (iv) the Value Date, (v) the de
ery location and form of delivery (but where the Par
do not expressly agree upon the delivery location and
form of delivery, the Bullion to be delivered shall be de
ered loco London by being credited to an unalloce
account of a member of the LBMA agreed by t
Parties (or, failing agreement, nominated by the del
ing Party)), and (vi) any other term generally inctude
such a writing in accordance with the practice of
London Bullion market.

in the case of any Bulhon Option, in addition tc
above specified information, the Confirmation sh
also identify (1) which Party is the Seller and which
Buyer, (i} the Premium and the Premium Payment |
(m) the Expiration Date, (iv) the Expiration Time
where the Parties do not expressly agree upot




Expiration Time, it shall be deemed to be 9.30 a m. New
York time on the Expiration Date), (v) whether the Bullion
Option is a Call Option or a Put Option, and (vi) whether
the Bullion Option is an American Style Option or a
European Style Option (but where the Parties do not
expressly agree upon the style of Bullion Option, it shall
be deemed a European Style Option).

The IBMA does not require Parties to send
Confirmations for Bullion Transactions resulting from
novation netting under Sections 4, 6.3(a) or 6.3(b) (see |l
D of this Guide).

Market participants are discouraged from including
other terms and conditions in the Confirmation which
would have the effect of amending the Agreement. You
may wish to note, in connection with this, that Section 2.2
states that in the event of a conflict between a
Confirmation and the other provisions of the Agreement,
the Confirmation will govern with respect to that transac-
tion. This gives the Parties the fiexibility to agree to non-
standard provisions for specific transactions (such as in
the case of Asian style or exoctic options) and still have
the transactions governed by the more general provi-
sions of the Agreement such as those relating to close-
out. Note that this provision of Section 2.2 concerning
conflicts between the Confirmation and the other provi-
sions of the Agreement is intended primarily to apply to
the economic terms of a transaction and not, in the
absence of clear specific agreement between the
Parties, to other provisions of the Agreement such as
Events of Default or close-out.

Furthermore, brokers should be mindful of, and
adhere to, market practice in dealings with counterpar-
ties (including the prompt issuance of Confirmations) In
the New York market, the Parties to the Bullion
Transaction should exchange Confirmations (including
for spot Bullion Trades), notwithstanding the fact that the
Parties have received Confirmations from a broker.
Parties dealing in the London market, whether directly or
through brokers, should note the requirements of the
London Code of Conduct regarding confirmations.

No form of Confirmation for either Bullion Trades or
Bullion Options has been suggested because market
participants use a variety of forms of acceptable
Confirmations.

D. Settlement and Netting
1. Settlement - Section 6.1

Section 6.1 of the IBMA anticipates that each Party will
deliver to the other Party the amount of the Bullion or

Currency to be delivered by it under each Bullion
Transaction on the Value Date relating to it and that any
amount of such Bullion will be delivered loco London by
being credited to an unallocated account at a member of
the LBMA agreed by both Parties (or, falling agreement,
nominated by the delivering Party), unless the Parties
agree to deliver at another location and/or in other form.

2. Net Settlement/Payment Netting - Section 6.2

Parties may provide for net settlement in accordance
with the provisions of Section 6.2 if each Party has
agreed Settlement Netting Offices in accordance with
Part V of the Schedule. Under the concept of settlement
netting, on each Value Date each Party will aggregate the
amounts of a type of Bullion or Currency (i.e., Gold with
Gold, Silver with Silver and payments in one Currency
with other payments in the same Currency) to be deliv-
ered by it on that date, and only the difference between
these aggregate amounts will be delivered by the Party
with the larger aggregate amount.

The amounts of Bullion or Currency deliverable on set-
tlement following settlement netting will not differ from
those that would be deliverable following novation net-
ting where that applies (see 11 D 3 of this Guide). Novation
netting, however, involves the legal netting and replace-
ment of individual delivery obligations on the trade date
(as distinct from the Value Date in the case of a settle-
ment netting).

3. Novation Netting - Sections 4, 6.3(a) and 6.3(b)

The IBMA provides for a two-part regime for effecting
novation netting:

(i) Unexerclsed Bullion Optlons - Section 4

Section 4 provides for the automatic discharge and
termination of Call Options written by both Parties and
Put Options written by both Parties provided that:

(a) the Parties agree in writing that Section 4 shall
apply (by so specifying in accordance with Part IX
of the Schedule if the Parties trade on the basis of
IBMA executed in the form of a Master Agreement
or by so specifying in any other form of writing if
the Parties deal under the IBMA in the form of
Terms);

(b) the material terms (as set out in Section 4 in
greater detail) of the relevant Bullion Options are
the same;

(c) Premiums with respect to such Bullion options
have been paid;
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(d) each such Bullion Option is being transacted
through the same Designated Offices of both

Buyer and Seller respectively, and
(e) such Bullion Options have not been exercised

The sole remaining rights and obhigations of the Parties,
with respect to Bullon Options discharged and netted
under Section 4, are to exercise that portion, if any, of one
of the Bullion Options that i1s not discharged and termi-
nated and to settle such portion upon the exercise thereof
Section 4 effectively allows counterparties to close out
existing Buthon Options or to reduce their exposure to
each other by entering into offsetting Bullion Options

(ii) Bullion Trades and Exercised Bullion Options -
Sections 6.3(a) and 6.3(b)

Existing Bullion Obligations (1 e , obligations of a Party
to deliver Bulhion or Currency pursuant to a Bullion Trade
or a Bullion Option which has been exercised or deemed
exercised pursuant to Section 5 3 (Automatic Exercise))
will be automatically cancelled and replaced in accor-
dance with Section 6 3(a) by a new Bullion Obligation
which 1s the portion of such existing Bullion Obhgations
that 1s not cancelled or replaced provided that:

(a) the Parties agree in writing that Section 6 3(a) shall
apply (by specitying Novation Netting Offices in
accordance with Part IV of the Schedule if the
Parties trade on the basis of the IBMA executed in
the form of a Master Agreement or by so specify-
ing in any other form of wniting if the Parties deal
under the IBMA in the form of Terms),

(b) the relevant Bulion Oblgations are entered into
by the Parties through the same pair of Novation
Netting Offices, and

(c) the relevant Bullion Obhgations have the same
Value Date and are 1n the same type of Bullion or

Currency.

The provisions of Section 6 3(b) are broadly similar
except that novation netting by matched pair involves the
same type of Bullion and Currency Parties are also
required to designate Matched Pair Novation Netting
Offices (instead of Novation Netting Offices) in accor-
dance with Part }ll of the Schedule or in any other form of
wrnting, as appropriate

Whether the Parties enter into the IBMA in the form of
a Master Agreement or deal on the basis of the IBMA in
the form of Terms, the Parties must, if they wish to apply
the novation netting provisions of Sections 6 3(a) and/or
6 3(b), elect whether the provisions of Sections 6 3(a)
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and/or 6 3(b) will apply to all Bullion Obligations or ¢
to Bullion Obligations with a Value Date more than |
Business Days after the day on which the Parties er
into such Bullion Obhgation This provision reflects
practice in the Bullion market that, although spot and
ward Bullion Trades and exercised Bullion Options
similar agreements which create obligations to exchar
Bulhon or Currency on a Value Date, market participa
classify these transactions according to their maturit
A spot Bullion Trade is generally one whose Value D
1s two Business Days after the trade date of the Bul
Trade. Similarly, an exercised Builion Option 1s gener
settled two Business Days after the Exercise Date (in
case of an American Style Option) or the Expiration D
(in the case of a European Style Option) For operatic
or other reasons, market participants may not wish s
transactions to be subject to novation netting For
other purposes of the IBMA, including the close-out ¢
visions, spot Bullion Trades will be dealt with on the sa
terms as forward Bullion Trades

As noted under the discussion of Confirmations (
of this Guide), where Bullion Obhgations arise pursu
to the novation netting provisions contained in the |8t
no exchange of netiing Confirmations i1s required

Net Settlement/payment netting and/or novation
ting will be suspended upon the occurrence of a Cl
Qut Date or if any involuntary case or other proceet
described in clause (c) of the definition of Ever
Default has occurred without being dismissed (witt

days) in relation to either Party.
E. Representations, Warranties and Covenants

The representations and warranties containe
Section 7 are made by each Party on each occasic
which the Parties enter into a Bullion Transaction

Under Section 7 1(c), each Party represents, am¢
other things, that the Agreement and each Bt
Transaction governed by the Agreement do not v
any laws to which the Party 1s subject Such repres
tion would include, for example, a representation th
Agreement and the Bullion Transactions are permr
for the Party under any apphcable commodities faw
as the U.S Commodity Exchange Act

An important representation 1s made pursu.
Section 7 1(e), where each Party warrants to the
that it acts oniy as principal in entering into each |
Transaction This representation could not be mad
fund manager or other person acting as an ager

principal




Where a representation or warranty is shown to have
been materially false or misleading then, after the applic-
able grace period has elapsed, the other Party may, by
notice, designate an Event of Default pursuant to clause
()(i) of the definition of Event of Default, close-out and
liquidate all outstanding Currency Obligations.

