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GHAIRMAN'S REPORT

he Foreign Exchange Committee reached several important milestones in 1997. As
part of its ongoing effort to forge closer links with international bodies that share a sim-
ilar mission, the Committee held a meeting overseas for the first time in its history. In
November, Committee members traveled to Singapore for a joint meeting with the Singapore
Foreign Exchange Market Committee to discuss recent market developments and to address
industry issues of mutual concern. Domestically, in February, the U.S. Supreme Court ren-

dered a decision in the case of William C. Dunn v. The Commodities Futures Trading

Commission that validated many of the views expressed by the Committee in its 1996 ami-
cus brief for the case. The Dunn decision marks an important step in providing legal cer-
tainty for foreign exchange trading in the United States. In the interest of improving its inter-
nal operation, in 1997 the Committee instituted a new organizational structure that replaced
the standing subcommittees with adhoc working groups. This reorganization has given the
Committee greater flexibility in responding to industry issues and in mobilizing the
Committee’s expertise and resources accordingly. Finally, the Committee continued existing
projects and initiated new endeavors in the areas of trading practices, market structure, and
risk management, while devoting considerable attention to the ongoing market develop-

ments that made 1997 a memorable year in foreign exchange.

The joint meeting with the Singapore Foreign Exchange Market Committee proved to be one of
the highlights of the Committee’s year. The early November meeting was especially timely given
the intensity of market attention on developments in Southeast Asia and Korea. Members of the
Singapore Committee led a market discussion outlining the events leading up to the turmoil in the
region, and members from New York shared their experiences in coping with similar Latin American
crises. The two Committees also compared their research findings on the effects of electronic
broking on the structure of the foreign exchange market. The works shared many observations,
including a narrowing in interbank spreads, an increase in price transparency, and greater com-
petitive pressures on the voice brokers. The day after the Singapore meeting, the Committee’s
Operations Managers Working Group presented its paper “Management of Operational Risks in
Foreign Exchange.” By the standing-room only attendance and the spirited question and answer
session that followed, it was clear that the Singapore community shares the Committee’s interest
in this critical topic. Rapid global integration and recent market developments underscore the
importance of establishing close relationships with organizations that seek to promote a smoothly
functioning foreign exchange market. The Committee hopes that the success of this meeting will
foster greater communication between Singapore and New York, and will serve as an impetus to

forge closer links with similar organizations around the world.



One of the most significant events of the year was the Supreme Court’s decision in the Dunn
case. The Committee has long maintained that the so-called Treasury Amendment excludes from
coverage under the Commaodity Exchange Act (CEA) activities of foreign exchange dealers enter-
ing into over-the-counter foreign exchange transactions—including over-the-counter foreign
exchange options. The opinion delivered by the Court closely parallels key positions advanced by
the Committee in its 1996 amicus brief on the subject. Also during the year, on two occasions |
had the privilege of representing the Committee before the U.S. Congress on proposed modifica-
tions to the Treasury Amendment. While there, | articulated the Committee’s strong support of the
revisions as a major step in providing legal certainty for foreign exchange markets in the United
States. The Committee will continue to monitor ongoing developments related to the Treasury
Amendment in an effort to ensure that any revision provides all types of foreign exchange trans-

actions, including foreign exchange options, with the broadest exclusion from CEA coverage.

The Committee’s 1997 structural changes involved its meeting schedule and organization.
Reflecting the increasing seniority of members within their firms, as well as the greater geograph-
ic dispersion of the membership, the Committee reduced the number of meetings per year from
ten to eight. Given the abbreviated schedule, the Committee strove to make each meeting more
issue-oriented, focusing on particular subjects such as the technical issues associated with
European Economic and Monetary Union (EMU), the growing interest in contracts for differences
as a mechanism to reduce foreign exchange settlement risk, and efforts to standardize market
practices and promote transparency in emerging markets. At the same time, the Committee
decided to organize itself around adhoc working groups, formed in response to particular issues
as they arise, rather than around standing subcommittees. The Committee also formalized its rela-
tionship to the Operations Managers Working Group and the Risk Managers Working Group by
designating liaisons to each body. These structural modifications have enhanced the Committee’s
work by permitting greater flexibility in allocating the Committee’s resources to particular issues

and by fostering greater communication between the working groups and the Committee.
The year also proved to be one of exceptional productivity for the Foreign Exchange Committee:

* The Operations Working Group published “Managing Operational Risk in Collateralized
Foreign Exchange,” a report highlighting best practices to reduce operational risks in this

rapidly growing business.

1997 FX Committee Annual Report



* The Committee completed a paper initiated in 1996 assessing the impact of electronic broking
on the foreign exchange market. The Committee envisions this paper as the first in a series

of publications that will address the ongoing effects of technology on the marketplace.

* The Committee’s electronic broking survey highlighted a need to establish standard market
practices and conventions for electronic trading. The Committee issued a letter related to this
subject advising dealers of the increased risks and obligations of holding stop-loss orders in
an environment in which trades may be matched twenty-four hours a day, seven days a
week. The Committee intends to include the advice contained in this letter, as well as other
measures, in its next revision to “Guidelines for Foreign Exchange Trading Activities,” which

was last updated in 1996.

» The Financial Markets Lawyers Group, in a joint endeavor with the International Swap and
Derivatives Association and the Emerging Markets Traders Association, developed a
set of FX and Currency Option Definitions that standardize trading documentation for
nondeliverable forwards and related emerging market transactions. Supplementing the
Definitions, the FMLG published addenda to the Foreign Exchange and Options Master
Agreement, the International Foreign Exchange Master Agreement, and the International
Currency Options Market Master Agreement that coordinate use of the Definitions with

these documents.

We present these publications and letters as part of the Annual Report’s selected
documents, and trust that they will provide value to market participants and encourage

productive discourse.

In addition to distributing formal publications in 1997, the Committee sponsored a series of
seminars to increase public awareness and understanding of the Committee’s work. Early in the
year, as part of its ongoing commitment to help foreign exchange market participants reduce
settlement risk, the Committee presented its 1996 paper “Guidelines for Foreign Exchange
Settlement Netting” to audiences in New York and London. Meanwhile, in June, the Committee
served as a joint sponsor, with the International Swap and Derivatives Association and the New
York State Bar Association, of a forum at the Federal Reserve Bank of New York on the impact of
EMU on U.S. financial markets. The forum’s primary purpose was to educate U.S. participants

on the operational, technical, and legal challenges posed by monetary union, and featured
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representatives from the Bundesbank, the Banque de France, the Bank of England, and the
European Monetary Institute, among others. The Committee intends to build on these efforts by

hosting a similar forum on EMU in 1998.

The Committee also launched a number of initiatives that will carry over into next year. The
most prominent of these efforts relates to the Committee’s ongoing interest in settlement risk.
During the course of the year, the Committee received periodic updates on the progress made
by the Group of Twenty in developing a continuous linked settlement (CLS) system that incorpo-
rates the most advanced delivery versus payment settlement methods. The CLS approach
addresses the settlement risk issue from the perspective of the payments system, leaving exist-
ing front-office trading conventions intact. The Committee also examined two alternative netting
mechanisms that would alter conventional trading practices—netting plus, which makes use of a
series of tom-next swaps to reduce bilateral settlement exposure, and the creation of a foreign
exchange derivative contract for differences (CFD). Interest in CFDs has been sparked by the
recognition that cash delivery is required in only a small percentage of foreign exchange trans-
actions. Rather than settling underlying currencies in a transaction, a viable CFD market would
permit market participants to settle only the mark-to-market difference between the contract rate
and the fixing rate, potentially providing a cost-effective means to reduce settlement risk sub-
stantially. Under its revised organizational structure, the Committee formed an adhoc working
group to assess the viability of CFDs as an alternative mechanism for reducing foreign exchange

settlement risk. The group anticipates presenting its conclusions to the Committee in 1998.

As always, the Committee also devoted considerable attention in 1997 to ongoing market
developments. Anticipation of EMU, the deterioration of economic and financial conditions in
Japan, and the turmoil in Southeast Asia and Korea provided rich material for stimulating
market discussions. Despite the extreme volatility associated with many of these events, partic-
ularly the Asian crisis, the foreign exchange market cleared huge volumes without complication.
This performance suggests that structural improvements advocated by the Committee with

respect to documentation, netting, and operations have proved their worth.

As the Committee prepares to enter its twentieth year, | am confident that the body of work com-
pleted in 1997, and the initiatives launched during the year, will prove valuable to market participants
and encourage productive discourse on many topics. Our upcoming anniversary serves as a useful
reminder of the important contributions the Committee makes in promoting a well-functioning foreign
exchange market in the United States and abroad.

John J. Finigan, Jr.
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LEGAL INITIATIVES OF THE FOREIGN
EXCHANGE COMMITTEE

he Foreign Exchange Committee’s legal initiatives seek to promote greater under-
standing 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 busi-
ness practices. In conjunction with the Financial Markets Lawyers Group (FMLG), the

Committee pursued the following initiatives in 1997:

 As part of its ongoing efforts to develop standardized documentation for foreign exchange
transactions, in February 1997 the Committee endorsed revisions to a series of master
agreements, including the International Foreign Exchange Master Agreement (IFEMA),
the International Foreign Currency Options Master Agreement (ICOM), and the Foreign
Exchange and Options Master Agreement (FEOMA). Work on the revised master agree-
ments was performed by the FMLG in concert with the British Bankers’ Association, the
Canadian Foreign Exchange Committee, and the Tokyo Foreign Exchange Market
Practices Committee. During the balance of the year, the FMLG obtained legal opinions
from multiple jurisdictions establishing the enforceability of settlement and close-out net-
ting provisions under local laws; the FMLG intends to solicit opinions for additional juris-
dictions in 1998.

The FMLG, in a joint endeavor with the International Swap and Derivatives Association
(ISDA) and the Emerging Markets Traders Association, developed a set of FX and Currency
Option Definitions to standardize foreign exchange trading documentation related to nonde-
liverable forwards. Reflecting the rapid evolution of the foreign exchange market since the
original version of the definitions was published in 1992, the scope of the revised definitions
was expanded to include transactions involving major market and emerging market curren-
cies, and deliverable and nondeliverable (cash-settled) transactions. The 1998 version also
revises the definitions of foreign exchange spot, forward, and options transactions. Given
the nature of market practices in the emerging markets, the definitions pay particular atten-
tion to confirmations for transactions in emerging market currencies, defining disruption
events and disruption fallbacks from which counterparties can establish an agreed method
for settlement upon the occurrence of enumerated events. The definitions and supporting
documentation can also be used with both IFEMA- and ISDA-style master agreements.

The prospect of European and Economic and Monetary Union (EMU) has tremendous legal
implications for U.S. participants in European financial markets. In anticipation of the euro’s
introduction on January 1, 1999, the FMLG supported legislative initiatives to ensure the
continuity of U.S. contracts involving the currencies of participating EMU countries. By
stipulating that the euro will serve as a commercially reasonable substitute for the
currencies of participating countries, the legislation addresses potential complications in
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contracts involving a participating member’s cur-
rency and another currency, or two participating
members’ currencies, among others. The legisla-
tion passed in New York state and was signed into
law by Governor George Pataki in July 1997.
Separately, in an effort to educate U.S. partici-
pants on the legal and operational challenges
posed by monetary union, the Committee served
as a joint sponsor, with ISDA and the New York
State Bar Association, of a June forum on the
impact of EMU on U.S. financial markets.

As part of ongoing efforts to help market partic-
ipants reduce foreign exchange settlement risk,
the FMLG, in conjunction with the British
Bankers’ Association (BBA), began work on a
form of cross-product master agreement that
nets amounts due at settlement under separate
master agreements. The FMLG and the BBA
are targeting 1998 as a date for finalization of
the cross-product master agreement.

The FMLG, in conjunction with outside counsel,
continued to advance the Committee’s views
with respect to proposed revisions to the
Treasury Amendment of the Commodity
Exchange Act (CEA). On two separate occa-
sions, the Committee submitted statements
before the United States Congress in strong
support of the proposed modifications, particu-
larly the clarification that transactions in or

involving foreign currency are covered by the
Treasury Amendment and, therefore, excluded
from CEA coverage. The proposed revisions
would provide important legal certainty regard-
ing the enforceability of foreign exchange trans-
actions involving U.S. market participants.

Apart from these initiatives, one of the most signifi-
cant developments of the year was the U.S. Supreme
Court’s decision in the case of William C. Dunn v. The
Commaodities Futures Trading Commission. The opin-
ion expressed by the Court, confirming the exclusion
of over-the-counter foreign exchange transactions
from coverage under the CEA by the Treasury
Amendment, validated many of the positions
advanced by the Committee in its 1996 amicus brief
on the subject. The Committee will continue to moni-
tor ongoing legislative initiatives related to the
Treasury Amendment in an effort to ensure that pro-
posed modifications provide all types of foreign
exchange transactions with the broadest exclusion
from CEA coverage.

Committee endorsed master agreements and other
publications may be viewed and downloaded from the
Foreign Exchange Committee’s World Wide Web site
at www.ny.frb.org/fxc/fxc.html. Copies may also be
obtained by contacting the Committee’s Executive
Assistant at (212) 720-6651.
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GOMMITTEE RELATIONSHIPS WITH
OTHER INDUSTRY BODIES

he rapid global integration of the foreign exchange marketplace, and the corresponding

expansion of linkages across financial products, have prompted the Committee to con-

sider its relationships with other organizations that share a similar mission in promoting

well-functioning financial markets. The Committee’s desire to expand these relationships cul-

minated this year in the joint meeting with the Singapore Foreign Exchange Market

Committee in November.! The Committee hopes that the success of this meeting will provide

a basis for greater communication between Singapore and New York, perhaps leading to a

future joint endeavor, as well as serve as an impetus to forge closer links with similar organi-

zations around the world. Meanwhile, the Committee will continue to consider issues, such

as the growing interest to consolidate global booking arrangements, that might benefit from

more active international collaboration.

Many of the issues considered by the Committee are also of interest to professional orga-

nizations representing other markets. As such, the Committee this year embarked on a joint

initiative with the International Swaps and Derivatives Association and the Emerging Markets

Traders Association to develop a set of FX and Currency Option Definitions that standardize

trading documentation for nondeliverable forwards and related emerging market transac-

tions. The Committee anticipates this endeavor, effectively drawing on expertise across dis-

ciplines, to serve as a model for addressing future cross-market issues as they develop. The

Committee will continue to solicit the expertise of other industry bodies and to share its own

resources when a collaborative effort can make an important contribution to enhancing the

performance of global financial markets.

1For a discussion of the Committee’s joint meeting with the Singapore Foreign Exchange Market

Committee, see the “Chairman’s Report,” p.1.
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REPORT OF WORKS-IN-PROGRESS

he Committee initiated a series of projects that will continue throughout 1998. The
most prominent of these efforts relates to the Committee’s ongoing interest in settle-
ment risk issues, as described in the “Chairman’s Report.” The Committee will also

continue its work on a number of other initiatives, including:

« A set of guidelines establishing best practices for confirmation of currency options, drafted
by the Operations Managers Working Group. Given the rapid growth in foreign exchange
options trading over the past five years, this initiative will establish guidelines to promote
standardized processing of options transactions, similar to the straight-through processing
that has already become standard practice in conventional spot trading.

« A set of guidelines, drafted by the Operations Managers Working Group, establishing trading
practices for dealing with nonfinancial institutions. The guidelines will summarize market con-
ventions related to trade execution, confirmation, and settlement in an effort to encourage
corporate customers and other nonfinancial institutions to adopt standard industry practices.

« Consideration of the implications of European Economic and Monetary Union for U.S.
market participants, an effort that is being led by the Operations Managers Working
Group. The Committee intends to host a seminar on the subject in 1998.

* A cross-product master agreement that nets amounts due at settlement under separate
master agreements. As part of the Committee’s ongoing efforts to help market partici-
pants reduce foreign exchange settlement risk, the Financial Markets Lawyers Group
has advanced this issue jointly with the British Bankers’ Association.

In addition to these endeavors, the Committee will continue to monitor market and indus-
try developments to identify and pursue prospective issues in the areas of trading practices,
market structure, and risk management. Two items that appear particularly worthwhile are
the establishment of standard market conventions for electronic trading and the growing

interest of dealers in consolidating global booking arrangements and trading in one name.
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MEMBERSHIP
SUBGOMMITTEE REPORT

he Membership Subcommittee advises the Federal Reserve Bank of New York on

potential candidates for Committee membership, makes recommendations regarding

Committee assignments, and considers changes to the Committee’s organizational
structure. Given the rapid evolution of the foreign exchange market, the Subcommittee also
evaluates the composition of the Committee to ensure the fair representation of all interests
in the market at all times. In recent years, the Committee has added representatives from the
electronic broking community and from foreign exchange dealers other than banks and
investment banks. As part of the Committee’s ongoing efforts to establish more formal links
with other market constituencies, in 1997 the Subcommittee discussed whether at some point
members of the customer community—such as sophisticated corporations or hedge funds—
should be considered for membership. At present the Committee agreed to invite represen-
tatives from non-intermediaries to individual meetings when their perspective could make a

valuable contribution to the Committee’s work.

In January 1997, the Committee approved a revised “Document of Organization” that
includes several changes to its organizational structure. As part of this reorganization, the
Committee disbanded its standing subcommittees in risk management, market structure,
and trading practices, and decided to organize instead around adhoc working groups formed
in response to particular issues as they arise. The Committee maintained the Membership

Subcommittee as its only standing subcommittee.
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ADVISORY ROLE OF THE FOREIGN
EXCHANGE COMMITTEE

principal purpose of the Foreign Exchange Committee is to advise the Federal
Reserve Bank of New York on issues related to the foreign exchange market.
Committee discussions provide an opportunity for members representing various
types of institutions to offer their assessments of recent market developments and trading
conditions. Such discussions are particularly useful during periods of increased market
stress or heightened volatility, as witnessed this year during the Asian currency crisis. In
addition to a review of exchange rate trends, Committee meetings also provide a forum for
members to highlight industry developments that warrant Committee attention. Such dis-
cussions typically cover a broad range of topics, including trading practices, market struc-

ture, operations, and risk management.

One recurrent theme at Committee meetings in 1997 related to potential structural

changes in the marketplace. This concern reflected a variety of recent developments:

 Greater price transparency caused by electronic broking. In a follow-up to the electronic
broking discussions and survey initiated in 1996, members noted that the efficiency of the
price discovery mechanism continues to erode spreads available for market-making
activities. This ongoing process has broad ramifications for traditional providers of liquidity,
prompting firms to place less emphasis on market-making activities and more on value-
added services, and encouraging additional consolidation in the industry.

 Potential innovations in reducing foreign exchange settlement risk. Committee members
considered the potential impact of new settlement risk reduction tools on future trading.
The ramifications of contracts for differences (CFDs) for front-office trading conventions
received considerable attention given the possible bifurcation of the market into CFD
and cash components.t

1See related discussion on CFDs in the Chairman’s Report, p.1.
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e European Economic and Monetary Union (EMU). In addition to considering the techni-
cal and legal challenges EMU poses to U.S. market participants, members also initiated
a discussion on how monetary union might affect front-office trading conventions such
as the quoting of prices to customers. The Committee intends to pursue this subject in
more depth in 1998.

In addition to these potential market structure issues, the Committee also provided advice
on the effort to standardize foreign exchange trading documentation related to nondeliver-
able forwards, the upcoming BIS settlement risk survey by the Group of Ten central banks,

and next year’s triennial “Foreign Exchange Turnover Survey.”
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MEETINGS OF THE COMMITTEE

Having adopted an abbreviated meeting schedule in 1997, the Committee met only eight times during the year.
Most meetings were held late in the afternoon and were followed by dinner. Members of the Committee fre-
quently hosted the afternoon meetings and dinners at their institutions; occasionally, luncheon meetings were

held at the Federal Reserve Bank of New York.
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1997 Meetings

1998 Schedule

January 9 January 8
February 6 February 5
March 6 March 5
May 8 May 7
June 5 June 11

September 11
October 9

November 6

September 10
October 8

November 5
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1997 FOREIGN EXGHANGE
GCOMMITTEE ASSIGNMENTS

Committee Chairman John Finigan
Operations Managers Working Group Liaisons Stephen Bellotti
Lewis W. Teel
Risk Managers Working Group Liaisons Paul Kimball
Andrew Siciliano
Trading Practices Issue Coordinators Lloyd Blankfein

Jamie Thorsen

Communications Issue Coordinator David Puth

Membership Subcommittee Dino Kos (Chairman)
Matthew Lifson
David Puth

William Rappolt

Lewis W. Teel

The Committee was restructured in 1997. The use of standing subcommittees was discontinued in favor of the creation of
adhoc subcommittees around specific issues. In view of the contributions of the working groups, and in an effort to promote
greater communication between the working groups and the Committee, the working group liaison assignments were created.
In addition, the Committee felt that there was a need to designate members as issue coordinators for trading practices and
communications. For additional details concerning the Committee’s restructuring, see the Committee’s “Document of
Organization” or the “Chairman’s Report.”
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1998 FOREIGN EXGHANGE
GCOMMITTEE ASSIGNMENTS

Committee Chairman John Finigan
Operations Managers Working Group Liaisons Stephen Bellotti
Lewis W. Teel
Risk Managers Working Group Liaisons Paul Kimball
Andrew Siciliano
Trading Practices Issue Coordinators Lloyd Blankfein

Jamie Thorsen

Communications Issue Coordinator David Puth
Membership Subcommittee Dino Kos (Chairman)
Don Lloyd
David Puth

William Rappolt

Lewis W. Teel
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TRANSMITTAL LETTER

REGARDING THE MANAGEMENT OF
OPERATIONAL RISK IN COLLATERALIZED
FOREIGN EXCHANGE

New York, NY 10045 September 25, 1997
Telephone: 212 720-6651

Facsimile: 212 720-1655

E-Mail: fx.committee@ny.frb.org

http://www.ny.frb.org/fxc/fxc.html

Dear Foreign Exchange Professional:

As part of our continuing effort to enhance the integrity of the foreign exchange market through
the promotion of sound business practices, enclosed please find a copy of the Foreign Exchange
Committee’s Managing Operational Risk in Collateralized Foreign Exchange. This paper highlights
the unique operational risks associated with collateralized foreign exchange trading, a rapidly grow-
ing business in many institutions. The paper also recommends a set of Best Practices to reduce
those risks. We encourage market participants to implement immediately those Best Practices that
can be readily adopted, while actively managing the process to implement the others as appropri-

ate for their institutions.

This document focuses on operational risks related to trade capture and confirmation, trade
settlement and payment netting, portfolio valuation and margining, and collateral management,
and briefly addresses documentation requirements. In addition to the operational risks specifi-
cally identified in the paper, management also should remain aware of other risks related to col-
lateralized foreign exchange, such as the legal risk associated with the perfection of security
interests in collateral. Furthermore, although collateralization may reduce credit and settlement
risks, it does not obviate the need for an affirmative credit decision before the initiation of collat-
eralized foreign exchange trading with a counterparty. The Committee wishes to underscore that

failure to control these legal and credit risks can result in loss.

Please do not hesitate to contact me or other members of the Committee with questions or
comments regarding the Committee’s work. Copies of this paper and the Committee’s other pub-
lications may be viewed online or downloaded for later viewing from the Federal Reserve Bank of

New York's World Wide Web site at www.ny.frb.org/fxc/fxc.html.

Sincerely yours,

John J. Finigan, Jr.
Chairman
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MANAGING OPERATIONAL RISK

IN GOLLATERALIZED
FOREIGN EXCHANGE

ollateralized foreign exchange (FX) trading is a

type of trading done between counterparties

when one or both counterparties pledge collat-
eral with the other to reduce credit and settlement
risk. The fact that collateral is required does not
eliminate the need for an affirmative credit decision
for this special type of collateralized credit line.
Collateralized FX trading has opened up the FX
market to smaller companies, asset/investment
managers, and high-net-worth individuals who are
professional investors.

Although collateralization of the FX trading may
reduce some credit and settlement risk, it does not mit-
igate all risks such as legal risk associated with the per-
fection of security interests in collateral. Consequently,
legal counsel should be consulted before a counter-
party commences collateralized FX trading. Further,
operational risk is actually increased; credit losses can
still occur because of incorrect margining or misman-
agement of collateral. Failure to address and control
any of these risks can also result in losses of business
from reputational damage.

This document focuses on unique operational
risks associated specifically with collateralized FX
trading and recommends Best Practices that many
market participants are implementing to reduce the
operational risk associated with collateralized FX
trading. We urge market participants to review these
Best Practices with an eye toward implementing
those that can be adopted immediately while actively
managing the process to adopt the others as appro-
priate to their institutions. We recognize that future
experience and innovation will lead to new Best
Practices over time.

1997 FX Committee Annual Report

Because this document focuses on operational
risks, documentation requirements are not addressed
in great detail. In most financial institutions, documen-
tation negotiation and tracking are not operational
responsibilities. However, the sales and trading desks,
as well as the operations and credit areas, must be
fully informed of the terms of applicable legal agree-
ments and must institute procedures to ensure that
they are followed.

The key to collateralization of FX trading by a
financial institution is the proper margining of a
counterparty’s trading account to cover adequately
that counterparty’s foreign exchange exposures to
the financial institution. Margining can only be done
effectively with accurate tracking and valuation of the
collateral, as well as correct valuation of the current
FX positions held by the counterparty. Operational
technology and procedures should be functioning at
a level of detail such that operations staff can prop-
erly process the FX deals that are being done and
ensure the financial institution that the counterparty
is properly collateralized. Automated processes are
a key step in controlling the operational risks
involved in collateralized FX trading.

The Best Practices are aimed at the collateraliza-
tion of spot and forward FX trades with nonfinancial
institution counterparties. While the recommended
practices can for the most part cover collateralized FX
options, such FX options are not specifically men-
tioned. One factor to consider when handling collater-
alized FX options (also known as leveraged currency
options) is portfolio valuation methodology, which is
not discussed here. In addition, while we recognize a
trend in cross-product collateralization that includes

21



interest rate swaps, asset swaps, foreign government
securities, and similar products, we have not
addressed these financial products.

A few terms used throughout the document should
be clarified.

Collateral:

An asset pledged to a counterparty, who in turn
has the right to apply it against any losses that
the counterparty may incur if the counterparty
pledging the asset defaults.

Collateralization:

In the context of these Best Practices, obtaining
a security interest in an asset in order to secure
margins that have been established with a
counterparty.

Credit enhancement agreement:

The generic term for the documents used to
establish a collateralized FX relationship with
the counterparty, whether or not as an annex to
a netting agreement. Examples include the
ISDA Credit Support Annex or a margin trading
supplement to IFEMA or FEOMA. (At this time,
there is no standard published margin trading
supplement to IFEMA or FEOMA..)

Credit risk area:

The department in the financial institution that
(i) assesses the probability that a counterparty
will be financially unable to fulfill its payment or
settlement obligations and (ii) establishes credit
lines to limit the financial institution’s exposure
to such defaults.

Exposure:

The sum effect of the mark-to-market value of a
counterparty’s open positions and cash-versus-
collateral value. Exposure can be reduced by
the use of legally enforceable and operationally
feasible netting agreements.

Margining:

Margining is the monitoring aspect of handling
a collateralized FX account and is used to
describe the marking to market of a
counterparty’s trading account value versus the
value of collateral pledged less any haircuts to
determine if the counterparty’s exposure is
adequately collateralized.

Margin Tracking System:
The system used to monitor and process
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collateralized FX trading activity. The system
should have the ability to calculate the value

of a counterparty’s portfolio and track pledged
collateral in order to determine if exposure to a
counterparty is sufficiently collateralized. The
system should also allow for netting and apply
other criteria as defined in the applicable credit
enhancement agreement.

Portfolio:

The net exposure in a counterparty’s trading

account, including all open FX trades and the
cash balances and collateral relating to such

transactions.

TRADE CAPTURE AND CONFIRMATION

The trade capture and confirmation of collateral-
ized FX trades should be treated in exactly the same
manner as noncollateralized FX trades. See the doc-
ument, “Management of Operational Risks in Foreign
Exchange,” released in April 1996 by the Foreign
Exchange Committee, for further best practices relat-
ed to timely trade entry and confirmation. The act of
margining the collateralized trading accounts is an
additional step in the processing of FX transactions.
Again, collateralized FX trading is subject to all the
operational risks of FX trading as well as the credit
and operational risks of managing collateral.

Best Practice No. 1: Timely Trade Entry

All collateralized FX trades should be
entered in the margin tracking system

as quickly as possible to update the
counterparty’s portfolio on a real-time

basis in cases where a financial institution’s
credit policy requires real-time margining.

The counterparty’s portfolio should have all trades
correctly entered in a margin tracking system as
soon as possible to ensure the proper margining
of the trading account. If trades are left out of a
counterparty’s portfolio, the portfolio value will be
incorrect and may leave the institution undercol-
lateralized and at risk.

If a trade is executed by an asset manager or
investment advisor, then the asset manager or
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investment advisor should provide account
breakdowns before the end of the day on which
the trade is booked to ensure proper margining.
Normally, each account trading through a single
investment advisor must be separately margined.

Best Practice No. 2: Electronic Interfaces
between Margin and FX Processing Systems

If a margin system is separate from a
corresponding FX trade settlement system,
trade capture interfaces between the two
systems should feed trade information and
perform an automatic reconciliation of trade
data. In addition, the market value of the
collateral in the margin system should be
consistent with that of the system that
processes the collateral product.