Under Section 7.2, each Party covenants to the other
that it will do all that is necessary to ensure that it has the
relevant authority to be able to perform its obligations
under the Agreement and that it will notify the other Party
of the occurrence of an Event of Default in respect of itself
or any Credit Support Provider or any event which with
the giving of notice or the passage of time or both would
constitute an Event of Default with respect to itself or its
Credit Support Provider.

F. Close-Out and Liquidation

The provisions of Section 8 should be read carefully
and understood as they set forth the rights and obliga-
tions of the Parties upon the occurrence of an Event of
Default with respect to either of them. (In addition, the
close-out and liquidation procedures set forth in Sections
8.1, 8.2 and 8.4 will also be followed in relation to the
affected transaction in the event that it becomes illegal or
impossible for a Party to perform its obligations under a
Bullion Transaction (see Section 9 of the IBMA).)

Section 8.1 sets out the steps which a Non-Defaulting
Party must take in closing out and liquidating Bullion
Obligations (including Bullion Obligations arising from
the exercise or deemed exercise of Bullion Options) on
the one hand (under paragraph (a)) and Bullion Options
which have neither been exercised nor deemed exer-
cised on the other (under paragraph (b)). In each case,
the Non-Defaulting Party is required to close-out and lig-
uidate all outstanding Bullion Obligations or all unexer-
cised Bullion Options, as the case may be.

Under the IBMA Terms, in the case of certain specified
Events of Default relating to the insolvency of the
Defaulting Party, the close-out and liquidation will be
automatic with respect to all outstanding Bullion
Obligations and Bullion Options.

Section 8.1 provides for the calculation and aggrega-
tion of market damages for each Party for each Buillion
Obligation or Bullion Option closed-out and liquidated.
The Non-Defaulting Party should endeavor to close-out
and liquidate all outstanding Bullion Obligations and all
Bullion Options on a single day. However, if this is imprac-
ticable, the close-out and liquidation should be com-
pleted as soon as possible. The determination of market
damages for each Party in each instance must be made

in good faith, including the use of market rates.

In the case of Bullion Obligations (including Bullion
Obligations arising from the exercise or deemed exercise
of Bullion Options), close-out and liquidation is to be
effected by calculating the Closing Gain and Closing
Loss on each transaction and converting the resulting
amounts to the Non-Defaulting Party’'s Base Currency
(where different). Thereafter, all Closing Gains and
Closing Losses payable to the Defaulting Party and vice
versa are summed by Value Date and adjusted to present
value by discounting, or, in the case of overdue obliga-
tions, adding interest. All the Value Date amounts (with
interest or discount as applicable) are then aggregated
to produce a single figure. The net figure becomes the
amount (in respect of Bullion Obligations) to be paid (if
negative) by the Non-Defaulting Party to the Defaulting
Party or to be paid (if posttive) by the Defaulting Party to
the Non-Defaulting Party.

In the case of Bullion Options which have not been
exercised or deemed exercised, close-out and liquida-
tion is to be effected (broadly) by:

(i) calculating for each Party the sum of current mar-
ket premiums (in respect of Bullion Options pur-
chased), unpaid premiums together with any inter-
est thereon (in respect of Bullion Options sold),
and (if such Party is the Non-Defaulting Party) any
costs or expenses incurred by it in covering its
obligations (including a delta hedge) with respect
to such liquidated Bullion Options;

(i) converting the sum arrived at in (i) above into the
Non-Defaulting Party's Base Currency (where dif-
ferent), and

(iii) netting the sums calculated in respect of each
Party to arrive at a single liquidated amount

Under Section 8.3, the Non-Defaulting Party may
close-out and liquidate in accordance with the provisions
of Section 8.1 any other Bullion Transactions not gov-
erned by the IBMA then outstanding between the Parties
(for example, Bullion Transactions booked at offices that
are not Designated Offices or certain exotic or Asian style
options which are not otherwise covered by the IBMA).

Section 8.4 provides that the net amount of market
damages payable pursuant to Sections 8.1 and 8.3 shall
be paid by one Party to the other by the close of business
on the Business Day following the close-out and liquida-
tion of the Bullion Obligations and Bullion Options. In
some countries, a jJudgment can be rendered only in the
Currency of that country. Therefore, Section 8.4 provides
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that, If required by applicable law, the net amount
payable by one Party to the other will be converted into
a Currency other than the Non-Defaulting Party’s Base
Currency Any costs of such conversion will be borne by
the Defaulting Party If this amount is not paid when due,
Section 8 4 provides for the payment of interest at the
applicable interbank rate plus 1% per annum for each
day for which the amount remains unpaid or at such other
rate as may be prescribed by applicable law

Section 8 5 establishes the rnight of one Party to sus-
pend performance of its obligations under the IBMA if the
counterparty 1s currently in default in the payment or per-
formance of any of its obligations under the IBMA and the
Non-Defaulting Party has not exercised its nghts under
Section 8 1 The provision does not provide for the pay-
ment of interest for the period during which performance
of obligations is suspended by the Non-Defaulting Party

Section 8 8 provides that the rights of the Non-
Defaulting Party under Section 8 of the IBMA are in add\-
tion to any other nghts which the Non-Defaulting Party
may have by way of agreement, operation of law or oth-
erwise, iIncluding, but not imited to, a general right of set-
off Parties may wish to apply therr nghts of set-off under
this Section 8 8, for example, to obligations in respect of
Bullion loans, feases or consignments

G. lllegality, Impossibility and Force Majeure

Section 9 provides that, if either Party is unable to per-
form, or 1s hindered or delayed in performing, its obliga-
tions in respect of any Bullion Obhgation or Bullion Option
due to force majeure or act of State, or If it otherwise
becomes iliegal or iImpossible for either Party to make or
recelve any payment in respect of a Buflion Obhgation or
Bullion Option, then etther Party may, after notice of the
occurrence of such event, close-out and hquidate
affected Builion Obligations or Bullion Options It is worth
noting that this Section is intended to apply where a Party
is prevented from performing because, for example,
sanctions have been imposed by one country on another
or a state of war has been declared

Although such events do not constitute Events of
Default, the close-out and hguidation procedures to be
followed are those provided for in Section 8 Either of the
Parties may inthate such action upon notice to the other,
afthough (to emphasize the point) only-in relation to the
affected Bullion Obligations or Bullion Options It 1s
important that the Parties have the ability to liquidate
positions promptly 1in order to limit their exposure to
Bullion Oblgations or Bulhon Options which one of the
Parties may be unable to perform If Section 9 is applic-
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able to the obligations of both Parties, the Parties shoul
mutually agree upon the close-out and hgquidation of th
affected Buflion Obligations and Bullion Options

H. Parties to Rely on Their Own Expertise

Section 10 establishes that each of the Parties he
relied on its own expertise and judgment In entering 1n!
each Bullion Transaction and as to all other subseque
actions or matters related thereto The intent of this pre
vision s to protect each of the Parties from a claim «
action by the other Party where it is alleged that the fir
Party exercised such influence or control that it should b
hable for losses incurred or that the first Party sold th
other an unsuitable product

1. Miscellaneous
1. Currency Indemnity

In part, the intent of Section 11 115 to ensure that ar
payment resulting from close-out and liquidation
Bulhion Obligations and Bullion Options ansing either &
a result of an Event of Default, or legality, act of Stat
impossibility or force majeure, and pursuant to the ope
ation of Sections 8 or 9, 1s made in the receiving Party
Base Currency (1 e, the Non-Defaulting Party's Ba:
Currency) and 1s paid in the full amount in such Bat
Currency If payment 1s made in some other Currenc
such payment i1s deemed to discharge the obhigation
the payer only to the extent that the payee could pt
chase the full amount of the Base Currency (or the Nc
Defaulting Party’s Base Currency) with the amount of t
Currency received on the Business Day following t
date of receipt If the amount of the Currency recevec
insufficient to purchase the full amount of the Ba
Currency, the payer indemnifies the payee against ¢
loss and, in any event, the payer indemnifies the pay
agamnst any costs incurred in purchasing the Bz
Currency Parties should, in appropriate cases, che
with local counse! the enforceability of such a provis
under local law

2. Telephonic Recording

Pursuant to Section 11.3, the Parties agree to the t.
recording of any telephone conversations between tt
and agree that such tape recordings can be submitte
evidence in any proceeding relating to the IBMA
standard market practice that the conversations betw
traders and between traders and brokers are recor
This practice 1s encouraged, as such recordings
substantially reduce the number of disputes that ¢
between market participants and the time which it &
to resolve such disputes.