Accurate trade data in the margin system are
required to ensure the correct margining of a
counterparty’s trades at all times. A daily
reconciliation between the two systems should
be performed. Ideally, this reconciliation will be
automatic, not manual. Collateralization is only
fully effective in reducing risk if the margining of
the accounts is accurate.

Additionally, if collateral valuation is not
performed by the system that performs the
processing of that type of asset (for example,
the securities processing system for Treasury
bills), a procedure should be in place to ensure
that the rates and the firms valuation methodol-
ogy for that asset type are consistent. Such a
procedure will reduce risk caused by incorrect
valuation of the collateral.

Collateralized FX counterparties may require
statements of their margin accounts (including
portfolio valuation and margin call support)
which can be separated from the trade
confirmation process.

TRADE SETTLEMENT AND
PAYMENT NETTING

Payment netting is the act of aggregating all
cash flows with a specific counterparty for a

1997 FX Committee Annual Report

specific date in order to have only one cash
flow for each currency.

Best Practice No. 3:
Position Close-Out Agreements

Ideally, agreements should be made with
collateralized counterparties stipulating that
all foreign currency positions be closed out
by the value date of the deals.

Closing out currency positions will leave the
collateralized counterparty with a cash amount
of profit or loss to settle on the value date.
Normally this cash amount is in U.S. dollars,

but it could be in any currency. At some institu-
tions, these amounts are termed compensations
or offsets. The net settlement on any given value
date would then consist of only one cash pay-
ment to or from the counterparty. (The financial
institution will reduce settlement risk by reducing
the size of the possible payment failure.)

Some counterparties will prefer currency
delivery to automatic close-out; if the execution
of close-out agreements is not possible, see
Best Practices Nos. 4 and 5 below.

Best Practice No. 4:
Settlement Netting Agreements

A netting agreement should be part of

the credit enhancement agreement signed
by each collateralized counterparty.

The netting agreement should specify
that all payments in a given currency for a
specific value date be netted against each
other so that only one payment in that
currency is required.

If all positions are not closed out as described
in Best Practice No. 3 above, settlement risk
can be reduced by netting any residual pay-
ments, although netting may be advisable even
when there are closed-out trades. The netted
payment amounts will reduce the amount of
cash flows in settling the transaction. The
standard IFEMA (or the recently released
FEOMA) and a corresponding credit enhance-
ment agreement can adequately address this
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requirement. Each institution should designate
specific departments—which may include credit,
legal, operations, and trading—to review and
approve these agreements.

Netting benefits may also be obtained with a
broader (cross-product) netting agreement such
as the ISDA Credit Support Annex.

Trade settlement, which includes the payment
and receipt of the currencies being traded, is
normally handled by the FX processing system.
If a collateralized counterparty wishes to settle
an FX position rather than close it out, the
settlement process should be managed more
carefully to control the settlement exposure.
Additional measures that should be taken when
dealing with collateralized FX settlements in
order to reduce the settlement risk.

Best Practice No. 5:
Contingent Payment Release

Payment release is a credit decision.
Until a settlement line is granted, no
principal settlement amounts should be
released to a collateralized counterparty
until full payment of the currency owed by
them has been received, or unless the
payment is fully collateralized.

Payments on an FX deal may require a credit
decision. In order to manage settlement risk,
payments may be handled (1) by accepting
separate collateral, (2) by granting a settlement
line, or (3) on a payment-versus-payment (PVP),
or contingent, basis. A PVP payment release
occurs only after the financial institution receives
confirmation that the funds transfer from its
counterparty is irrevocable. If the collateral
processing and FX processing systems are
separate, clear procedures should be established
to ensure that FX payments are not made until
the collateral processing system confirms that
there is adequate collateral to cover the
counterparty’s outstandings.

A financial institution should consider and
resolve questions about payment releases to a
counterparty before trades are entered into with
such a counterparty.

PORTFOLIO VALUATION AND MARGINING

Portfolio valuation involves calculating the value
of the trading account that is being collateralized.
Included in this portfolio are the open trades held by
the counterparty, the cash flows of positions that
have been closed out but have not yet reached the
value date, and the collateral itself. In order to net
these amounts, the parties must enter into a legally
enforceable netting agreement along with a credit
enhancement agreement (see Best Practice No. 4
above). The current portfolio value is used to deter-
mine whether the counterparty is sufficiently collat-
eralized. Therefore, the information used to value
the portfolio must be accurate, up-to-date, and veri-
fied independently.

The system used to monitor and process collater-
alized FX trading activity should have the ability to
determine the value of a counterparty’s portfolio and
thus to determine whether a counterparty’s trading
account is sufficiently collateralized. Institutions dif-
fer in their methods of assessing the value of a coun-
terparty’s portfolio. One method is to calculate the
maximum downside risk (MDR) of a counterparty
portfolio. The MDR is the most that a counterparty
could lose based on (l) open positions and (2) the
maximum market movement. The MDR is the worst
case scenario of what could happen in a pre-defined
period if a counterparty held the same positions.
Another method is to calculate the current value of
the counterparty’s open positions and compare this
profit or loss to the collateral on hand.

Whatever risk calculation methodology is employed,
the financial institution’s FX collateral system should be
able to determine if the counterparty’s collateral is
valuable enough to cover any shortfalls. If the collater-
al is insufficient under the terms of the applicable cred-
it enhancement agreement, based on the standards
set for margining (which vary from counterparty to
counterparty and institution to institution), then the sys-
tem should notify sales, trading and operations imme-
diately that a counterparty is undercollateralized.

Best Practice No. 6: Real-Time Rate Update

Rates used to revalue the open FX positions
should be updated on a real-time basis to
ensure that the current portfolio value
properly reflects changes in the market value.
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The system used to perform the margining of the
counterparty accounts should have a real-time
rate feed from a reliable, independent rate source.
The portfolio will then be revalued as often as

the rates are updated on the rate source. The
system should have the means to warn users

if off-market rates are received. Such a
mechanism may be created by establishing rate
exception parameters. A system incorporating
this mechanism will recognize if new rates vary
significantly from the last rates input.

Best Practice No. 7: Cash Flow Update

Cash flows, which represent funds to be
paid or received by the counterparty at a
future date, should be removed from the
counterparty portfolio only after it has
been confirmed that the funds have
actually been paid or received through
an irrevocable transfer.

When FX positions have been closed out (that
is, the same amount of foreign currency has
been purchased and sold in the counterparty
account), the profit and loss resulting from the
purchase and sale must be settled. When the
counterparty has profited on the trades, the
cash flow is a receivable to the counterparty
until the value date when the funds are actually
received by the counterparty. In this case, the
cash flow is an asset, increasing the value of
the portfolio and potentially decreasing the
collateral requirements. Once the funds have
been sent to the counterparty, the cash flow is
“settled,” or removed from the portfolio since
the payment obligation has been fulfilled by the
financial institution. Alternatively, when the
counterparty has suffered losses on trades, the
cash flows are liabilities to the counterparty,
which lower the portfolio value by the amount
owed, potentially increasing the collateral
requirements. Once the funds have been
received by the financial institution, then the
counterparty obligation is eliminated and the
liabilities are removed from the portfolio.

These cash flows should be “settled” or removed
from the portfolio only after confirmation that the
funds have been paid or received so that coun-

terparty portfolio and trading account information
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is never overstated. This is an important part of
reducing the risk of incorrect margining.
Furthermore, no payments to a counterparty
should be made that will leave an institution’s
collateral account in a deficit the next day. Cash
movements should be considered relative to
settlements the next day (T+1) and the impact
on the collateral requirements. Ideally, an elec-
tronic link between the settlement and the
collateral systems will reconcile the cash flows
to the pay or receive messages. Once the cash
flows and payments have been reconciled and
the next day’s (T+1) collateral position assessed,
the cash flows should be removed from the
counterparty’s account.

Best Practice No. 8: Real-Time Monitoring
of Counterparty Positions and Margin

Because of the volatile and global nature of
the FX markets and the uncertain creditwor-
thiness of counterparties, counterparty
positions and profit or loss against the
available collateral should be monitored on
a real-time basis, twenty-four hours a day.

Supporting collateralized FX trading may be a

global task. Positions can be monitored at one
site for the full twenty-four hours span or from

multiple sites around the world, with each site

assuming responsibility for some portion of the
twenty-four hours.

Reaction to international events or economic
data may result in uncertain market conditions
and extreme movements in currency and/or
collateral values. Periods of high volatility and
extreme market moves may also increase
counterparty credit exposures. Procedures
should provide for crisis management during
these periods to ensure active monitoring of
margin requirements and calls as well as
added management oversight and escalation.

Best Practice No. 9:
Strict Adherence to Margin Calls

The operations area should notify the sales
and trading desk and the counterparty
immediately if a counterparty requires a

31



margin call. The counterparty should be
asked to respond—that is, to pledge addi-
tional collateral or to close out open posi-
tions—within a minimal period of time.

The procedures for handling margin calls vary
from institution to institution. It is critical that
these procedures be clearly documented and
available to all personnel supporting the collat-
eralized FX accounts. Additionally, margin call
requirements and procedures (specifically,
margin call deadlines and threshold amounts)
should be clearly set forth in the underlying
credit enhancement agreement. Cutoffs for
meeting margin calls should be established
(including time elapsed before close-out) and
closely monitored.

Failed margin calls should be reported immedi-
ately to the credit risk manager and sales or
trading manager for approval or decision on

the next course of action, which could include
closing out positions. It is important that
additional approvals or notification be required
when a margin call is overridden. The credit
enhancement agreement should address how
long trading activity may continue after a margin
call is not met. Because disputes in margin calls
may arise, procedures for handling these dis-
putes should be clearly established in this agree-
ment before counterparty activity begins.

COLLATERAL MANAGEMENT

One key to successful collateralization is the proper

management of collateral, including its valuation and the
creation of a perfected security interest. The process of
collateral management typically involves several differ-
ent support areas, their exact identity depending on the
types of collateral accepted. Timely communication of
information between the various areas is essential to
manage the exposure from counterparties’ positions.
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Best Practice No. 10:
Approved Collateral List

The institution should maintain a list of
types of collateral that are approved for
collateralized FX trading in general and
should tailor the list as necessary to each

counterparty. The list should be initiated
and approved by the credit risk area with
input from sales and trading management.

Best Practice No. 11:
Establishment of Haircuts on Collateral

Certain types of collateral should be valued
at a percentage of the market value in order
to reduce market risk. Collateral should be
valued at least daily.

Noncash collateral should be given a haircut
(that is, valued at lower-than-market value)
because of market risk associated with that
collateral’'s value. Cash collateral not in the
financial institution’s base currency should also
be given a haircut because of exchange risk.
The magnitude of the haircut depends on the
relative risk of the collateral instrument, which
reflects creditworthiness, volatility, and tenor, as
well as liquidity. The haircut amounts should be
approved by the credit risk area with input from
sales and trading management.

Collateral such as securities and foreign
currency should be valued at least daily using
rates obtained from independent sources.
Valuing collateral on an intraday basis may be
appropriate in situations of high market volatility.

Best Practice No. 12:
Proper Possession and Control of Collateral

Collateral should be legally pledged by the
counterparty so that the pledgor cannot use
that collateral without authorization from the
pledgee. Collateral should not be added to
the counterparty portfolio until confirmation
has been received that the collateral is
secured and that the transfer is irrevocable.

If the collateral is not properly secured, the coun-
terparty, anticipating losses, could withdraw the
collateral before paying for any losses. Collateral
should be legally pledged to and/or by the coun-
terparty in a manner that perfects a security inter-
est in the collateral, thus restricting withdrawal of
collateral unless agreed to and released by the
pledgee. The method of perfection may vary by
collateral type and by jurisdiction.
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The collateral account name should be such
that the pledgee’s legal rights to the collateral
are protected to the utmost. In-house or external
legal counsel can provide guidance on how to
achieve the best security perfection. Collateral
should only be included in the counterparty
portfolio when its receipt has been confirmed
and is supported by a legally enforceable
pledge agreement. This also applies to substitu-
tion of collateral.

An electronic link between the custody area
that receives collateral and marks it as pledged
and the collateral system is highly desirable. If
the collateral is not held directly by the pledgee
or one of its affiliates, a third-party professional
custodian/depository with an experienced staff
and established systems and procedures
should be given legal responsibility for securing
the collateral. Daily collateral statements from
this custodian (whether the custodian is a third
party or affiliated with the financial institution)
should be obtained in order to reconcile collat-
eral positions.

Best Practice No. 13: Return of Collateral

Two steps should be taken when a counter-
party requests the return of collateral:

(1) the account should be evaluated to ensure
that the counterparty will continue to be
sufficiently collateralized once the requested
amount of collateral is removed from the port-
folio, and (2) as soon as the instructions to
send back the collateral have been given and
accepted, the collateral should be removed
from the counterparty’s account.

Before honoring any request for the return of
collateral, a financial institution should evaluate
the counterparty’s trading account to ensure
that the counterparty will be sufficiently collater-
alized after the requested collateral is returned.
This evaluation should include ensuring that all
recent trade activity has been input and that
rates used to revalue the positions are current.
A transfer threshold should be agreed upon
with the counterparty to avoid excessive and
costly collateral transfers. The counterparty’s
account should be immediately reduced by the
amount of collateral returned. A financial institu-
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tion should be able to perform these functions
quickly and efficiently so that if a counterparty
has a right to have its collateral returned (if, for
example, its positions move into the money),
the collateral is returned promptly in accor-
dance with the terms of the applicable credit
enhancement agreement.

Best Practice No. 14:
Reconciliation of Collateral

Collateral should be reconciled daily
between the collateralized FX system and
the systems used by the areas actually
holding and processing the collateral.

It is important that the pledgee’s FX collateral
system and the systems used by the collateral
custodian be reconciled. Ideally, electronic
interfaces between these systems will update
the collateral amounts as soon as they are
updated by the custody areas. A daily electronic
reconciliation is highly desirable because of its
speed and accuracy.

The pledgee should clearly define the time
limits for all required communications with its
collateral custodian. The pledgee must notify
the custodian of incoming or outgoing collateral,
and the custodian must inform the pledgee

of receipts and fails within agreed-upon time-
frames to reduce any additional risk. The
applicable custodian agreement as well as the
pledgee’s procedures must indicate the
required time frames for notifications of and
delivery of collateral. These time frames should
also cover additional margin calls.

DOCUMENTATION

Best Practice No. 15:
Maintenance of Complete Counterparty Files

Netting, credit enhancement, and custodian
agreements should be signed and kept on file
in the documentation area. Collateralized trad-
ing should not begin until sufficient documen-
tation has been received, unless the credit risk
area has approved uncollateralized exposure.
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Operations and sales and trading personnel
should ensure that all documentation for a new
collateralized counterparty has been received
and is on file before trading commences.
Documentation on file should also include internal
credit approvals, counterparty account setup
forms, custody agreements, and pledge agree-
ments. In-house or external legal counsel can
provide guidance as to the most appropriate forms
of documentation and the rights of any counter-
party pledging collateral, which may or may not
emanate directly from such documentation.

Sales, trading, and operations should have a thor-
ough understanding of the terms and conditions
of these documents and their own roles in the
process of collateralized FX trading. In particular,
these areas should understand the risks involved
in this business and the procedures used to
reduce these risks.

CONCLUSION

These Best Practices have been found to be of
value in reducing the operational risks of collateral-
ized FX trading. Because of the variety of opera-
tional areas and systems typically involved in this
type of trading, communication is a key factor in
reducing risk. Whether the communication is verbal
or electronic, there should be an effective exchange
of information between the sales and trading desk,
operations, the counterparty, and custodian(s) of
counterparties when engaging in collateralized FX
trading. Constant and real-time communication is
the only way to provide all parties with accurate and
timely information, and to reduce financial risk.
Additionally, clearly defined responsibilities and
procedures are critical to effectively controlling col-
lateralized FX trading.
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TRANSMITTAL LETTER

REGARDING THE IMPACT OF
ELECTRONIC BROKING ON
THE FOREIGN EXCHANGE MARKET

New York, NY 10045 December 4, 1997
Telephone: 212 720-6651

Facsimile: 212 720-1655

E-Mail: fx.committee@ny.frb.org

http://www.ny.frb.org/fxc/fxc.html

Dear Foreign Exchange Professional:

As part of our continuing effort to monitor developments affecting market structure,
enclosed you will find a copy of the Foreign Exchange Committee’s Survey Assessing the
Impact of Electronic Broking on the Foreign Exchange Market. The Committee envisions this
paper as the first in a series of publications that will address the ongoing effects of technol-

ogy on the marketplace.

This survey evaluates the impact of electronic broking on market structure, particularly
the effect on interbank spreads, market liquidity, price transparency, and interbank cost
structure. It also considers the implications of electronic broking as a source of competition
for voice brokers, the impact on potential industry consolidation, and the affect on risk man-
agement practices. The survey also highlights an ongoing need to establish standard mar-
ket practices and ethics related to electronic trading; the Committee intends to address this
subject as part of its next revision to Guidelines for Foreign Exchange Trading Activities, last

published in January 1996.

Please do not hesitate to contact me or other members of the Committee with questions
or comments regarding the Committee’s work. Copies of this paper and the Committee’s other
publications may be viewed online or downloaded for later viewing from the Federal Reserve

Bank of New York’s World Wide Web site at www.ny.frb.org/fxc/fxc.html.

Sincerely yours,

John J. Finigan, Jr.
Chairman
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A SURVEY ASSESSING

THE IMPACT OF ELEGTRONIC BROKING
ON THE FOREIGN EXCHANGE MARKET

ne of the most significant developments to

affect the foreign exchange market in recent

years has been the growth of electronic
broking. Since its introduction in 1992, electronic
broking has helped accelerate the pace of change in
the industry, and its increasing market penetration
has important ramifications for the future structure of
the market. This paper reviews and assesses the
recent impact of electronic broking on foreign
exchange trading. The Foreign Exchange Committee
envisions it as the first in a series of publications that
will address the ongoing effects of technology on the
marketplace. While the paper discusses specific
technologies and/or products, such discussion indi-
cates no endorsement of any particular technology
or product. Likewise, although the paper makes
observations about recent market developments
brought about by electronic broking, it expresses no
view on the desirability of those developments.

In order to gather empirical data on electronic
broking, Committee members completed a survey on
their use of these systems. The survey was aug-
mented by conversations with a small group of chief
dealers. Based on the survey and the ensuing con-
versations, this paper evaluates the impact of elec-
tronic broking on market structure, particularly the
effect on interbank spreads, market liquidity, price
transparency, and interbank cost structures. It also
considers the implications of electronic broking as a
source of competition for the voice brokers, as well
as its impact on potential industry consolidation.
Finally, the study addresses electronic broking's
potential implications for risk-management practices.
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OVERVIEW OF SURVEY RESULTS

The survey addressed the use and reliability of
electronic broking systems, the effects of electronic
trading on market structure, and future prospects. It
was completed by the members of the Committee:
representatives of money center banks, foreign
banks, regional banks, and investment banks. A list
of participating institutions can be found in Appendix
A; the survey results can be found in Appendix B.

All of the survey respondents subscribe to Reuters
Dealing 2002-2 and/or EBS. The number of electron-
ic terminals they used varied widely, but averaged
thirty stations per institution at the time of the survey
(many firms indicated that over the following eighteen
months they planned to install additional terminals).
The volume of transactions conducted via electronic
systems averaged 40 percent of total brokered trans-
actions, although in terms of total notional value the
volume averaged only 33 percent. This disparity
suggests that respondents are using electronic
systems to execute lower value deals with relatively
higher frequency. Not surprisingly, the most actively
traded currency pairs (dollar-mark and dollar-yen)
also represented the greatest share of electronically
broked transactions.

The respondents rated the overall reliability of
electronic systems as “good” or “satisfactory,”
although the majority had experienced some techni-
cal or operational problems. The two most frequently
encountered problems were down time and response
time. Discussions with the chief dealers suggested
that the frequency of these problems is very low, but
the magnitude of the problems when they do occur is
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very large. A majority of respondents stated that they
had never experienced a counterparty dispute over a
deal struck on an electronic system. The minority
that had experienced a dispute said that the
resolution with the counterparty was “satisfactory” or
“very good.”

Although the majority of respondents expressed
concerns about security issues, particularly with
respect to unauthorized access and unauthorized
trading, the chief dealers suggested that these risks
could be minimized if traders made better use of the
security features already available within the systems.
The survey also identified the integration of electronic
trading systems with other proprietary dealing and
operations systems as a potential problem area.
Fewer than half of the respondents presently operate
in an integrated environment, although several
indicated that they are still integrating their systems;
others suggested that the integration expense was
too high to justify.

One of the more immediate issues related to sys-
tems integration involves the allocation of credit
lines among multiple electronic brokers. Several
respondents raised this as a potentially serious
problem if the sharing of information between sys-
tems does not occur. For example, with many
respondents subscribing to both major electronic
services, current practice dictates that separate
credit facilities be provided for each service. The
chief dealers suggested that this duplication con-
ceivably could result in the expansion of overall
credit facilities beyond prudent limits.

All but one respondent felt that electronic broking
would expand to other products. The majority felt
that the forward and forward rate agreement mar-
kets were the most likely candidates for trading via
an electronic medium. Money market instruments
were the most common write-in prediction for future
electronically traded instruments, although other
respondents also highlighted options and exotic cur-
rencies. Several respondents suggested that central
banks were the most likely candidates to join the
current community of electronic broking users.

The survey also highlighted an ongoing need to
establish standard market practices and ethics related
to electronic trading. The Committee intends to
address this subject in a follow-up paper.
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EFFECTS OF ELECTRONIC BROKING ON
MARKET STRUCTURE

Three recurring themes regarding market struc-
ture were observed in both the survey responses
and follow-up interviews. They relate to increased
market accessibility, the effect on interbank market
making, and enhanced cost efficiency. Access to
electronic broking systems enables smaller institu-
tions to deal at the same favorable spreads as
larger firms. This increased participation may, at
the margin, be eroding incentives to engage in
traditional market-making activities since second-
and third-tier participants no longer need to quote
interbank prices to access liquidity directly from the
larger institutions. Meanwhile, the downward pres-
sure on traditional market-making profitability and
the perceived efficiency of electronic broking as a
cost-reducing vehicle have important ramifications
for industry consolidation.

Changes in the price discovery process have
typically followed the introduction of technologies.
The early improvements in telephone communica-
tions reduced bid-offer spreads and led to the rapid
growth in brokered transactions worldwide.
Likewise, the introduction of conversational trading
systems (for example, Reuters 2000-1) and the
broader use of options pricing models increased
market efficiency and, inadvertently, were factors in
attracting new participants to the market. However,
those same factors narrowed spreads for market
makers and reduced profit opportunities for those
dealers that did not adapt their product mix and cost
structure to the changed environment. Electronic
broking may be the latest technological advance to
affect market structure. The remainder of this sec-
tion elaborates on electronic broking’s conse-
guences on market structure and convention based
on the survey results and follow-up discussions with
the chief dealers.

Liquidity and the Narrowing of Spreads

Respondents were asked if the advent of
electronic broking has had a material impact

on market liquidity. The survey results suggest that
market-making firms have generally experienced
moderate to significant improvements in liquidity,
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but that non-market-making firms have experienced
the most significant improvements. The chief dealers
attributed this development primarily to the increase
in price transparency, which effectively places the
smaller firms on a par with the larger institutions,
encouraging broader participation in the market.
Moreover, the survey results strongly suggest that
electronic broking has reduced the spreads available
for market making activities. The chief dealers noted
that a continued erosion in bid-offer spreads would
prompt firms to place less emphasis on their market
making activities. They also stressed that former
providers of liquidity, to remain profitable, must adapt
by emphasizing value-added services such as timely
advice, structured products, cross-market insights,
and other tailored services.

Performance in Volatile Markets

If the number of institutions willing to make
two-way markets declined, concerns may mount
about liquidity in an electronic environment during
periods of market volatility. To address this issue,
the survey contained three questions about system
performance under varying degrees of stress (high,
medium, and low). While the satisfaction level
decreased as the volatility increased, under all
scenarios the majority of respondents felt that the
performance of electronic broking systems was at
least satisfactory during volatile market conditions.

Nevertheless, the chief dealers suggested that elec-
tronic broking could have a detrimental effect on
market liquidity under particularly volatile conditions
if, in an electronic environment, a smaller number of
banks was willing to make two-way markets. As
such, they suggested that maintaining a viable inter-
bank direct dealing market was prudent to ensure
sufficient liquidity to handle large trades during peri-
ods of stress.

Subsequent to the survey, isolated incidents have
further highlighted the importance of

market performance under volatile market
conditions. For instance, in swiftly moving

markets, when prices gap quickly, electronic
broking systems may show an “old” reference price
(“big figure”) at which other participants may inad-
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vertently deal. This situation occurs when traders
become accustomed to inputting only the last two
digits of a bid or offer and rely upon electronic
systems to identify the reference price based on
the last sale price. However, under volatile condi-
tions, when the market gaps quickly between refer-
ence rates, electronic systems may not recognize
that the big figure has changed. As such, when
traders fail to input the entire price of a bid or offer,
electronic systems may post an “off-market” price.
Such examples have served to underscore the
newer risks to which market participants must
adapt, particularly during volatile market condi-
tions. An important element of this process is the
need for proper training at the user level. In addi-
tion, firms subscribing to electronic broking ser-
vices must know their obligations and liabilities—
and those of the electronic brokers—when the
system posts a price that proves to be off-market.

Cost Structure

In assessing the benefits of electronic broking

on the foreign exchange market’s business cost
structure, the survey respondents identified three
primary advantages: lower brokerage expenses,
improved market data, and automation of trade
processing. The chief dealers emphasized that
direct feeds into foreign exchange trading blotters
and through the back office have reduced error
rates and have increased efficiency. As firms
exploit the operational efficiencies of an electronic
environment, the average cost per trade, including
the price of the electronic system, reportedly
continues to decline. Meanwhile, the downward
pressure on market-making activity, according to
the chief dealers, has forced institutions to focus
on the cost side of the revenue equation in an
effort to maintain profitability.

The introduction of electronic broking has also led
to a broad reassessment of how active market
makers access liquidity, and the associated costs
of that liquidity. Most survey respondents identified
the desire to reduce brokerage costs as the most
compelling feature explaining the rapid growth of
electronic trading. Discussions with the chief deal-
ers confirmed the perceived cost benefits of elec-

43



tronic broking, but one counter argument raised by
the group was that electronic broking may give
customers the appearance of efficiency, but in the
final analysis may prove more costly. Although the
cost per electronic transaction may decline, overall
costs may increase if electronic systems result in
lower value deals with relatively higher frequency
than conventional voice brokered transactions.

Nevertheless, respondents observed that
electronic trading has served as a catalyst for con-
solidation of spot foreign exchange voice broker-
age services, with some firms merging or reducing
brokerage fees to remain competitive. Most survey
respondents suggested that the target market for
voice brokerage services would migrate toward the
less liquid and/or exotic currencies, which currently
have lower levels of transparency. A major issue,
according to the chief dealers, remains whether the
market share of both the voice brokerage and
direct market-making businesses will continue to
contract equally, or whether one will experience
steeper declines in usage and liquidity. Several
chief dealers suggested that the voice brokers may
need to develop their own electronic confirmation
and matching processes to remain competitive.
Subsequent to the survey, a group of voice broker-
age firms announced that they will shortly establish
a joint company to develop a direct deal notification
service (DDN). The service will aim to provide
more timely delivery of deal information from voice
brokers to customers.

Internal Corporate Consolidation

The chief dealers added that the effects of
electronic brokerage have extended beyond

the voice brokers to transform the economic struc-
ture of all trading rooms. As the contribution of
market making activities has diminished, full ser-
vice banks have responded by downsizing staff or
consolidating operations in major trading centers.
Indeed, the chief dealers highlighted notable
instances in which institutions have centralized
their trading in a single center and maintained
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regional sales staffs to service clients. Increases
in hardware costs, the dealers asserted, may make
it prohibitively expensive for full service banks to
operate multiple trading rooms in the future, and
may provide management with another rationale for
centralizing trading activities.

Risk Management

The chief dealers indicated that electronic broking
is likely to affect risk-management conventions as
some institutions attempt to offset the loss of
“spread” profitability by taking larger proprietary
positions. Increased proprietary trading itself
requires more attention to risk management. In
addition, under volatile circumstances, an electron-
ic marketplace may be less liquid than a voice mar-
ketplace. This potentially reduced liquidity requires
firms to reevaluate their underlying assumptions
and risk-reduction techniques, regardless of
whether their electronic trading is proprietary

or for customers.

In addition, the chief dealers emphasized that sys-
tem controls will become of paramount importance
as the number of currencies traded primarily on
electronic systems increases. The magnitude of
potential disruption arising from system failure
hardware or human error could be enormous, par-
ticularly if the market no longer has the capacity to
shift to alternative trading media. Improving system
controls may become an industry wide issue that
requires extensive interaction with the providers of
electronic broking services. Additionally, contin-
gency plans and disaster-recovery procedures
must also be assessed and

adapted before an electronic market would be con-
sidered as a reliable sole, or primary, provider of
liquidity. If procedures and policies are established
that cross international borders, the potential for
chaotic situations can be minimized. Finally,
options for banks and electronic brokers to settle
disputed trades and compensate for trade differ-
ences must be fully understood by all parties.
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CONCLUSION

Electronic broking has become a catalyst for
change in the foreign exchange market. The rapid
proliferation of electronic trading has affected virtu-
ally every major area of the market, from liquidity
and risk management to industry consolidation.
Moreover, electronic broking promises to result in
equally dramatic transformations in the future as its

Appendix A (Participating Institutions)

use becomes more prevalent and it expands into
new product areas. Achieving success in this rapid-
ly changing environment will require effective allo-
cation of resources and the ability to adapt current
strategies to meet new demands. The Committee is
publishing this paper on electronic broking in the
belief that the paper’s discussion will help foster a
better understanding of these issues in the foreign
exchange market.