3. Notices

Section 11.5 provides that a Party executing the IBMA
in the form of a Master Agreement should specify in
accordance with Part VIl of the Schedule (and a Party
dealing under the IBMA in the form of Terms should notify
in writing) its address, telex number, facsimile or tele-
phone number and the appropriate individual or depart-
ment for the giving of notices under the IBMA. Changes
to such information should be given by notices made
pursuant to the provisions of Section 11.5.

4, FDICIA Representations

The Parties may agree to include a representation (set
out in Part XVI of the Schedule to the New York law ver-
sion of the IBMA) that they are financial institutions and
express their agreement that the IBMA constitutes a net-
ting contract subject to the provisions of the netting pro-
visions of Title IV of the United States Federal Deposit
Insurance Corporation Improvement Act of 1991 (“FDI-
CIA™), which gives increased certainty as to the enforce-
abihty of netting contracts between financial institutions.
In order to benefit from the provisions of FDICIA, a net-
ting contract, such as the IBMA, must be governed by
the law of a United States jurisdiction and the agreement
must accordingly be executed in the form of a Master
Agreement. Under FDICIA, the term “financial institution”
includes depository institutions (insured banks, thrifts
and credit unions; US branches and agencies of non-US
banking institutions; and Edge Act and agreement cor-
porations), brokers or dealers in securities licensed as
such under US federal or state law, futures commission
merchants licensed under US federal law to engage in
the business of selling futures and options in commodi-
ties, and other entities specified as financial institutions
by the Federal Reserve. The Federal Reserve has issued
Regulation EE, which includes certain other institutions,
including institutions organized under non-US law, under
the definition of “financial institution” for the purposes of
the FDICIA netting provisions, provided that certain qual-
itative and quantitative tests are met. Part XVI of the
Schedule to the New York law version of the IBMA gives
Parties the option of making representations that such
tests are satisfied if such is the case.

5. Value Added Tax (“VAT")

VAT is (broadly) a European turnover tax chargeable
In respect of supplies of goods and services. The person
making a VATable supply is usually the person responsi-
ble for charging the VAT and accounting to the relevant
fiscal authonty for the VAT chargeable, and the person
receiving such a VATable supply may (depending, gen-

erally, on the nature of his business) be able to recover
the whole or part of such VAT

UK VAT is chargeable in respect of dealings in Bullion
at etther the standard rate (of 17.5%) or the zero rate
Dealings on the London Bullion market are in the main
zero-rated. Nevertheless, provisions have been incorpo-
rated in the IBMA (see Section 11 12) to cover those cir-
cumstances where VAT is chargeable at the standard
rate. Such provisions place the burden of the tax on the
recipient of the relevant supply (which is usual, given that
such a person may be able to recover the whole or part
of any VAT paid).

Briefly, the provisions deal with the following main sit-
uations:

(i) where VAT is chargeable and accountable by the
party which is, for example, selling Bullion pur-
suant to the IBMA;

(i) where VAT is chargeable and accountable by an
LBMA member (for example, where Bullion be-
jonging to one party, not being an LBMA member,
leaves the effective physical control of an LBMA
member for delivery in the UK to the other party,
also a non-LBMA member); and

(iii) where VAT is accountable by the party which s,
for example, purchasing and taking delivery of
gold in the UK pursuant to the IBMA (there is a
special regime in the UK relating to supplies of
gold which in certain circumstances places the
responsibility for accounting to Customs & Excise
for the VAT chargeable on the recipient of the sup-
ply, as opposed to the supplier, which is more usu-
ally the person who 1s liable to account of the tax)

6. Withholding Tax

The Parties may elect in Part XIV of the Scheduie to
include provisions to cover any withholding tax which may
be chargeable in respect of payments made under the
IBMA. From the UK perspective under present law, such
provisions will only really be relevant in the case of pay-
ments of interest (such as default interest) under the
IBMA.

Briefly, such provisions provide for:

(i) the party which is required to withhold tax to gross
up the payment concerned;

(i) the party receiving a payment on which withhold-
ing tax is chargeable to use reasonable endeavors
to apply for double tax treaty relief (where avail-
able); and




() the party receiving a grossed-up payment to pass
back to the party which grossed up any tax credt,
etc which the former obtains as a conseguence of
the withholding

J. Law and Jurisdiction

It 1s expected that counterparties, and especially
those physically located in either the UK or the US, will
choose ether English law or New York taw to govern the
IBMA 1t 1s also expected that Parties will submit to the
jurisdiction of etther the courts in England or in the State
of New York, consistent with ther choice of governing
faw, However, as such submission to junsdiction i1s
expressed to be non-exclusive, Parties are intended to
be free to bring actions, suits or proceedings in other
jurisdictions, subject to applicable procedural require-
ments of the relevant junsdiction Where Parties deal on
the basis of the IBMA in the form of Terms, English law
will be assumed to be the governing law, unless other-
wise agreed

in the New York market, in the case of any dispute
relating to Bullion Transactions governed by the IBMA,
the Parties are encouraged to mitigate thewr respective
losses and to act in good faith promptly to identfy and
resolve the dispute It s customary in the New York mar-
ket for disputes to be resolved by allocating between the
Parties any losses arising out of such disputes by
assessment of the relative fault of each Party in con-
tributing to such losses Examples of situations where a
Party contnbuted to the loss might include a failure of a
Party to venify the terms of the Confirmation or the failure
of a Party in a Confirmation to state the correct terms of
the Bullion Transaction, which failure might be com-
pounded by the failure of the other Party to recognize the
mistake of the first Party

Pursuant to Section 12.3, each Party explicitly waives
any sovereign immunity it may be entitled to assert in any
legal proceeding ansing out of the IBMA

K. Schedule

Where the IBMA is executed in the form of a Master
Agreement, the Parties should complete a Schedule in
the form included with the IBMA The Schedule contains,
amongst other things, particulars concerning each Party,
such as the address, telephone, telex and facsimile num-
ber, and contact person for notices and other communi-
cations, and each Party’s Base Currency In Parts II-V of
the Schedule, the Parties must designate their branches
or offices whose transactions and dealings are intended
to be covered by the IBMA as Designated Offices,
Settiement Netting Offices, Novation Netting Offices and
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Matched Pair Novation Netting Offices, respectively

Part XIl{ of the Schedule gives a Party the option
apponting an agent for service of process Any Pa
relying on such an appointment by the other Party sho
verify to its satisfaction that the appointment has be
accepted by the agent so designated

iil. BULLION OPTIONS - RELEVANT PROVISIO
AND MARKET PRACTICE

The IBMA contains provistons which are particul:
relevant to Bullion Options. These are outlined as follo

Section 3 Premiums

Section 4 Discharge and Termination
Section 5 Exercise and Settlement
Section 6.3 Novation Netting

Section 6 4(d) Netting of Premiums
Section 8 1(b) Close-Out

Section 4 (Discharge and Termination), Section
(Novation Netting) and Section 8 1(b) (Close-Out) b
already been dealt with in this Gutde (see |l D and
respectively)

A. Premiums - Sections 3 and 6.4(d)

Section 3 1 provides that, unless the Parties othen
agree, the Premium shall be paid in the Option Curre
(1 e, the Currency in which the Premium and the S
Price are expressed) no later than the second Bust
Day after the day on which the relevant Butlion Optr
granted (Note that, in this context, Business Day m
a day which is a Local Banking Day for the applic
Destgnated Offices of both Parties).