The institutions listed were

participants in the survey
assessing the impact of
electronic broking on the

foreign exchange market.

AIG Trading Group
Bank of America

The Bank of Boston
Bank of Montreal

The Bank of New York
Bank of Tokyo-Mitsubishi
Bankers Trust

Chase Manhattan Bank
CIBC—Wood Gundy
Citibank

Deutsche Bank

First Bank

First Chicago

Goldman, Sachs & Co.
Manufacturers & Traders Bank
Merrill Lynch & Co., Inc.
Midland Bank

JP Morgan

Morgan Stanley & Co., Inc.
NationsBanc—CRT

Republic National Bank

Royal Bank of Canada

Swiss Bank Corporation

Appendix B (Survey Questions and Responses?)

Federal Reserve Bank of New York
The Foreign Exchange Committee
Electronic Broking System Questionnaire

1. Which electronic broking systems are currently in use for FX spot transactions in your organization?

Availability
Reuters Dealing 2002-2: 19
EBS: 18
Other, please specify: _0.

IResponses to questions soliciting comments have been incorporated in the main body of the text.
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2. Are these systems being used in all your loca-
tions where trading activities are transacted?
Yes: 13
No: _7
Please list the locations that are currently using
the electronic broking systems, the number of
terminals, and the volume of transactions (in
number of transactions and notional value as a
percentage of total brokered foreign exchange
trading activity for the three months ended
March 31, 1996).

Summary Statistics:

Number of Terminals
Mean: Reuters 35.0 EBS 24.0

Percent of Brokered Transactions
Mean: Reuters 18.3 EBS 22.1

Percent of Brokered Notional Value
Mean: Reuters 13.9 EBS 19.3

3. Which systems are used primarily for specific
currency pairs?

Currency Pair  Reuters EBS Other

USD/DEM 12 17 0
USD/IPY 12 15 0
USD/CHF 8 13 0
GBP/USD 9 8 0
DEM/FRF 5 17 0
DEM/CHF 4 14 0
DEM/ITL 11 7 0
GBP/DEM 3 6 0

46

Reliability

4. How do you rate the overall reliability of your
electronic broking systems?

16 Good

5 Satisfactory

0 Marginally satisfactory
0 Unsatisfactory
0 Not acceptable
Comments:

5. Have you experienced any technical or opera-
tional problems with the systems?

If yes, what are the problems with the systems?
Please specify by type. (Please rate the prob-
lems using a scale of 1 to 5, with 5 being the
most frequent/serious problem.)

1.3 Capturing the trade information

2.2 System response time

2.5 System down time

1.0 Confirmation
19 Disputed trades
(uniformity of market convention)
2.8 User error
(counterparty or otherwise)
_0 Other, please specify

6. Have you experienced any disputes with your
counterparties on trades because of electronic
broking system failure or inadequacy?

©

Yes:
No:

[EEY

If yes, how would you characterize the resolu-
tion process? (Please choose one.)

Very good

Satisfactory

Marginally satisfactory

Unsatisfactory

Not acceptable

Comments on potential improvements:

o lo s s
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7. How was the performance of the systems during Adaptability
the following assumed levels of

market volatility? 9. Are these systems easy to use?

Reuters EBS  Others
Low Average High Yes or No 17Y/1IN 17v IN
Market Market Market

Volatility ~ Volatility ~ Volatility Comments:

Good 18 16 0

Satisfactory 2 3 11

Marginally

satisfactory 0 1 5

Unsatisfactory 0 0 4 10. Are there a_deguate error prevention
controls built in the systems?

Not acceptable 0 0 0

Yes: 17 No: 2

Comments:

8. Do you have any security concerns using these
systems? If yes, what are your concerns?

Reuters EBS Others
Yes or No 12Y/7N  8Y/8N _N/A_

(Please rate your concerns using a scale of 0
to 5, with 5 being the greatest concern) 11. Are trade information and messages

. standardized among systems?
Unauthorized

access 3.2 3 _ Yes: 12 No: 6
Unauthorized Comments:

trades/changes 2.9 3.1 o

Trading

Objectives 1.2 1.3 -

Others, please specify:

12. Do your electronic broking systems
interface with your dealing and operating sys-
tems? If not, why not?

Yes: 9 No: 1

Reasons for not interfacing:
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13. Who are the primary users of the electronic

broking systems in your organization?

(Please rank the frequency of usage using a scale
of 0to 5, with 5 being the most frequent user.)

Effect on the Market

15. In your opinion, what are the effects on the fol-
lowing areas in the event of increasing usage
of the electronic broking systems in the foreign
exchange market?

3.1 Junior trader
4.6 Senior trader
hief trad A. Market Convention

28 Chief trader (Trading Desk and Operations)

0.5 Trading administration Trading Desk Operations

&6 Operations Significant change 14 7

_0 Others, please specify: Moderate change 6 9
Little or no change 0 3

Comments on type of changes that electronic
broking systems may bring to the foreign
exchange market:

14. In your opinion, what topics should be included
in the development of best practices in the uti-
lization of electronic broking systems”?

(Please rank the importance of each topic using a
scale of 0 to 5, with 5 being the most important.)
B. Efficiency and Liquidity

4.1 Ethics rules
Market Non-Market

3.9 Deal/trade capture Maker Maker
3.5 Confirmation Significant improvement

in efficiency and liquidity 8 18
3.1 Reconciliation

Moderate improvement
3.1 Accounting/financial control in efficiency and liquidity 10 1
3.1 Audit Little or no improvement
0 Others, please specify in efficiency and liquidity 2 0

Comments:
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C. Spread/Margin for Market Makers
_3 Significant improvement in spread/margin

4 Moderate improvement in spread/margin

0 Little or no change in spread/margin
1 Moderate reduction in spread/margin
12 Significant reduction in spread/margin
Comments:

D. Central Bank Foreign Currency Activities

2 Significant impact
4 Moderate impact
12 Little or no impact

Comments:

E. Existing Brokerage Structure
16 Significant impact
4 Moderate impact

0 Little or no impact

Comments:
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Cost

16.

17.

Do you think the initial cost of implementing an
electronic broking system will prohibit smaller

organizations from entering the market as users?
Yes: 6 No: 13

Comments:

Please assess the appeal of electronic broking
systems to market participants.

(Please rate the appeals of electronic broking
systems using a scale of 1 to 5, with 5 being
the most appealing to you.)

3.7 Lower brokerage expenses

w
(6]

Improve the awareness
of market conditions

3.4 Automation of trade processing
2.4 Reconciliation
_0 Others, please specify:
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18. In your opinion, what are the effects on market
makers’ future salary and benefit expenses,
assuming an increasing usage of electronic
broking systems?

1

1

~o e

o

Comments:

Significantly higher
Moderately higher
Little or no change
Moderately lower

Significantly lower

Future Expansion

19. Currently, the electronic broking systems are
primarily used for FX spot transactions. Do you
see any future product extension potential of
electronic broking activities?

Yes: 18

Products:

17

| =y
N

‘H

No: 1

Forwards
FRAs

Others, please specify:

20. Who are the future potential users of
electronic broking systems?

a Corporates

9 Fund managers

13 Central banks

1 Home PC users

3 Others, please specify:

Advantages and Disad vantages

21. In addition to the above, please discuss any
other advantages and/or disadvantages of
using electronic broking systems:

22. Please list other general comments:

1997 FX Committee Annual Report



AGKNOWLEDGMENTS

This report of the Foreign Exchange Committee was prepared under the

auspices of the following Committee members.

William Rappolt (Chairman)
Lloyd Blankfein
Klaus Said

Jamie Thorsen

Manufacturers & Traders Bank
Goldman, Sachs & Co.
JP Morgan

Bank of Montreal

This document was completed in consultation with a task force of chief dealers
representing various institutions on the Foreign Exchange Committee.

John Caccavale

Keith Cheveralls
Scott Gallopo
Michael Guarino
Gerald Hees

James Kemp

Patrick Mauberque
Salvatore Provenzano
Jens-Peter Stein
Glenn Stevens

Steven Stone

1997 FX Committee Annual Report

JP Morgan

The Bank of Boston
Chase Manhattan Bank
SBC Warburg

SBC Warburg

Citibank

JP Morgan

M.W. Marshall

Morgan Stanley & Co., Inc.
Merrill Lynch & Co., Inc.

Citibank

91



GUIDE TO THE 1998 FX
AND GURRENGY OPTION DEFINITIONS ADDENDA

epresentatives of three industry groups, the International Swaps and Derivatives

Association, Inc. (“ISDA”), the Emerging Markets Traders Association (“EMTA”), and

the Foreign Exchange Committee (the “FXC”), have cooperated to complete the
1998 FX and Currency Option Definitions (the “Definitions”). As originally conceived, the
Definitions were to deal solely with non-deliverable forward transactions in foreign
exchange and the issues that arise in connection with them, such as the effect of events
beyond a party’s control on its ability to settle a transaction. It became apparent at an early
point, however, that the same issues would also be involved in deliverable foreign exchange
transactions, especially those involving an emerging market currency. Thus the Definitions
also have provisions applying to deliverable foreign exchange transactions, as well as to

deliverable and non-deliverable currency option transactions.

Given the broad scope of the Definitions and the overlap with concepts such as illegality
and force majeure, a working group of the Financial Markets Lawyers Group, acting on behalf
of the FXC, together with representatives of the British Bankers’ Association (the “BBA”), the
Canadian Foreign Exchange Committee and the Tokyo Foreign Exchange Market Practices
Committee, began to work on supplements (“Addenda”) that could be included in or added to
the FEOMA, the IFEMA and the ICOM Master Agreement (each a “Master Agreement”), and
that would coordinate the provisions of those documents with the Definitions. The Addenda
published herewith are the result of that process, and the purpose of this Guide is to explain
the provisions of the Addenda. An explanation of the Definitions themselves appears in the
practice notes for the Definitions. Capitalized terms used hereafter shall have the meaning

given to them in the Definitions unless otherwise defined.

Note: Copies of the full 1998 FX and Currency Option Definitions may be obtained by contacting the
Committee’s Executive Assistant at 212/720-6651.
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As published, the Definitions contemplate that par-
ties may make the terms of the Definitions applicable to
a Transaction through a Confirmation. This is an
acceptable method with respect to Currency Option
Transactions under the FEOMA or the ICOM Master
Agreement, which recognize the primacy of the
Confirmation for a Currency Option Transaction over
the Master Agreement in the event of inconsistency
between the Confirmation and the Master Agreement.
In contrast, the U.S. versions of the FEOMA and the
IFEMA provide for the primacy of the Master
Agreement over the Confirmation for an FX Transaction
in the event of inconsistency between the two. (See,
e.g., Section 2.4 of the U.S. versions of the FEOMA
and the IFEMA; in contrast the version published by the
BBA adopts the same rule for FX Transactions as for
Currency Option Transactions.) Therefore, adopting a
supplement to the parties’ Master Agreement such as
one of the Addenda would be necessary to ensure that
the Definitions are effectively applied to an FX
Transaction with a Confirmation including terms of the
Definitions that amend the Master Agreement. In addi-
tion, it may be desirable, even in the case of Currency
Option Transactions or where the BBA version of the
FEOMA or the IFEMA is being used, to adopt a sup-
plement to the parties’ Master Agreement such as one
of the Addenda so that the confirmation process will
not be as onerous, particularly for Deliverable FX
Transactions in major currencies.

Each Addendum is designed so that it can be
executed as a separate supplement to the appropri-
ate Master Agreement if the Master Agreement has
already been executed. If a Master Agreement has
not yet been executed, the Addendum may be inte-
grated into the Schedule as an additional Part of the
Schedule. Due to the differences in the organization
of the Schedules of the different versions of the
FEOMA, the IFEMA and the ICOM Master
Agreement, the number of the Part that is being
added to the Schedule has been left blank and
should be filled in prior to execution.

There are three different Addenda—one for the
FEOMA, one for the IFEMA and one for the ICOM
Master Agreement. Note that in the case of the
IFEMA and the ICOM Master Agreement, the earli-
er versions of those documents have some section
numbers that differ from the 1997 versions. These
differences have been noted parenthetically in those
Addenda and, if used with those agreements, are
the sections referenced. Alternatively, references

that do not apply in the particular case may be elim-
inated in the final Addendum that is executed.

There are three main points covered by each
Addendum: (1) definitions and scope to establish
the coverage of the Addendum and the link to the
Master Agreement; (2) the relationship of the Master
Agreement to Confirmations; and (3) the effect of
the occurrence of a Disruption Event.

1. DEFINITIONS AND SCOPE.

Paragraph 1(a) of each Addendum makes it clear
that the term “Agreement” includes the provisions of
the Addendum. Paragraph 1(b) makes it clear that
the use of the terminology from the Definitions in an
Addendum or a Confirmation shall be deemed to
refer to transactions under the Master Agreement.
For example, although the term “FX Transaction” in
the Definitions is also used in Master Agreements
covering such Transactions, the term “Option” is
used in the FEOMA and the ICOM Master
Agreement for currency option transactions, where-
as the Definitions use the term “Currency Option
Transaction.” Thus, if the Addendum appropriate for
a particular Master Agreement has been executed,
as a result of paragraph 1(b) practitioners can use
the terminology in the Definitions in a Confirmation
without conforming that terminology to that in the
Master Agreement. Finally, paragraph 1(c) makes it
clear that terms in the Addendum have the mean-
ings given in the Definitions unless otherwise pro-
vided in the Addendum.

Paragraph 2(a) of the Addenda provides that the
Definitions shall be deemed applicable to any FX
Transaction (in the case of the FEOMA and the
IFEMA) or Currency Option Transaction (in the case
of the FEOMA and the ICOM Master Agreement)
covered by a Master Agreement, whether or not so
stated in a Confirmation. The advantage of this provi-
sion is that parties will not need to have express
provisions in their Confirmations in order to have the
protections offered by certain Disruption Events and
Disruption Fallbacks. Under the Definitions, certain
Disruption Events and Disruption Fallbacks apply to
non-deliverable transactions even when the parties
have made no elections of the same in the
Confirmation. These Disruption Events and Fallbacks
apply “by default” in the sense that they are operative
although the Confirmation does not refer to them.
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(See Part 3 below for further discussion of Disruption
Events and Disruption Fallbacks.) In the case of
Transactions where “straight-through” processing is
the norm for Confirmations, this is clearly an advan-
tage. However, if the parties do not incorporate the
Definitions in a Confirmation, paragraph 2(a) of the
Addendum ensures that the parties get these protec-
tions. Of course, it is still necessary for the parties to
make elections in the Confirmation for a particular
Transaction if they desire to modify the Disruption
Events or Disruption Fallbacks that otherwise apply
“by default” or to apply other “non-default” Disruption
Events or Fallbacks to the Transaction.

Note that the intent of paragraph 2(a) is that the
Definitions will apply to any Transactions under a
Master Agreement outstanding on the date that the
Addendum is executed. Thus, when an Addendum
is in place there is no need to execute new
Confirmations for such Transactions (as well as for
new Transactions) or an amendment to get the pro-
tections afforded by the Definitions. Of course, if the
parties wish to provide otherwise for any particular
Transaction or group of Transactions, they should so
state in the Addendum or elsewhere.

Paragraph 2(b) of the Addendum establishes the
order of priority in the case of inconsistencies. The rule
for a particular Transaction, including any outstanding
Transaction, is that the Confirmation governs over con-
trary provisions in the Definitions. As for inconsistencies
between the Definitions and the Master Agreement, the
Definitions shall prevail. Thus the general rule is that the
Confirmation has priority over the Definitions and the
Master Agreement and the Definitions have priority over
the Master Agreement for all Transactions (but see the
next section).

2. CONFIRMATIONS.

For FX Transactions the U.S. versions of the
FEOMA and the IFEMA contain an exception to the
rule that the Confirmation governs in the event of
inconsistencies with a Master Agreement. Paragraph
3 of the FEOMA and the IFEMA Addenda reverses
this rule with respect to Non-Deliverable FX
Transactions. The reason for the existing rule in the
U.S. FEOMA and IFEMA is that most FX Transaction
Confirmations are issued through straight-through
processing. Straight-through processing means that
the Confirmation is issued automatically upon entry of
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trade details without any manual intervention in draft-
ing it; an example would be Confirmations sent by
SWIFT message or issued automatically and mailed
on a pre-printed form. Market participants were con-
cerned that a rule providing for primacy of the
Confirmation in such cases could lead to inadvertent
changes to the Master Agreement or at least to the
provisions that apply to a particular FX Transaction.
For example, some Confirmations are prepared with
printed boilerplate that may go far beyond or conflict
with what is in the FEOMA or the IFEMA.

Currency Option Transactions do not raise this level
of concern because they generally are not subject
to straight-through processing. Unusual or conflicting
provisions in Confirmations for such Transactions are
likely to be noticed and negotiated and, if accepted, not
accepted inadvertently.  Confirmations for Non-
Deliverable FX Transactions are believed to be more like
those for Currency Option Transactions. Thus, para-
graph 3 of the FEOMA and IFEMA Addenda makes it
clear that the terms of a Confirmation for a Non-
Deliverable FX Transaction shall govern in the event of
inconsistency with provisions of the Master Agreement
notwithstanding any provision in the FEOMA or the
IFEMA to the contrary. Furthermore, this will also be the
rule for Deliverable FX Transactions under clause (i) of
paragraph 3 of the FEOMA and IFEMA Addenda if the
Confirmation explicitly so states that it shall prevail and
has been signed or exchanged by both parties (i.e., not
just accepted because of a failure to object as provided
in Section 11.15 of the U.S. FEOMA and Section 8.15 of
the U.S. IFEMA). If the parties have entered into the
BBA version of the FEOMA or the IFEMA, they should
consider adapting the provisions in paragraph 3 of the
Addenda to that version.

In sum, the usual rule of priority in the case of incon-
sistencies is that the Confirmation has priority over
both the Definitions and the Master Agreement and the
Definitions have priority over the Master Agreement. In
the case of Deliverable FX Transactions that have not
been confirmed under one of the special methods
provided in clause (ii) of paragraph 3, however, the pro-
vision in the U.S. FEOMA and IFEMA that the Master
Agreement has priority over the Confirmation is pre-
served because the definition of “Confirmation” in the
Definitions specifies that the Confirmation must be
“effective.” This is intended to include effectiveness
under the rule of the particular Master Agreement as to
priority of the Confirmation versus the Master
Agreement for particular types of Transactions.
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3. DISRUPTION EVENTS.

The Definitions provide additional flexibility and
protection in the event of the occurrence of a variety
of events beyond the parties’ control, termed
“Disruption Events” in the Definitions. The
Disruption Events include disappearance of price
sources needed to settle Non-Deliverable FX or
Currency Option Transactions, inconvertibility and
various types of exchange controls and other events
that might affect a party’s ability to settle. Each
Disruption Event, if applicable, is linked to certain
Disruption Fallbacks that are intended to provide
settlement alternatives if the conditions of the rele-
vant Disruption Event are in effect. Although some
Disruption Events and Fallbacks may apply even if
not specifically chosen by the parties, for some or all
of their Transactions, the parties most likely will
desire to negotiate and specify in the Confirmation
precisely which Disruption Events and Fallbacks
apply. See the Definitions practice notes for a more
detailed explanation of the Disruption Events and
Disruption Fallbacks.

A Disruption Event that applies to a Transaction
may also be or become a force majeure event, an ille-
gality or similar event covered by Section 9 of
the FEOMA or the equivalent provisions in the IFEMA
and the ICOM Master Agreement. Section 9 general-
ly provides for a right of the party whose ability to set-
tle is not affected by such an event to close out affect-
ed Transactions. It would not be appropriate to exer-
cise such a right for a particular Transaction, however,
if the parties had agreed that Disruption Events and
Fallbacks in the Definitions should apply to the
Transaction. Therefore, paragraph 4 of the Addenda
(paragraph 3 in the ICOM Addendum) provides that, if
a Disruption Event is applicable, Section 9 would not
be applicable. This means that if the parties have
specified a Disruption Event as applicable, the provi-

sions of the Definitions, including any applicable
Disruption Fallbacks, will govern the parties rights and
obligations instead of the close-out, transfer and other
provisions of Section 9, whether or not the relevant
Disruption Event has occurred.

Note that the Definitions provide that if none of
the otherwise applicable Disruption Fallbacks pro-
vide the parties with a means of settlement then “No
Fault Termination” under Section 5.2(f) of the
Definitions shall be applicable. Thus, if the parties
have specified a Disruption Event as applicable and
none of the otherwise applicable Disruption
Fallbacks provides a means of settlement, No Fault
Termination would be applicable in lieu of the provi-
sions in Section 9, as noted in the parenthetical in
paragraph 4 of the Addenda (paragraph 3 in the
ICOM Addendum).

Finally, paragraph 5 of the FEOMA and IFEMA
Addenda provides that Part VI of the Schedule to
the FEOMA or IFEMA is to apply. Part VI of the
Schedule to each Master Agreement adds provi-
sions adapting the close-out provisions of the
Master Agreements to cash-settled (i.e., Non-
Deliverable) FX Transactions. The purpose of
including paragraph 5 of the FEOMA and IFEMA
Addenda is to make the cash-settlement close-out
provision applicable in case the parties have not
done so. Presumably, parties that decide to apply
the Definitions to their Transactions will be entering
into Non-Deliverable FX Transactions and need the
modification to the close-out provisions contained in
Part VI. Parties are free to adopt alternative close-
out provisions if they wish, but they should make this
clear in the Addendum or elsewhere. The cash-set-
tlement close-out provision is not included in the
ICOM Addendum since it does not apply to
Currency Option Transactions.

March 5, 1998

DISCLAIMER

This Guide and the related forms of documentation do not necessarily reflect the views of the Federal Reserve

Bank of New York or any other component of the Federal Reserve System, or of the Foreign Exchange

Committee, the Financial Markets Lawyers Group or any of their members. This Guide and such documentation

do not purport to be legal advice with respect to a particular transaction or situation. If legal advice or other

expert assistance is required, the services of a qualified professional should be obtained.
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ADDENDUM TO THE FOREIGN EXCHANGE AND OPTIONS MASTER AGREEMENT (FEOMA)

Addendum dated as of , to the

Foreign Exchange and Options Master Agreement dated as of ,

(the “Master Agreement”)

between (“Party A”) and (“Party B”)

The Schedule to the Master Agreement is amended by adding the following Part

Part . 1998 FX and Currency Option Definitions.

The 1998 FX and Currency Option Definitions as published by ISDA, EMTA and the Foreign Exchange
Committee (the “Definitions”) shall be applicable to each FX Transaction and Option under the Agreement,

including any FX Transaction or Option outstanding on the date hereof, subject to the following:

1. DEFINITIONS.

(a) The term “Agreement” in Section 2.2 of the Master Agreement shall include the Master Agreement
as modified and supplemented by this Part.

(b) The terms “FX Transaction” and “Currency Option Transaction” in the Definitions or in a
Confirmation shall in all cases be considered references to an “FX Transaction” and “Option,”
respectively, under the Agreement.

(c) All terms in this Part shall have the meanings given them above or in the Definitions, unless not
defined above or in the Definitions, in which case the term shall have the meaning given in the
Master Agreement.

2. SCOPE.

(a) Notwithstanding the absence of any reference to the Definitions in a Confirmation, this Part and
the Definitions shall be applicable to any FX Transaction or Currency Option Transaction covered
by the Master Agreement; provided that the Parties may agree otherwise for any Transaction as
evidenced by a Confirmation that complies with Section 2.3 of the Master Agreement.

(b) In the event of any inconsistency between the Definitions and a Confirmation, the terms of the
Confirmation shall govern for the purpose of the relevant Transaction. In the event of any incon-
sistency between the Definitions and the Master Agreement, the Definitions shall prevail.

3. CONFIRMATIONS.

Notwithstanding Sections 2.4 and 11.12 of the Master Agreement, (i) in the event of any inconsis-
tency between the terms of a Confirmation for a Non-Deliverable FX Transaction and the Master
Agreement, the terms of the Confirmation shall prevail and (ii) in the event of any inconsistency between
the terms of a Confirmation for a Deliverable FX Transaction and the Master Agreement, the terms of
the Confirmation shall prevail if either the Confirmation explicitly states that it shall so prevail and has
been signed by both Parties or Confirmations so stating have been exchanged as provided in Section
2.3 of the Master Agreement.
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4. DISRUPTION EVENTS.

With respect to any Disruption Event that is applicable to an FX Transaction or Currency Option
Transaction pursuant to the Definitions or as otherwise agreed by the Parties as evidenced by a
Confirmation, Section 9 of the Master Agreement shall not be applicable in respect of such FX
Transaction or Currency Option Transaction, and the Parties shall be subject to the Disruption Fallbacks
(including but not limited to No Fault Termination) specified as applicable pursuant to the Definitions or
such Confirmation.

5. MISCELLANEOUS.

The provisions of Part VI of the Schedule relating to cash settlement of FX Transactions shall apply
to Non-Deliverable FX Transactions.

ACCEPTED AND AGREED:

PARTY A:

By
Name:
Title:

PARTY B:

By
Name:
Title:
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ADDENDUM TO THE INTERNATIONAL CURRENCY OPTIONS MARKET (ICOM) MASTER AGREEMENT

Addendum dated as of , to the International

Currency Options Market Master Agreement dated as of ,

(the “Master Agreement”)

between (“Party A”) and (“Party B”)

The Schedule to the Master Agreement is amended by adding the following Part

Part . 1998 FX and Currency Option Definitions.

The 1998 FX and Currency Option Definitions as published by ISDA, EMTA and the Foreign
Exchange Committee (the “Definitions”) shall be applicable to each Option under the Agreement, includ-
ing any Option outstanding on the date hereof, subject to the following:

1. DEFINITIONS.

(a) The term “Agreement” in Section 2.2 of the Master Agreement shall include the Master
Agreement as modified and supplemented by this Part.

(b) The term “Currency Option Transaction” in the Definitions or in a Confirmation shall in all cases
be considered references to an “Option” under the Agreement.

(c) All terms in this Part shall have the meanings given them above or in the Definitions, unless not
defined above or in the Definitions, in which case the term shall have the meaning given in the
Master Agreement.

2. SCOPE.

(a) Notwithstanding the absence of any reference to the Definitions in a Confirmation, this Part and
the Definitions shall be applicable to any Currency Option Transaction covered by the Master
Agreement (including outstanding Currency Option Transactions); provided that the Parties may
agree otherwise for any Currency Option Transaction as evidenced by a Confirmation that com-
plies with Section 2.3 of the Master Agreement.

(b) In the event of any inconsistency between the Definitions and a Confirmation, the terms of the
Confirmation shall govern for the purpose of the relevant Transaction. In the event of any incon-
sistency between the Definitions and the Master Agreement, the Definitions shall prevail.

3. DISRUPTION EVENTS.

With respect to any Disruption Event that is applicable to a Currency Option Transaction pursuant to
the Definitions or as otherwise agreed by the Parties as evidenced by a Confirmation, Section 9 (Section
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10 in 1992 ICOM) of the Master Agreement shall not be applicable in respect of such Currency Option
Transaction, and the Parties shall be subject to the Disruption Fallbacks (including but not limited to No
Fault Termination) specified as applicable pursuant to the Definitions or such Confirmation.

ACCEPTED AND AGREED:

PARTY A:
By.

Name:
Title:

PARTY B:
By

Name:
Title:
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ADDENDUM TO THE INTERNATIONAL FOREIGN EXCHANGE MASTER AGREEMENT (IFEMA)

Addendum dated as of , to the International

Foreign Exchange Master Agreement dated as of ,

(the “Master Agreement”)

between (“Party A”) and (“Party B”)

The Schedule to the Master Agreement is amended by adding the following Part

Part . 1998 FX and Currency Option Definitions.

The 1998 FX and Currency Option Definitions as published by ISDA, EMTA and the Foreign
Exchange Committee (the “Definitions”) shall be applicable to each FX Transaction under the
Agreement, including any FX Transaction outstanding on the date hereof, subject to the following:

1. DEFINITIONS.

(a) The term “Agreement” in Section 2.2 of the Master Agreement shall include the Master
Agreement as modified and supplemented by this Part.

(b) The term “FX Transaction” in the Definitions or in a Confirmation shall in all cases be considered
references to an “FX Transaction” under the Agreement.

(c) All terms in this Part shall have the meanings given them above or in the Definitions, unless not
defined above or in the Definitions, in which case the term shall have the meaning given in the
Master Agreement.

2. SCOPE.

(a) Notwithstanding the absence of any reference to the Definitions in a Confirmation, this Part and
the Definitions shall be applicable to any FX Transaction covered by the Master Agreement; pro-
vided that the Parties may agree otherwise for any FX Transaction as evidenced by a
Confirmation that complies with Section 2.3 of the Master Agreement.

(b) In the event of any inconsistency between the Definitions and a Confirmation, the terms of the
Confirmation shall govern for the purpose of the relevant Transaction. In the event of any incon-
sistency between the Definitions and the Master Agreement, the Definitions shall prevail.

3. CONFIRMATIONS.

Notwithstanding Sections 2.4 (8.15 in 1993 IFEMA) and 8.12 (8.16 in 1993 IFEMA) of the Master
Agreement, (i) in the event of any inconsistency between the terms of a Confirmation for a Non-
Deliverable FX Transaction and the Master Agreement, the terms of the Confirmation shall prevail and
(i) in the event of any inconsistency between the terms of a Confirmation for a Deliverable FX
Transaction and the Master Agreement, the terms of the Confirmation shall prevail if either the
Confirmation explicitly states that it shall so prevail and has been signed by both Parties or
Confirmations so stating have been exchanged as provided in Section 2.3 of the Master Agreement.
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4. DISRUPTION EVENTS.