Market practice is that Bullion Options are quot
terms of specific monetary amounts of Premiun
example, US dollars and cents per Ounce) The fc
exchange market norm of quoting on a volatility be
not general practice

Section 3 2 provides for alternative courses of
in the event that a Premium 1s not received ¢
Premium Payment Date, As Premiums are som
paid late (due primanly to operational problems ¢
takes), under appropriate circumstances, a Seller
generally be willing to accept a late payment, a
common practice in the market for a Seller to
However, where the fallure to pay the Premum |
been remedied after a short period of tme or s
related, the Seller may choose either to void the
Option or to take the more drastic step of decle




Event of Default. In the case of either a late payment or
the decision to treat the relevant Bullion Option as void,
the Seller is entitled to recover its out-of-pocket costs and
actual damages incurred, specifically including interest
on the amount of any Premium (which would be calcu-
lated in the same manner as any other late payment in
the inter dealer Bullion market) and any costs or
expenses in covering its obligations (including, without
limitation, a delta hedge). Where the Seller chooses to
declare an Event of Default, such amounts are recover-
able under the provisions of Section 8.

Section 6.4(d) provides for the netting of Premiums if
(a) the Parties so agree in writing (by specifying in Part X
of the Schedule if the IBMA is executed by the Parties in
the form of a Master Agreement or by specifying in any
other form of writing if the Parties are dealing on the basis
of IBMA in the form of Terms); (b) the Premiums are
payable on the same Premium Payment Date, in the
same Currency and between the same Designated
Offices of the Parties.

B. Exercise and Settlement - Section 5
1. Notice of Exercise

A Bullion Option may be exercised by delivery of a
Notice of Exercise in accordance with Section 5.1.

In the case of an American Style Option, if a Notice of
Exercise is delivered on any Business Day prior to the
Expiration Date, the cut-off time is 2-00 p m. (Seller's local
time) on such Business Day. Any Notice of Exercise
received after the cut-off time will be effective only as of
the opening of business of the Seller on the first Business
Day subsequent to its receipt. (Subject to 1l B 2(ii) of this
Guide, Business Day means, in this context, a day which
is a Local Banking Day for the applicable Designated
Office of the Seller). If, on the other hand, a Notice of
Exercise is delivered on the Expiration Date, the cut-off
time is the Expiration Time (i.e., 9:30 a.m. (New York time)
on the Expiration Date, which is the market practice,
unless the Parties otherwise agres).

In the case of a European Style Option, the cut-off time
is also 9:30 a.m. (New York time) on the Expiration Date,
unless the Parties otherwise agree.

2. Quotation of Expiration Date - Market Practice

Generally there are two methods for quotation of
Expiration Dates - quotation of Expiration Dates by cal-
endar month and quotation of specific dates. (Note that,
as in the context of delivery of a Notice of Exercise, sub-
jectto lll B 2(ii) of this Guide, Business Day is defined, for
the purpose of the definition of Expiration Date, as a

Local Banking Day for the applicable Designated Office
of the Seller.)

(I) Expiration Dates by Calendar Month

Currently, it is market practice to quote for expiration
in a particular month without reference to the actual date.
This convention gives rise to Standard Dates which are
two Business Days before the last Business Day of the
month,

(i) Expiration Dates for Specific Dates

For Expiration Dates other than Standard Dates,
Parties must take special care to agree upon a date
which is a Business Day Although the IBMA does not
provide that the Expiration Date must be a Business Day,
this will customarily be the case However, some dealers
occasionally sell Bullion Options with Expiration Dates
that are not Business Days. Similarly, some dealers will
accept Notice of Exercise on a day which is not a
Business Day If the Expiration Date is not a Business Day
or if the Seller is not willing to accept Notice of Exercise
at ts Designated Office on a day which is not a Business
Day, it is incumbent upon the Seller to make other
arrangements (such as designating a different office or
an agent for receipt) to enable the Buyer to exercise the
Bullion Option. in these circumstances, the Seller should
notify the Buyer of such arrangements as soon as possi-
ble and reconfirm them to the Buyer prior to the
Expiration Date.

3. No Partlal Exercise

Section 5.2 provides that, unless otherwise agreed by
the Parties, a Bullion Option may be exercised only in
whole and not in part.

4. Automatic Exercise

Section 5.3 provides for automatic exercise of Bullion
Options which are at least 1% in-the-money at the
Expiration Time and which have not been exercised by
delivery of a Notice of Exercise. The provision is not
meant to be a substitute for the delivery of a Notice of
Exercise by the Buyer, which is good market practice and
Is encouraged. For this reason, (a) a Bullion Option will
only be deemed exercised under Section 5.3 if at the
Expiration Time, it has an in-the-Money Amount that
equals or exceeds the product of 101% (or such other
percentage as may have been agreed by the Parties) of
the Strike Price and the number of Ounces of Bullion
which are the subject of such Bullion Option and (b) the
Seller determines the Spot Price that is used to calculate
the In-the-Money Amount.
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5. In-the-Money Amount Settlement

Section 5 5 provides that If the Buyer so elects In its
Notice of Exercise, a Bullion Option shall not be settled
by way of physical delivery of the Bullion but will instead
be net cash settled by a payment to the Buyer of the
Bullion Option's In-the-Money Amount (or intrinsic value)
The intrinsic value of a Bullion Option will be equal to the
difference between the Spot Price and the Strike Price
multiplied by the number of Qunces of the Bullion to be
delivered upon exercise of the Bullion Option. An exam-
ple of the calculation of the ntrinsic value of a US Dollar
Gold Call 1s as follows:

US Dollar Gold Call - Spot Price ($395 00) - Strike
Price ($370 00)
Amount traded 25,000 Ounces

in-the-Money Amount  $25 x 25,000 = $625,000
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The level of the Spot Price at the time of exercise |
therefore, crucial to the ultimate value of the net cash se
tlement Unless the Buyer specifies otherwise (which it
entitled to do (see Section 5 5)), the Spot Price that
used for such purposes I1s generally determined in goc
faith by the Seller The Buyer should, therefore, ascerta
at the outset how the Seller will determine the Spot Pric

There are some shght differences between the Engli
law and the New York law versions of the IBMA Copi
of the English law version and a summary of the diffe
ences (Part IV of their guide) can be obtained by co
tacting the Committee's Executive Assistant




GUIDELINES FOR THE MANAGEMENT
OF FOREIGN EXCHANGE TRADING ACTIVITIES

As Amended in March 1992

This is the Committee's third revision of a paper first
published in 1980 The Committee’s discussions of mar-
ket practice during that year centered on management
issues relating to the control and supervision of foreign
exchange trading activities that were not adequately
addressed in existing codes of good trading practices or
guidelines for foreign exchange operations. Since then,
the Committee has addressed numerous questions
regarding market practice and reviewed changing tech-
niques for evaluating and managing risk exposures. As a
consequence, the current verston of the Committee’s
guidelines is both more comprehensive and up-to-date

These guidelines present the views of representatives
of a number of commercial banks, investment banks, and
brokerage firms participating in the U.S. foreign ex-
change market. The guidelines are primarily directed to
the managers of institutions actively trading foreign
exchange (including both commercial banks and, where
appropriate, investment banks) and also to the man-
agers of foreign exchange brokerage firms. However,
others may also find it a useful document. Individual
traders and brokers may benefit from a discussion of
these issues. In addition, much of the material is suffi-
ciently general to apply to trading operations other than
foreign exchange.

CONFIDENTIALITY

Confidentiality and customer anonymity are essential
to the operation of a professional foreign exchange mar-
ket. Market participants and their customers expect to
have their interest and activity known only by the other
party to the transaction and an intermediary if one is
used.

Managers are responsible for ensuring that their
employees have been trained to identify and to treat
accordingly information that is confidential and to deal
appropriately with situations that require anonymity. A
trader may have access to a considerable amount of
confidential information. in addition to the trades he
prices, he may know of confidential material prepared
within his own organization or obtained from those with
whom his institution does business. Such information
might pertain directly to the foreign exchange market or
to other financial markets. While not explicitly stated to be

confidential, 1t may not be publicly available

Managers should expect that their employees will not
pass on confidential information outside of their institu-
tion except with the permission of the party or parties
directly involved. Nor should a trader or broker distribute
confidential information within his institution except on a
need-to-know basis. Managers should not tolerate
traders or brokers utilizing confidential material for per-
sonal benefit nor in any manner that might compromise
their institution. Of course, it should be recognized that
disclosure of certain information may occasionally be
required by law or regulation. But in the event that confi-
dentiality 1s otherwise broken, it is the role of manage-
ment to act promptly to correct the conditions that per-
mitted such an event to occur.