With respect to any Disruption Event that is applicable to an FX Transaction pursuant to the
Definitions or as otherwise agreed by the Parties as evidenced by a Confirmation, Section 6 of the
Master Agreement shall not be applicable in respect of such FX Transaction, and the Parties shall be
subject to the Disruption Fallbacks (including but not limited to No Fault Termination) specified as applic-
able pursuant to the Definitions or such Confirmation.

5. MISCELLANEOUS.

The provisions of Part VI of the Schedule relating to cash settlement of FX Transactions (no equiva-
lent provision in 1993 IFEMA) shall apply to Non-Deliverable FX Transactions.

ACCEPTED AND AGREED:

PARTY A:
By
Name:
Title:

PARTY B:
By
Name:
Title:
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GOMMITTEE LETTER

ON HANDLING OF STOP-LOSS ORDERS
IN AN ELECTRONIC TRADING ENVIRONMENT

New York, NY 10045 January 28, 1998
Telephone: 212 720-6651

Facsimile: 212 720-1655

E-Mail: fx.committee@ny.frb.org

http://www.ny.frb.org/fxc/fxc.html

Dear Foreign Exchange Professional:

The growth of twenty-four hour electronic trading and the corresponding increase in price
transparency have had a profound impact on the structure of the foreign exchange market in
recent years. Many issues surrounding these changes were addressed by the Foreign
Exchange Committee in its publication of A Survey Assessing the Impact of Electronic
Broking on the Foreign Exchange Market. That survey also highlighted an ongoing need to
establish standard market practices and conventions for electronic trading. One such issue
that warrants management attention relates to the handling of stop-loss orders in an elec-

tronic trading environment.

In recent Committee discussions, members have identified the increased risks and oblig-
ations of holding stop-loss orders in an environment in which trades may be matched elec-
tronically twenty-four hours a day, seven days a week. Although these risks apply equally to
trades matched through conventional voice brokers, members have suggested that the
prevalence of electronic trading has made the potential risk of holding stop-loss orders more
acute. The most significant concerns expressed by Committee members involve weekend
trading when illiquid market conditions might exaggerate price moves and trigger stop-loss
orders. Such situations give rise to at least two scenarios that potentially expose institutions

to risk, depending upon the course of action taken by the dealer handling the order:

A. Dealer executes stop-loss orders as instructed only to have prices immediately rebound
when liquidity returns to the market. Customers in this scenario may question why they
were stopped out of positions for an apparent pricing anomaly.
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B. Dealer refrains from executing stop-loss orders because the breach occurs during
illiquid off-hour conditions, but prices do not rebound when liquidity returns to the
market. Stop-loss orders are ultimately executed during routine business hours, but
at rates less advantageous than those prevailing during the off-hour period when the
orders were first technically triggered. Customers in this scenario may allege that
they were harmed because their stop-loss orders were not immediately executed
when triggered at the better rate.

To avoid disputes arising from these types of scenarios, the Committee advises that
foreign exchange dealers educate customers about the special circumstances that can
occur with stop-loss orders in an electronic trading environment. In particular, the
Committee recommends that dealers establish guidelines with customers regarding the
applicability of electronically traded prices during illiquid off-hour conditions. For example,
dealers may wish to inform customers that stop-loss orders will remain valid only from
Monday 6:00 am Sydney through Friday 5:00 pm New York, the time frame presently spec-
ified in the barrier option addendum to the Foreign Exchange and Option Master
Agreement. Copies of the barrier option addendum and other Committee publications
may be viewed online or downloaded for later viewing from the Foreign Exchange
Committee’s World Wide Web site at www.ny.frb.org/fxc/fxc.html, or are available by con-

tacting the Committee’s Executive Assistant at 212-720-6651.

Please feel free to contact me, members of the Committee, or the Committee’s

Executive Assistant with any questions or comments regarding this letter.

Sincerely,

John J. Finigan, Jr.
Chairman
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DOGUMENT OF ORGANIZATION

t was generally agreed that any new forum for discussing matters of mutual concern in
the foreign exchange market (and where appropriate off-shore deposit markets) should
be organized as an independent 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 knowledge of the foreign exchange markets

and in a position to speak for their respective institutions;

3. have sufficient stature in the market to engender respect for its views, even though the

Committee would have no enforcement authority;

4. be constituted in such a manner as to ensure fair presentation and consideration of all

points of view and interests in the market at all times; 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 ARE:

« to provide a forum for discussing technical issues in the foreign exchange and related
international financial markets;

* t0 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 foreign exchange and related inter-
national financial markets, in practice and theory;

- to foster improvements in the quality of risk management in these markets;

A feasibility study recommending the creation of the Foreign Exchange Committee was first conducted
in June 1978. The resulting “Document of Organization” represents the study’s conclusions and has
been periodically updated (most recently in January 1997) to reflect the Committee’s evolution.
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-to develop recommendations and prepare
issue papers on specific market-related topics
for circulation to market participants and their
management; and

- to work closely with FOREX and other formal-
ly established organizations representing rele-
vant financial markets.

THE COMMITTEE

In response to the results of the study, the
Federal Reserve Bank of New York agreed to spon-
sor the establishment of a Foreign Exchange
Committee. It was agreed that

1. The Committee should consist of no more than thir-
ty members. In addition, the president of FOREX is
invited to participate.

2. Institutions participating in the Committee should
be chosen in consideration of a) their participa-
tion in the exchange market here and b) 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
rests with the Federal Reserve Bank of New
York. The Membership Subcommittee, chaired
by a Federal Reserve Bank official, advises the
Federal Reserve on membership issues.

4. The membership term is four calendar years. A
member may be renominated for additional
terms; however, an effort will be made to maxi-
mize participation in the Committee by institutions
eligible for membership.

5. Members are chosen with regard to the firm for
which they work, their job responsibilities within
that firm, their market stature, and their ongoing
role in the market.

The composition of the Committee should include:
New York banks; other U.S. banks; foreign banks;
investment banks and other dealers; foreign
exchange brokerage firms (preferably to represent
both foreign exchange and Eurodeposit markets); the
president of FOREX USA, Inc. (ex officio); and the
Federal Reserve Bank of New York (ex officio).

12

COMMITTEE PROCEDURES

The Committee will meet at least eight times per year
(that is, monthly with the exception of April, July, August,
and December). The meetings will follow a specified
adenda; the format of the discussion, however, will
be informal.

Members are expected to attend all meetings.

Any recommendation the Committee wishes to
make on market-related topics will be discussed and
decided upon only at its meetings. Any recommen-
dation or issue paper agreed to by the Committee
will be distributed not only to member institutions,
but also to institutions that participate in the foreign
exchange market.

The Membership Subcommittee will be the
Committee’s one standing Subcommittee. A repre-
sentative 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.
Additional Subcommittees composed of current
Committee members may be organized on an adhoc
basis in response to a particular need.

There will be two standing Working Groups: the
Operations Managers Working Group and the Risk
Managers Working Group. The Working Groups will
be composed of market participants with an interest
in and expertise necessary to complete projects
assigned by the Committee.

Committee members will be designated as Working
Group Liaisons. The Liaisons’ role is primarily one of
providing guidance to the Working Group members
and fostering effective communication between the
Working Group and the Committee. In addition, a
representative of the Federal Reserve Bank of New
York will also be assigned as an advisor to each
Working Group.

The Committee may designate additional adhoc
working groups to focus on specific issues.

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

Summaries of discussions of topics on the formal
agenda of Committee meetings will be made avail-
able 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
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will be distributed widely to institutions that partici-
pate in the foreign exchange market.

Meetings of the Committee will be held either at
the Federal Reserve Bank of New York or at other
member institutions.

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

RESPONSIBILITIES OF
COMMITTEE MEMBERS

The Foreign Exchange Committee is composed of
institutions that participate actively in the foreign
exchange markets as well as other financial markets
worldwide. As a senior officer of such an institution,
the Committee member has acquired expertise that is
invaluable to attaining the Committee’s objectives.
The member’'s continuous communication with the
markets worldwide generates information that is nec-
essary to the Committee’s deliberations on market
issues or problems. Effective individual participation is

critical if the collective effort is to be successful. The
responsibilities of membership apply equally to all
Committee members.

The specific responsibilities of
each member are:

« to function as a communicator to the Committee
and to the marketplace on matters of mutual
interest, bringing issues and information to the
Committee, contributing to discussion and
research, and sounding out colleagues on issues of
concern to the Committee;

 to present the concerns of his or her own insti-
tution to the Committee; in addition, to reflect
the concerns of a market professional as well
as the constituency from which his or her insti-
tution is drawn or the professional organization
on which he or she serves; and

« to participate in Committee work and to volunteer
the resources of his or her institution to support the
Committee’s projects and general needs.
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INDEX TO 1988-1991
ANNUAL REPORTS

SUBJECT ANNUAL REPORT PAGE
ADVISORY ROLE OF THE FOREIGN EXCHANGE COMMITTEE 1997 13
1996 9

1995 8

1994 14

1993 14

1992 5

1991 4

1988 4

AUDIT AND CONTROL GROUP 1992 12
BANK'S RELATIONS WITH CUSTOMERS 1990 25
BARRIER OPTIONS STANDARD DOCUMENTATION 1995 115
BRITISH DUAL BROKERING SYSTEM 1990 5
1989 6, 23

BROKERS’' SWITCHES 1994 6
1993 7,23

1992 8

m Committee Letter on Brokers’ Switches 1993 23

Note: The 1988 Annual Report includes a cumulative index for the years 1979 through 1987.

1997 FX Committee Annual Report

1



SUBJECT ANNUAL REPORT PAGE

CHAIRMAN'S REPORT 1997 1
1996 1
1995 1
1994
1993
1992
1991
1990
1989

WwWw W W W w w

1988

COLLATERALIZED FOREIGN EXCHANGE

m Managing Operational Risk in Collateralized Foreign Exchange 1997 21
CONFIRMATION OF FOREIGN EXCHANGE TRANSACTIONS 1993 8,25
1992 8

1990 5,29

1989 9,51

m Committee Letter on Confirmation Best Practices 1995 34
1993 25

m Committee Response to CIB Recommendation 1990 5,29

m Automated Brokers 1989 9
COMMUNICATIONS SUBCOMMITTEE 1994 12
1993 12

1992 13

1991 10

CREDIT RISK 1992 21
1989 7,26

m Measuring Pre Settlement Creidt Exposure with “Loan-Equivalent Risk” 1992 21
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SUBJECT ANNUAL REPORT PAGE
m Pre-Settlement Credit Risk on Distant Date Financial
Contracts, by Heinz Riehl and Thomas Heffernan 1989 26
DERIVATIVES
m Committtee Comment on Proposed Settlement of
the Financial Accounting Standards Board of Disclosure
about Derivatives and Fair Market Value of Financial Statements 1994 19
DISPUTES RESOLUTION BODY 1991 5
DOCUMENT OF ORGANIZATION 1997 69
1996 101
1995 127
1994 89
1993 78
1992 64
1991 34
1990 18
1989 53
1988 46
ELECTRONIC ORDER-MATCHING SYSTEMS 1991 8
m A Survey Assessing the Impact of Electronic
Broking on the Foreign Exchange Market 1997 35
EUROPEAN FINANCIAL INTEGRATION 1989 10
FOREIGN CURRENCY OPTIONS
= Implied Volatility Rates 1990 6, 29
1989 6, 24
m Risk 1988 21
m Valuation 1988 12
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SUBJECT

ANNUAL REPORT PAGE

FORWARD INTEREST RATE CONTRACTS, COUNTERPARTY CREDIT RISK 1989 7,26

FX AND CURRENCY OPTION DEFINITIONS 1997 53

GUIDELINES FOR THE MANAGEMENT OF FOREIGN

EXCHANGE TRADING ACTIVITIES 1996 17
m Ethical Issues for Management 1996 21
®m Human Resource Issues for Management 1996 22
m Trading Practices 1996 23
m Trader-Trader Relationships 1996 25
m Trader-Broker Relationships 1996 26
m Trader-Customer Relationships 1996 27
m Operational Aspects of Trading 1996 27

HISTORICAL-RATE ROLLOVERS 1995 118

1991 5

m Committee Letter on Historical-Rate Rollovers 1991 23

INTERNATIONAL CURRENCY OPTIONS MARKET

(ICOM) MASTER AGREEMENT 1995 73

1990 7

m Seminars 1991 23

JAPANESE YEN, CROSS-TRADING 1989 11

LEGAL INITIATIVES OF THE FOREIGN EXCHANGE COMMITTEE
m Legal Options for Revised Master Agreements 1997 5
m Treasury Amendment Lobbying Effort 1997 5
m Foreign Exchange and Currency Option Definitions 1997 5
m Legal Implications of European Economic and Monetary Union 1997 5
m Cross-Product Master Agreement 1997 5
m Amicus Brief in Dunn v. CFTC 1996 3
m Amicus Brief in Frankwell v. CETC 1996 3
= Amicus Brief in Tauber v. Salomon Forex Case 1992 31
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SUBJECT ANNUAL REPORT PAGE
m International Bullion Master Agreement (IBMA) 1994 51
m Guide to IBMA 1994 68
m International Currency Options Master Agreement (ICOM) 1995 73
m Barrier Options Standard Documentation 1995 115
m Guide to ICOM 1995 92
m International Foreign Exchange and Options Master Agreement 1995 51
m International Foreign Exchange Master Agreement (IFEMA) 1993 5, 14, 27
m |[FEMA Legal Opinions 1995 3
LIQUIDITY 1991 4
1990 10
MARKET STRUCTURE SUBCOMMITTEE 1996 5
1995 6
1994 8
1993 9
1992 10
1991 7
MEMBERSHIP
m Activities 1989 13
1988 13
m Structure 1990 12
1989 14, 53
m Subcommittee 1997 11
1996 5
1995 7
1994 12
1993 13
1992 14
1991 10
1990 14
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SUBJECT ANNUAL REPORT PAGE