Management should be alert to the possibility that the
changing mechanics of foreign exchange trading might
jeopardize their efforts to preserve confidentiality. As
technological innovations are introduced into the trading
environment, managers should be aware of the security
implications of such changes. The use of two-way
speaker phones initially generated considerable con-
cern, but their use has since been abandoned or con-
trolled to safeguard confidentiality. Ongoing advances in
telecommunications systems, computer networks, trade
processing systems, market analysis systems, and the
integration of these systems with others within an institu-
tion all can lead to inadvertent breaches of security. The
potential loss of confidentiality represented by complex
systems — with multiple users, multiple locations, and
ongoing data base or operating program changes —
may be further complicated when the central processing
unit or software is managed by an outside vendor

Managers should also act to protect sensitive infor-
mation when visitors are present in trading rooms or bro-
kerage operations There is always the possibility that
visitors will be exposed to information not intended for
them; names of participants, amounts of trades, and cur-
rencies traded could accidentally be disclosed. Whether
or not disclosed information is ever put to use, and how-
ever unintentional disclosure may be, the simple fact that
confidentiality between counterparties has been violated
is grounds for concern. Visits should be prearranged and
visitors should be accompanied by an employee of the
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host institution A wvisitor from another trading institution
should not be permitted to trade for his own institution
from the premuses of the host

TRADING FOR PERSONAL ACCOUNT

In general, managers should expect that traders will
give therr full attention to their employing institution’s
business activities and not be distracted by their own
personal financial affairs Managers should also expect
that traders will fulfill thewr nstitutional responsibilities
objectively, unbriased by their own financial position

Managers should be aware that, if traders are permit-
ted to deal for themselves in those commodities or instru-
ments closely related to the ones they deal for therr insti-
tution, a conflict of interest or an appearance of a conflict
of interest might arise that could be detrmental or embar-
rassing for the insttution, the trader, or both It s a man-
agement responsibility to develop and dissemimnate a
clear institutional policy on these matters and, if such trad-
ing for personal account 1s permitted at all, to establish
procedures to avoid actual conflicts of interest At a mint-
mum, an mstitution should require senior management to
give traders explict permission to engage in trading for
personal account and require traders to execute such
transactions in a manner that allows management to mon-
itor these trading activities. Some institutions have
recently gone further by taking steps to prohibit therr
traders from any trading for personal account that could
give rise to even the appearance of a conflict of interest

Traders should recognize that they, too, have a
responsibility to 1dentify and avoid conflicts or the
appearances of conflicts of interest A trader should
bring to management’s attention any situation about
which there 1s a question of propriety In no instance
should a trader use his institutional affiation, or take
advantage of non-public or exclusive foreign exchange
transaction information involving a third party, to create
trading opportunities for personal gain

ENTERTAINMENT/GIFTS

Management should assure themselves that therr
institution’s general guidelines on entertainment and the
exchange of gifts are sufficient to address the particular
circumstances therr empioyees may encounter Where
appropnate, such general guidelines should be supple-
mented for trading personnel to help them avoid the dan-
gers of excessive entertainment Special attention needs
to be given to the style, frequency, and cost of entertain-
ment afforded traders Many trading institutions have
mechanisms in place to monitor entertainment  Although
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it 1s customary for a broker or trader to entertain marke
contacts at funch or dinner on occasion, entertainmer
even in this form becomes questionable when it 1s unde
wnitten but not attended by the host.

In turn, foreign exchange market personnel shoui
conduct themselves in such a way as to avoid potential
embarrassing situations and to reduce the chances ¢
incurring a presumption of indebtedness. They shout
fully understand their institution’s guidelines on what cor
stitutes an appropriate gift or entertainment as well as th
bounds of law and reasonable propriety They shoul
also be expected to notify management regardin
unusual favors offered traders by virtue of their profe:
stonal position

PERSONNEL ISSUES FOR MANAGEMENT

The work environment for trading personnel has sorr
very important characteristics. Trading room posttior
are by therr nature posttions of great trust The pace ¢
work for traders is intense. They operate under stron
internal pressures to make profits in a market that I1s ope
24 hours a day Yet the process of developing a trad
has become compressed Today, traders are either hire
from other institutions or they are developed internal
from individuals thought to have either on-the-job expel
ence or academic training in areas that would prepa
them quickly for market-making and/or position-takir
activities

Selection. The process of selecting new employees
an important management responsibility Manage
should ensure that prospective trading room staff me
pre-determined standards of aptitude, integrity, and s
bilty for trading room jobs at all levels. Managers shot
exercise caution in delegating hiring decisions. To !
extent possible, job candidates should be interviewed
several staff members of the institution, and referenc
should be checked. The managers' expectations ¢«
cerning a trader's responsibilities, profitability, a
behavior should be discussed thoroughly before a c.
didate 1s hired

Policies and procedures of the organization. -
mobility of trading personnel within the financial indut
has a matenal effect on a trader’'s perception of his r
tionship to his employer. it is posstble for an employe:
begin trading an instrument for an institution without
Ing an intimate knowledge of the traditions and practi
of that market or of the tradittons and corporate cultur
his current employer This situation can give nse to 1
understandings about management’s expectations
traders




Managers should ensure that each trader s fully
acquainted with the policies, procedures, and style that
their institution chooses to employ in the conduct of its
business. Management should consider providing com-
plete orientation procedures for new employees of all lev-
els and formal procedures to ensure periodic review of
the institution's rules and policies by each trader.

Stress. Stress may lead to job performance prob-
lems. Managers need to be able to identify symptoms of
stress among trading personnel and then act to mitigate
any incipient problem. Management should consider
educating trading room staff in personal stress manage-
ment techniques.

Drug abuse. Managers should educate themselves
and their traders or brokers to the signs of drug use and
to the potential damage resulting from the use of drugs
and other forms of substance abuse. Policies should be
developed and clearly announced for dealing with indi-
viduals who are found to be substance abusers.

TRADING PRACTICES

The smooth functioning and integrity of the interbank
market, whether direct dealing or through the intermedi-
ation of brokers, depends on trust, honesty, and high
standards of behavior by all market participants.

Traders’ responsibility for prices. It is a manage-
ment responsibility to ensure that traders who are autho-
rized to quote dealing prices are aware of and comply
with internal policies and procedures that apply to for-
eign exchange dealing.

In the interbank market, dealers are expected to be
committed to the bids and offers they propose through
brokers for generally accepted market amounts unless
otherwise specified and until the bid or offer is (1) dealt
on, (2) canceled, (3) superseded by a better bid or offer,
or (4) the broker closes another transaction in that cur-
rency with another counterparty at a price other than that
originally proposed. In the latter two cases, the broker
should consider that the original bid or offer is no longer
valid unless reinstated by the dealer.

Need to avoid questionable practices. When mar-
kets are unsettled and prices are volatile, opportunities
may arise for traders to engage in practices which may
realize an immediate gain, or avoid a loss, but which may
be questionable in terms of a trader's reputation — as
well as that of the trader’s institution — over the long run.
The kinds of questionable practices are many. Some, like
perpetrating rumors, may reflect adversely on the pro-
fessionalism of the trader. Others, like reneging on deals,
may give rise to liability.

Management should be alert to any pattern of com-
plaints about a trader's behavior from sources outside
the institution such as customers, other trading institu-
tions, or intermediaries. Information available within the
organization should be reviewed to determine if individ-
ual traders or brokers become frequently involved in dis-
putes over trades or tend to accept deals at rates which
were obvious misquotes, accidental or otherwise, by
counterparties. Complaints about trading practices may
be self-serving, however, and should be handled judi-
ciously.

Off-market rates. Dealers may occasionally face
requests from customers to use an "off-market” ex-
change rate. Such requests should be accommodated
only after resolving issues concerning credit policy and
propriety.

“Historical-rate rollovers” are an important example of
off-market rate transactions. (See Foreign Exchange
Committee letter entitled “Historical-Rate Rollovers: A
Dangerous Practice,” December 26, 1991.) Historical-
rate rollovers involve the extension of a forward foreign
exchange contract by a dealer on behalf of his customer
at off-market rates The application of non-market rates
can have the effect of moving income from one institution
to another (perhaps over an income reporting date) or of
altering the timing of reported taxable income Such
operations, in effect, result in an extension of unsecured
credit to a counterparty.

The use of historical-rate rollovers involves two major
risks: (i) either counterparty could unknowingly aid illegal
or inappropriate activities, and (ii) either counterparty
could misunderstand the special nature of the transac-
tion and the associated credit exposures. Given these
risks, the rolling over of contracts at historical rates is a
dangerous practice that should be avoided absent com-
pelling justification and procedural safeguards. While the
nature of certain commercial transactions may justify the
use of historical rates with some customers, use of his-
torical rates with other trading institutions should not be
permitted. Even when used with customers, historical-
rate rollovers are appropriate only if (i) customers have a
legitimate commercial justification for extending the con-
tract, and (ii) senior management of both the customer
and the dealer are aware of the transaction and the risks
involved.

All dealer institutions permitting requests for historical-
rate rollovers should have written procedures guiding
their use. An example of such procedures is as follows:

(a) A letter from the customer's senior management
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(treasurer or above) should be kept on file explain-
ing (i) that the customer will occasionally request
to rollover contracts at historical rates, (1) the rea-
sons why such requests will be made, and (in) that
such requests are consistent with the customer
firm's internal policies, this letter should be kept
current,

(b) The dealer should solicit an explanation from the
customer for each request for an off-market rate
deal at the time the request is made,

(c) Senior management and/or appropriate credit offi-
cers at the dealer institution should be informed of
and approve each transaction and any effective
extension of credt,

(d) A letter should be sent to senior customer man-
agement immediately after each off-market trans-
action 1s executed explaining the particulars of the
trade and explicitly stating the implied loan or bor-
rowing amount, and

Normally, forward contracts should not be extend-
ed for more than three months, nor extended more
than once, however, any extension of a rollover
should itself meet the requirements of (b), (c) and
(d) above

Stop-loss/profit orders, Trading institutions may
receive requests from customers, branches, and corre-
spondents to buy or sell a fixed amount of currency if the
exchange rate for that currency reaches a specified
level These orders, which include stop-loss and himit
orders from trading counterparties, may be intended for
execution during the day, overnight, or until executed or
canceled

(e

—

Stop-loss or specified level orders are a frequent
source of tension between counterparties These orders
create a potential for loss or habilty which can be sub-
stantial 1f they are mishandled or there 1s a misunder-
standing about the terms and conditions for their execu-
tion and confirmation.

Management should ensure that there i1s a clear
understanding between their institution and their coun-
terparties of the basis on which these orders will be
undertaken In accepting such an order, an institution
assumes an obligation to make every reasonable effort to
execute the order quickly at the established price
However, a specified rate order does not necessarily pro-
vide a fixed-price guarantee to the counterparty
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TRADER-TRADER RELATIONSHIP

For several years, trading institutions have been de
ing directly with each other, at least at certain agree
upon times during the dealing day The nature of 1
direct dealing relationship will vary according to the int
ests of the two parties Management should be sure 1l
the terms of each relationship are clearly understood a
accepted by both institutions and that these terms :
respected in practice.

A possible element of a direct dealing relationsl
between two institutions is reciprocity. That 1s, each in
tutions In a direct dealing pair may agree to reciproc:
upon request in providing timely, competitive rate quo
tions for marketable amounts when it has received su
a service from the other. Differences in the relative size
the institutions, together with their expertise or spec
1zation in certain markets, will influence what is perceiv
by the two parties as an equitable reciprocity If there
imitations on reciprocity, or times of the day when the t
do not wish to be bound by the obligation of reciproc
these should be explicitly agreed upon in advance by
management of both institutions.

Management should analyze trading activity peric
cally Any unusually large concentration of direct trad
with another institution or institutions should be review
to determine that the level of activity 1s appropnate.

TRADER-BROKER RELATIONSHIP

Senior management of both trading institutions
brokerage firms should assume an active role in o
seeing the trader-broker relationship They should es’
lish the terms under which brokerage service 1sto be
dered, agree that any aspect of the relationship car
reviewed by either party at any time, and be availabil
ntercede In any disputes that may arise (See the
cussion below on the resolution of disputes )

The management of both trading institutions and
kerage firms should assure themselves that therr staff:
both aware of and comply with internal policies gover
the trader-broker relationship. They should make cle
therr staffs the importance of acting professionailly anc
discretion in all circumstances Senior manageme
trading institutions are ultmately responsible for the ct
of brokers to be used. They shouid also monitor the
terns of broker usage and be alert to possible undue
centrations of business. Brokerage management st
impress on their employees the need for them to re:
the interests of all of the institutions which their firm se




Name substitution. Brokers are intermediaries who
communicate bids and offers to potential principals and
otherwise arrange transactions. In the traditional foreign
exchange market, the names of the institutions placing
bids or offers are not revealed until a transaction’s size
and exchange rate are agreed upon, and then only to the
counterparties. Should one of the counterparties turn out
to be unacceptable to the other, they might agree to the
substitution of a new counterparty between them.

This practice of “name substitution” — or of interpos-
ing a new counterparty (a “clearing bank”) between the
two original parties — developed because, at the stage
of a transaction when names are introduced, each coun-
terparty is already committed to the trade and aware of
its details, information that is considered confidential.
Many institutions believe that, once they have shown
their hand in this way, they should complete a trade with
the same specifications.

Name substitution in spot transactions is an accept-
able practice provided that; (1) both counterparties
receive the name of an acceptable counterparty within a
reasonable amount of time, (2) the clearing bank is in full
knowledge of the trade, and (3) the clearing bank is oper-
ating in accordance with its normal procedures and lim-
its. Under these circumstances, the clearing bank’s risk
is no different than it would be on any other trades involv-
ing the respective trading institutions

Given the risks involved and the disruptions that can
occur when transactions cannot be completed expedi-
tiously, foreign exchange managers should clearly define
with their brokers the approach their institution will gen-
erally follow in handling specific name problems
Managers should provide their brokers with the names of
institutions with which they are willing to deal or, alterna-
tively, the names of the institutions they will virtually
always reject Brokers should use this information to try
to avoid name problems.

If a broker proposes a transaction on behalf of an insti-
tution not usually regarded as an acceptable counterparty,
it is appropriate for that broker to make a potential coun-
terparty aware that the transaction may need to be referred
to management for credit approval — that the transaction
may be “referable” — before the trade can be agreed t0.

Name substitution rarely, if ever, occurs in the bro-
kered forward market, Participants in this markset recog-
nize and understand that brokers’ forward bids and
offers, even though firm, cannot result in an agreed trade
at matching prices unless it comes within the internal
credit limits of each counterparty.

Missed prices and disputes. Difficulties may arse
when a trader discovers that a transaction he thought he
had entered was not completed by the broker Failure to
complete a transaction as originally proposed may occur
for a vanety of reasons. the price may be simultaneously
canceled, an insufficient amount could be presented to
cover dealers’ desired transactions, or an unacceptable
counterparty name might be presented. Disputes may
also arise over misunderstandings or errors by either a
trader or a broker.

Whenever a trade is aborted, managers and traders
must recognize that it may be impossible for the broker
to find another counterparty at the original price
Managers should ensure that their traders understand
the principle that brokers are not required to substantiate
prices until canceled or changed. They should also make
clear to their traders that it is inappropriate for them to
force a broker to accept a transaction in which a coun-
terparty has withdrawn its interest before the trade could
be consummated — a practice known as "stuifing".

For their part, brokerage firm management should
establish clear policies prohibiting position taking by bro-
kers. They should also require that any position uninten-
tionally assumed be closed out at the earliest practical
time after the problem has been identified

The management of both trading institutions and bro-
kerage firms shouid take steps to reduce the iikelihood of
disputes. They should, for example, assume a key role In
training new employees in the use of proper terminology
They should require their traders and brokers to use
clear, common terminology; to be aware of standard mar-
ket practice; and 1o follow the procedures of their institu-
tion. Trading institutton management should also con-
sider implementing more frequent intraday reconcilia-
tions with other counterparties, including those arranged
through brokers; once-a-day checks may be inadequate

Even if these procedures are followed disputes will
arise and management should establish clear policies for
their resolution. Informal accommodations, which some-
times develop in the brokered market, can be inconsis-
tent with sound business practice.

The practice of “points”. Such was the case, for
example, with the practice of “points.” This practice may
have started as a mechanism to permit a disputed bro-
kered transaction to be completed while deferring settle-
ment of the difference (measured in points) until those
points were settled in another trade. But as the practice
developed, it came to involve the arranging of propotion-
ately advantageous or disadvantageous future trades,
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the unrecorded extension of credit between counterpar-
ties, and all of the problems associated with unrecorded
transactions.

The obligations ansing from the points procedure did
not have a clear legal basis and may have compromised
the neutrality of the broker The procedure was potentially
costly to all market participants because nstitutions did
not know when they were the unwitting victim of a
scheme to pass on an advantageous trade to someone
else The use of points on an unrecorded basis was par-
ticularly dangerous because it may have been outside
management review, may have undermined the financial
integrity of an institution’s records, and may have gener-
ated other troublesome dimensions (See Federal
Reserve Bank of New York, “Policy Statement on the Use
of ‘Points’ in Setthng Foreign Exchange Contracts,”
August 1, 1990)

Resolution of disputes. When disputes arise or dif-
ferences occur, there are acceptable procedures for
compensation

¢ Differences should be routinely referred to senior
management for resolution, thereby transforming
the dispute from an individual trader-broker 1ssue to
an inter-institutional 1Issue

* All compensation should take the form either of
payment in cash or adjustment to brokerage bills
The settlement of differences should be even-
handed, allowing for compensation to go both
ways

e All such transactions should be fully documented
by each firm

For more detailed suggestions on the resolution of dif-
ferences and disputed trades, see 1989 Foreign
Exchange Committee Annual Report, pp 16-17

TRADER-CUSTOMER RELATIONSHIP

Strains are inherent In the relationship between trad-
Ing Institutions and their customers. As a consequence,
the management of customer relationships requires a
high degree of integrty and mutual respect as well as
effective communication of each party's interests and
objectives

Customers may expect that the growing size of their
transactions should be reflected in a narrowing of
spreads to levels approaching those which interbank
dealers quote among themselves What customers may
not realize is that they do not behave in other ways like
interbank dealers, most notably in extending reciprocity
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that is, they do not make markets nor do they provide rate
quotations with narrow spreads to assist trading institu
tions in managing exposures This conflict in expecta
tions can be frustrating for dealers who must cope witr
internal profit pressures

Disputes that may arise between a trader and a cus
tomer concerning the terms of a transaction, such as the
price dealt on a stop-loss order, should be referred to the
appropriate level of management for resolution

It 1s normal practice for non-financial organizations tc
delegate trading authonty formally to specific individuals
within the organization and to advise their bankers
accordingly At the same time, trading mnstitutions are
obliged to make reasonable efforts to comply with cor
porate dealing authorization instructions Trading per
sonnel who deal with customers should be familiar witt
current corporate instructions and those instructions
should be readily accessible Sales and trading person
nel should bring to management's attention changes ir
counterparties’ trading patterns or the accumulation o
significant book profits or losses

OPERATIONAL ASPECTS OF TRADING

Risk management. Institutions should be duly aware
of the vanous types of rnisk to which they are exposec
when engaging in foreign exchange transactions —
including exchange rate (or market) risk, counterpart
credit nisk, “clean nisk” at liquidation (or settlement risk)
hquidity risk, and country (or sovereign) risk. Sound man
agement controls to monitor and evaluate the risk expo
sures assoclated with foreign exchange and related trad
Ing operations can assist in keeping these exposure:
within management's specifications. Management infor
mation tools need to be reinforced with effective mecha
nisms for monitoring compliance.

There 1s a great diversity of approaches that institu
tions may adopt to monitor and reduce risk exposure
Some Institutions still rely principally on the establish
ment of lines of credit for each customer or trading part
ner, such as limits for total contracts outstanding or sub
imits for clean risk at liquidation, as well as limits for indi
vidual instruments. Some institutions may also requir
collateral or compensating balances

Recently, a number of the larger trading institution
have changed their approach for internally evaluating
and controlling nisk exposures In an effort to apply a sin
gle approach across different instruments and differen
risks, they have adopted volatiity-based guidelines fa
evaluating risk The Foreign Exchange Committee ha




published descriptions of these new techniques for mon-
itoring risk exposures. (See 1983 Annual Report, p.15;
1984, p.15; 1988, p.19; and 1989, p 26.)

Netting. Interest in foreign exchange netting has
increased as institutions have sought to reduce counter-
party credit risk exposure, interbank payments, and the
amount of capital allocated to foreign exchange activity.
While netting arrangements may have operational simi-
larities, they can differ significantly in their legal and risk-
reduction characteristics. Some forms of netting reduce
the number and size of settlement payments while leav-
ing credit risk at gross levels The masking of risk, how-
ever, is not consistent with sound banking practice. Other
forms of netting, such as netting by novation, can reduce
credit risk as well as payment flows by legally substitut-
ing net obligations in place of gross obligations.

The Foreign Exchange Committee has had a long-
standing interest in foreign exchange netting. Further
information about the types of netting arrangements are
found in the Committee's Annual Report for 1988, p.9,
and for 1989, p.8. and also the Report of the Committee
on Interbank Netting Schemes of the G-10 central banks
published by the Bank for International Settlements in
November 1990.

New product development. The growing complexity
of new financial instruments and services requires that
detailed research and documentation, together with
internal cross-functional reviews and personnel training,
be completed before a product is marketed. Formal pro-
grams to control the introduction of a new product help
verify that the new activity is likely to be sufficiently prof-
itable, that associated risks will be manageable, and that
all legal, regulatory, accounting, and operating require-
ments are met While many requirements must be fulfilled
before the introduction of a product, the existence of for-
mal, new product programs can actually speed and facil-
itate the product development cycle. (For further discus-
sion, see 1988 Annual Report, p.11.)

Taping of telephone conversations. Many trading
institutions tape record all telephone lines used for trad-
ing and confirmation Taping conversations in foreign
exchange trading rooms and confirmation areas helps
resolve disputes quickly and fairly. Whether or not traders
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
granted only for the purpose of resolving disputes and
should be strictly limited to those personnel with super-

visory responsibility for trading, customer dealing, or
confirmations. Tapes should be kept in secure storage
for as long as is sufficient for most disputes to surface.
Whenever taping equipment is first installed, trading
institutions should give counterparties due notice that,
henceforth, conversations will be taped.

Deal confirmations. Institutions active in the foreign
exchange market should exchange written confirmations
of all foreign exchange transactions — including both
interbank and corporate, spot and forward. Any use of
same-day telephone confirmations should be followed
with written confirmations, exchanged through a means
of immediate communication, on the transaction date.
Such timely confirmations can be provided by telex,
SWIFT, fax transmissions, as well as by various auto-
mated dealing and confirmation systems. These forms of
communication are more appropriate than mailed confir-
mations which, particularly on spot transactions, often do
not arrive in time to bring problems to light before the set-
tlement date. Trading institutions have found that the
sooner a problem is identified, the easier and perhaps
less expensive it is to resolve. Prompt and efficient con-
firmation procedures also are a deterrent to unauthorized
dealing.

In the United States brokered foreign exchange mar-
ket, when both parties to a transaction are offices of insti-
tutions located in the United States, the counterparties —
and not the broker — are responsible for confirming the
transaction directly to one another. But when a broker
arranges an “international” transaction, where either one
or both of the parties does not have a U.S. “address”, it
Is the broker's responsibility to provide each of the coun-
terparties with written confirmations of the transaction
Brokers should ensure that confirmations of spot trans-
actions are given on the same day that a trade is con-
summated Trading institutions have the responsibility to
check that the confirmations brokers provide are
received and reconciled on a timely basis. They also
have the responsibility to reconcile promptly the activity
going through their nostro accounts with their trading
transactions.

Third-party payments. Management should have a
clear policy for traders concerning the appropriateness
of honoring requests for “third-party payments.” A third-
party payment is a transfer of funds in settlement of a for-
eign exchange transaction to the account of an institution
or corporation other than that of the counterparty to the
transaction. A subsidiary of the counterparty is a legally
separate third party but a foreign branch of an institution
is not.
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The normal payment nsk inherent in foreign exchange
— the nisk that funds are paid out to a counterparty but
not received — 1s most acute when the funds, in erther
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 (1) fraud perpetrated by a current or former employee
of the counterparty who I1s diverting payment to a per-
sonal account, (2) fraud perpetrated by an employee of
the bank who 1s altering the payment instructions, or (3)
misinterpretation of the payment instructions whereby
the funds are transferred to an erroneous beneficiary In
many cases the ability to recover the funds paid out will
depend upon the outcome of legal proceedings

As a matter of policy, many institutions establish spe-
cial controls for this type of transaction. The control pro-
cedures appropriate to address the associated risks
include various measures to authenticate or verify third-
party payments such as

* Requiring the counterparty to provide standing pay-
ment and settlement instructions,

e Requiring an authenticated confirmation on the
transaction date,

e Requinng the counterparty to submit a list of indi-
viduals authonzed to transact business and to con-
firm deals, or

e Confirming by telephone all deals on the transaction
date to the individual identified by the counterparty

Importance of support staff. Management's attention
to a foreign exchange trading operation i1s usually
directed toward establishing trading policies, managing
risk, and developing trading personnel Equally impor-
tant is an efficient “back office” or operating staff Details
of each trading transaction should be accurately
recorded Payment instructions should be correctly
exchanged and executed Timely information should be
provided to management and traders. The underlying
results should be properly evaluated and accounts
quickly reconciled Time-consuming and costly reconcil-
iation of disputed or improperly executed transactions
mar the efficiency of the market, hurt profitability, and can
impair the willingness of others to trade with the offend-
ing institution

Accordingly, management must be aware of its
responsibility to establish a support staff consistent with
the scope of their trading desk’s activity in the market
Conversely, management should ensure that trading 1s
commensurate with available back office support.
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Audit trail. Management should ensure that proc
dures are in place to provide a clear and fully doc
mented audit trail of all foreign exchange transactior
The audit trail should provide information identifying ti
counterparty, currencies, amount, price, trade date, a
value date Such information should be captured in t!
institution’s records as soon as possible after the trade
completed and should be in a format that can be read
reviewed by the institution’s management as well as |
internal and external auditors. These procedures shot
be adequate to inform management of trading activiti
and to facilitate detection of any lack of compliance w
policy directives.

Recent technological innovations in trading and ex
cution systems tend to improve data capture and alic
for the creation of more precise audit records For exat
ple, some electronic dealing systems independen
generate trade data that serve as an effective audit tre
Trades executed via telex, automated dealing systerr
or an internal source document provide better venfic
tion than trades executed over the telephone An acc
rate audit trail significantly improves accountability at
documentation and reduces instances of questionakt
transactions which remain undetected or imprope!
recorded Management may therefore wish to emphasi
such systems when considering trading room configur
tion and mechanics for dealing with counterparties.

Twenty-four hour trading. With foreign exchange tra
Ing now taking place on a continuous 24-hour basis, ma
agement should be certain that there are adequate conty
procedures in place for trading that is conducted outsi
of normal business hours — either at the office or
traders’ homes Management should clearly identify tho
types of transactions that may be entered into after the nc
mal close of business and should ensure that there a
adequate support and accounting controls for such trar
actions Management should also designate and infor
therr counterparties of those individuals, if any, who a
authorized to deal outside the office In any case, all co
firmations for trades arranged off-premises should be se
promptly to the appropriate staff at the office site.

Increasingly, institutions in the United States are rece
ing, during the U S workday, requests to trade from ove
seas traders who are operating outside of their own nc
mal business hours. Management should constder hc
they want their traders to respond It is possible that, f
selected counterparties, arrangements can be discusse
in advance and a modus operandi can be establishe
that will accommodate the counterparty's needs and s
identify and protect all parties to the transaction




DOCUMENT OF ORGANIZATION
CONCLUSION OF FEASIBILITY STUDY TO ESTABLISH THE FOREIGN EXCHANGE COMMITTEE

(June 1978 as amended in October and December 1987, December 1989, January 1991,
January 1992 and January 1994)

It was generally agreed that any new forum for dis-
cussing matters of mutual concern in the foreign
exchange market (and where appropriate off-shore
deposit markets) should be organized as an indepen-
dent body under the 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 a broad knowi-
edge of the foreign exchange markets and in a
position to speak for their respective institutions:

3. have sufficient stature in the market to engender
respect for its views, even though the Committee
would have no enforcement authority;

4. be constituted 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
issues that come before this group.

The objectives of the Committee would be:

To provide a forum for discussing technical issues in
the foreign exchange and related international finan-
cial markets.

To serve as a channel of communication between
these markets and the Federal Reserve and, where
appropriate, to other official institutions within the
United States and abroad.

To enhance knowledge and understanding of the for-
eign exchange and related international financial mar-
kets, in practice and theory.

To foster improvements in the quality of risk manage-
ment in these markets.

To develop recommendations and prepare issue
papers on specific market-related topics for circula-
tion to market participants and their management.

It 1s understood that the Committee would seek to work
closely with the FOREX and other formally established

organizations representing the other relevant financial
markets.

The Committee

In response to the results of the study, the Federal
Reserve Bank of New York agreed to sponsor the estab-
lishment of a Foreign Exchange Committee It was
agreed that:

1 The Committee should consist of no more than 16
members and at least an equal number of alter-
nates. In addition, 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.

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

4. Initially, the terms of half of the members will be for
two years and half for three Thereatfter, to provide
for maximum participation in the Committee by
institutions eligible for membership, the term of
membership would be two years It is envisaged
that at the expiration of each member's term an
alternate would succeed to full membership

The composition of the Committee should be as fol-
lows:

5-6 East Coast Banks
2-3 Other U S. Banks
2-4 Foreign Banks

1-2 Investment Banks

1-2 Brokers (preferably to represent both foreign
exchange and Euro-deposit markets)

the president of FOREX USA, Inc (ex officio) and the
Federal Reserve Bank of New York (ex officio)
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Committee Procedures

The Committee wiil meet with a specified agenda of
items at least every alternate month The format of the
discussion, however, will be informal

In the event that a member 1s unable to attend a meet-
Ing, an alternate for that member may attend

Any recommendation the Committee wishes to make
on market related topics will be discussed and decided
upon only at its meetings Any recommendation or 1ssue
paper agreed to by the Committee will be distributed not
only to member institutions and their alternates, but also
widely to institutions that participate 1in the foreign
exchange market in the United States.

The Committee will have four standing Sub-
committees Membership, Trading Practices, Market
Structure, and Risk Management A representative of the
Federal Reserve Bank of New York will serve as chairman
of the Membership Subcommittee The Membership
Subcommittee will aid In the selection and orientation of
new members and assign members to the other stand-
ing Subcommittees Each Subcommittee other than the
Membership Subcommittee will meet at least quarterly
and report penodically to the full Committee.

The Committee or any of its standing Subcommittees
may designate ad hoc working groups to focus on spe-
cific 1Issues

Depending on the agenda of items to be discussed,
the Committee or its standing Subcommittees may
choose to invite other institutions to participate in dis-
cussions and deliberations

Summaries of discussions of topics on the formal
agenda of Committee meetings will be made available to
market participants by the Federal Reserve Bank of New
York on behalf of the Committee The Committee will also
publish an annual report which will be distributed widely
to institutions that participate in the foreign exchange
market in the United States.

Meetings of the Committee will be held either at the
Federal Reserve Bank of New York or at other member
institutions
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In addition to the meetings provided for above, ¢
meeting of the Committee may be requested at any time
by two or more members

Responsibilities of Committee Members

The Foreign Exchange Committee 1s composed o
institutions who participate actively in the foreigr
exchange markets as well as other financial markets
world-wide As a senior officer of such an institution, the
Committee member has acquired expertise that is invalu
able to attaining the Committee’s objectives The mem
ber's continuous communication with the markets world
wide generates knowledge which is necessary to the
Committee’s deliberations of market issues or problems
Effective Individual participation is critical if the collective
effort 1s to be successful

The responsibilities of membership apply equally to a
assoctated with the Committee, whether they are serving
currently as a formal member or an alternate member

The specific responsibilities of each member are

¢ To function as a communicator to the Committe:
and to the marketplace on matters of mutual inter
est, bringing issues and information to the Corr
mittee, contributing to discussion and research, an:
sounding out colleagues on issues of concerntoth
Committee

¢ To represent to the Committee the concerns of h
own institutton. In addition, to reflect the concerns«
a market professional as well as the constituenc
from which his institution 1s drawn or the profe!
sional organization on which he serves.

¢ To participate in Committee work and to volunte:
the resources of his institution to support tt
Committee's projects and general needs

To coordinate between the formal member and tt
alternate attendance at meetings and to commut
cate to the absent member on a timely basis the di
cussions and other items of import that occurred
each meeting. This responsibility is reciprocal witt
each designated set of formal and alternate mei
bers
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