1989 13

1988 13

NETTING OF FOREIGN EXCHANGE TRANSACTIONS 1993 5, 14, 27

1990 8

1989 8

1988 9

m Committee’s Comment on Basle Netting Proposal 1993 28

m Response to Group of 10 Issues Paper on Netting 1992 10

= Multilateral Netting 1989 8

m Bilateral and Multilateral Netting 1988 10

m Committee Letter on Proposed Risk-Based Capital Guidelines 1988 16

m Interest in Netting Arrangements 1988 9

m Payments and Contract Netting 1988 10
NETTING INITIATIVES

m ECHO (EBIC-ABECOR) 1990 8

1989 8

1988 10

m FXNET 1990 8

1989 8

1988 10

m NACHO (Options Clearing Corporation) 1990 8

1989 8

1988 10

= SWIFT (ACCORD) 1990 8

1989 8

NEW PRODUCT DEVELOPMENT 1995 25

1988 11
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SUBJECT ANNUAL REPORT PAGE
OPTIONS VALUATION 1988 12
POINTS, BROKERS’ 1991 5,25
1990 4,24, 28
1989 1,15
1988 6, 22, 42
m Committee Letter on the Use of Points with
Respect to Foreign Exchange Transactions 1991 25
1988 23
m London Dual System 1990 5
1989 6, 23
m Points Task Force 1989 4
1988 7,24
m Policy Statement on Points, Federal Reserve 1990 28
m Remarks on the Practice of Points in the Brokered
Exchange Market, by Margaret L. Greene 1989 18
m Remarks on the Use of Points in Brokered Foreign Exchange
Dealing, by Margaret L. Greene and Ernest T. Patrikis 1988 22
POOLED FUNDS 1992 10
PRICE RISK MEASUREMENT 1991 6, 10, 16
m Committee Comment on Basle Market Risk Proposal 1995 29
1993 37
m Price Risk: The Dollars-at-Risk Approach to Measurement and Management 1991 16
PRINCIPLES AND PRACTICES FOR WHOLESALE MARKET
TRANSACTIONS 1995 37
PROCEDURAL MATTERS OF THE FX COMMITTEE 1990 11
1989 13
1988 13
m Reassessment of the Committee Structure 1993 3,13
1992 14, 64
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SUBJECT ANNUAL REPORT PAGE

1991 10

1990 12

m Reassessment of the Membership Structure 1993 3,13

1992 14

1991 10

1989 14

m Meeting Dates 1997 15

1996 11

1995 9

1994 14

1993 18

1992 15

1991 11

1990 11

1989 13

m Reassessment of the Communications Subcommittee 1994 12

m Relations with Other Organizations 1997 7

1990 13

m Subcommitee Assignments 1996 12

1995 10

1994 15

1993 20

1992 17

1991 13

1990 15

1989 13

m Committee Assignments 1997 16

RISK-BASED CAPITAL

m Committee Comments on Basle Market Risk Proposal 1995 29
m Committee Comment on the Federal Reserve Board’s Proposal to

Amend Risk-Based Capital Guidelines 1994 22
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SUBJECT ANNUAL REPORT PAGE
m Committee Comments on Basle Netting and Market Risk Proposals 1993 27
m Committee Letter on Proposed Guidelines 1988 16
RISK MANAGEMENT SUBCOMMITTEE 1996 6
1995 6
1994 10
1993 10
1992 11
1991 6
SEMINARS
m Forum on the Impact of European Monetary Union on
U.S. Financial Markets 1997 3
m Management of Operational Risks in Foreign Exchange 1997 1
m Guidelines for Foreign Exchange Settlement Netting 1997 3
m Guidelines for Foreign Exchange Trading Activities 1996 4
m Reducing Foreign Exchange Settlement Risk 1994 11
m International Foreign Exchange Master Agreement (IFEMA) 1993 12
m Committee Paper on Pre-Settlement Credit Risk 1993 12
m International Currency Options Master Agreement (ICOM) 1992 13
® Price Risk Measurement 1992 13
SETTLEMENT RISK
m Guidelines for Foreign Exchange Settlement Netting 1996 63
m Reducing Foreign Exchange Settlement Risk 1994 24
STOP-LOSS LIMIT ORDERS
m Committee Letter on the Holding of Stop-Loss Orders
in an Electronic Trading Environment 1997 65
TRADING AGAINST COLLATERAL 1988 12
TRADING PRACTICES SUBCOMMITTEE 1996 4
1995 4
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SUBJECT ANNUAL REPORT PAGE

1994 6

1993 7

1992 8

1991 5

1990 4

1989 10

1988 6

U.S. FOREIGN EXCHANGE MARKET SURVEY 1989 10
m Summary of April 1995 FRBNY Survey 1995 120
m Summary of April 1992 FRBNY Survey 1992 40
= Summary of April 1989 FRBNY Survey 1989 30

86 1997 FX Committee Annual Report



1991 FOREIGN EXCHANGE
GOMMITTEE MEMBER LISTING

I. New York Banks

John Finigan
Managing Director
Bankers Trust

1 Bankers Trust Plaza
New York, NY 10006
Telephone:
212/250-1710
Facsimile:
212/755-2487

Term: 1995-98

Adrian H. Fletcher
Executive Vice President
Republic National Bank
Global Trading Operations
452 Fifth Avenue

New York, NY 10018
Telephone:
212/525-5896

Facsimile:

212/525-5271

Term: 1997-2000

Peter M. Gallant
Treasurer

Citicorp

Citicorp Center

153 East 53rd, 6th Floor
New York, NY 10043
Telephone:
212/559-6853
Facsimile:
212/527-2051

Term: 1996-99

Richard Mahoney

Senior Vice President
The Bank of New York

48 Wall Street, 13th Floor
New York, NY 10286
Telephone:

212/804-2018

Facsimile:

212/495-1017

Term: 1997-2000

David Puth

Managing Director

The Chase Manhattan Bank
One Chase Plaza

New York, NY 10081
Telephone:

212/834-5060

Facsimile:

212/834-6554

Term: 1997-2000

William Rappolt
Executive Vice President
Manufacturers &
Traders Bank

350 Park Avenue
New York, NY 10022
Telephone:
212/350-2493
Facsimile:
212/350-2118

Term: 1996-99

Klaus Said

Managing Director
JP Morgan

60 Wall Street

New York, NY 10260
Telephone:
212/648-2526
Facsimile:
212/648-5818

Term: 1997-2000

II. Other U.S. Banks

Thomas J. Hughes
Managing Director
The Bank of Boston
100 Federal Street
Mail Stop 01-12-08
Boston, MA 02110
Telephone:
617/434-4884
Facsimile:
617/434-8394
Term: 1995-98
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Richard Rua

Senior Vice President
Mellon Bank, N.A.

One Mellon Bank Center
Pittsburgh, PA 15258
Telephone:
412/234-1474

Facsimile:

412/234-5997

Term: 1997-2000

Lewis W. Teel

Executive Vice President
Bank of America

555 California Street

San Francisco, CA 94104
Telephone:

415/622-1677

Facsimile:

415/622-1066

Term: 1996-99

Daniel V. Almeida
Managing Director
Deutsche Bank

6 Bishopsgate
London EC2P 2AT
ENGLAND
Telephone:
011-441-71-971-7666
Facsimile:
011-441-71-971-7413
Term: 1994-97

Anthony Bustamante
Executive Vice President
Midland Bank

140 Broadway, 17th Floor
New York, NY 10015
Telephone:

212/658-5731

Facsimile:

212/658-1155

Term: 1995-98

Andrew Siciliano
Managing Director
Swiss Bank Corporation
Swiss Bank House

1 Timber Street
London EC4X 3SB
ENGLAND
Telephone:
011-441-71-711-3827
Facsimile:
011-441-71-711-2874
Term: 1997-2000

Susan Storey
Managing Director
CIBC — Wood Gundy
161 Bay Street
Toronto, Ontario M5J 258
CANADA

Telephone:
416/594-8514
Facsimile:
416/594-7342

Term: 1995-98

Tomomasa Sumida

Deputy General

Manager & Treasurer

The Bank of Tokyo-Mitsubishi
1251 Avenue of the Americas
New York, NY 10020-1104
Telephone:

212/782-4995

Facsimile:

212/782-6425

Term: 1997-2000

Jamie K. Thorsen
Managing Director
Bank of Montreal
115 South LaSalle Street,
19th Floor
Chicago, IL 60603
Telephone:
312/845-4107
Facsimile:
312/845-4197
Term: 1995-98



IV. Investment Banks

Stephen M. Bellotti
Managing Director

Merrill Lynch & Co., Inc.
World Financial Center,
North Tower

250 Vessey Street, 8th Floor
New York, NY 10281-1308
Telephone:

212/449-7377

Facsimile:

212/449-6751

Term: 1996-99

Lloyd C. Blankfein
Partner

Goldman, Sachs & Co.

85 Broad Street, 5th Floor
New York, NY 10004
Telephone:

212/902-0593

Facsimile:

212/902-4141

Term: 1995-98

Paul Kimball

Managing Director
Morgan Stanley & Co., Inc.
Foreign Exchange Dept.,
3rd Floor

1585 Broadway

New York, NY 10036
Telephone:
212/761-2860
Facsimile:
212/761-0296

Term: 1995-98

Robert M. Rubin
Executive Vice President
& Director

AIG Trading Group

1 Greenwich Plaza
Greenwich, CT 06830
Telephone:
203/861-3334
Facsimile:
203/861-3820

Term: 1996-99

\l. Foreign Exchange
Brokers

Peter Bartko
Chairman

EBS

55-56 Lincolns Inn Field
London WC2
England

Telephone:
011-441-71-573-4200
Facsimile:
011-441-71-573-4201
Term: 1997-2000

Christopher Kelson
Chief Executive Officer
M. W. Marshall, Inc.

75 Park Place, 4th Floor
New York, NY 10007
Telephone:
212/385-7045

Facsimile:
212/385-7275

Term: 1994-97

John D. Nixon

Chief Executive Officer
Tullett & Tokyo Forex
International Limited
54-62 New Broad Street
London EC2M 1JJ
England

Telephone:
011-441-71-827-2011
Facsimile:
011-441-71-528-8172
Term: 1996-99

Vil. Observer-President
of FOREX, USA, Inc.

Matthew Lifson

National Australia Bank, Ltd.
200 Park Avenue, 34th Floor
New York, NY 10166
Telephone:

212/916-9631

Facsimile:

212/972-1566

VIil. Federal Reserve Bank of
New York (Ex Officio)

Peter R. Fisher
Executive Vice President
Markets Group

33 Liberty Street

New York, NY 10045
Telephone:
212/720-5003

Facsimile:

212/720-8892

Dino Kos

Vice President
Markets Group

33 Liberty Street
New York, NY 10045
Telephone:
212/720-6548
Facsimile:
212/720-7462

HaeRan Kim
Counsel

Legal Department
33 Liberty Street
New York, NY 10045
Telephone:
212/720-8118
Facsimile:
212/785-5748

Richard Dzina

Executive Assistant

Foreign Exchange Committee
33 Liberty Street

New York, NY 10045
Telephone:

212/720-8818

Facsimile:

212/720-1655
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1998 FOREIGN EXGHANGE
GOMMITTEE MEMBER LISTING

I. New York Banks

John Finigan
Managing Director
Bankers Trust

1 Bankers Trust Plaza
New York, NY 10006
Telephone:
212/250-1710
Facsimile:
212/250-7032

Term: 1995-98

Adrian H. Fletcher
Executive Vice President
Republic National Bank
Global Trading Operations
452 Fifth Avenue

New York, NY 10018
Telephone:
212/525-5896

Facsimile:

212/525-5894

Term: 1997-2000

Peter M. Gallant
Treasurer

Citicorp

Citicorp Center

153 East 53rd, 6th Floor
New York, NY 10043
Telephone:
212/559-6853
Facsimile:
212/527-2051

Term: 1996-99

Thorkild Juncker
Managing Director
JP Morgan

#60 Victoria Embankment
London EC4Y0JP
ENGLAND
Telephone:
011-44-171-779-2028
Facsimile:
011-44-171-325-8223
Term: 1997-2000

Richard Mahoney

Senior Vice President
Global Foreign Exchange
The Bank of New York
48 Wall Street, 13th Floor
New York, NY 10286
Telephone:
212/804-2018

Facsimile:

212/495-1017

Term: 1997-2000

David Puth

Managing Director

The Chase Manhattan Bank
270 Park Avenue

New York, NY 10017
Telephone:

212/834-5060

Facsimile:

212/834-6554

Term: 1997-2000

William Rappolt
Executive Vice President
Manufacturers &
Traders Bank

350 Park Avenue
New York, NY 10022
Telephone:
212/350-2493
Facsimile:
212/350-2118

Term: 1996-99

I1. Other U.S. Banks

Peter Mesrobian
Senior Vice President
First National Bank of
Chicago

One First National Plaza
Mail Suite 0452
Chicago, IL 60670
Telephone:
312/732-6125
Facsimile:
312/732-4939

Term: 1998-2001
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Richard Rua

Senior Vice President
Mellon Bank, N.A.

One Mellon Bank Center
Pittsburgh, PA 15258
Telephone:
412/234-1474

Facsimile:

412/234-8166

Term: 1997-2000

Lewis W. Teel

Executive Vice President
Bank of America

555 California Street

San Francisco, CA 94104
Telephone:

415/622-1677

Facsimile:

415/622-1066

Term: 1996-99

Daniel V. Almeida
Managing Director
Deutsche Bank

133 Houndsditch
London EC3A7DX
ENGLAND
Telephone:
011-441-71-545-8699
Facsimile:
011-441-71-545-1267
Term: 1998-2001

Anthony Bustamante
Executive Vice President
Midland Bank

140 Broadway, 17th Floor
New York, NY 10015
Telephone:

212/658-5731

Facsimile:

212/658-1155

Term: 1995-98

Andrew Siciliano
Managing Director
Swiss Bank Corporation
677 Washington Road
Stamford, CT 06912
Telephone:
203/719-1400
Facsimile:
203/719-1230

Term: 1997-2000

Susan Storey

Managing Director

CIBC — Wood Gundy

161 Bay Street, BCE Place
Toronto, Ontario M5J 258
CANADA

Telephone:

416/594-7167

Facsimile:

416/956-6139

Term: 1995-98

Tomomasa Sumida

Deputy General Manager &
Treasurer

The Bank of Tokyo-
Mitsubishi

1251 Avenue of the Americas
New York, NY 10020-1104
Telephone:

212/782-4995

Facsimile:

212/782-6425

Term: 1997-2000

Jamie K. Thorsen
Managing Director
Bank of Montreal
115 South LaSalle Street,
19th Floor
Chicago, IL 60603
Telephone:
312/845-4107
Facsimile:
312/845-4197
Term: 1995-98
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Robert White
Treasurer

Standard Chartered Bank
7 World Trade Center,
27th Floor

New York, NY 10048
Telephone:
212/667-0351
Facsimile:
212/667-0520

Term: 1998-2001

Stephen M. Bellotti
Managing Director

Merrill Lynch & Co., Inc.
World Financial Center,
North Tower

250 Vessey Street, 8th Floor
New York, NY 10281-1308
Telephone:

212/449-7377

Facsimile:

212/449-6751

Term: 1996-99

Lloyd C. Blankfein
Partner

Goldman, Sachs & Co.

85 Broad Street, 5th Floor
New York, NY 10004
Telephone:

212/902-0593

Facsimile:

212/902-4141

Term: 1995-98

Paul Kimball

Managing Director
Morgan Stanley & Co., Inc.
Foreign Exchange Dept.,
3rd Floor

1585 Broadway

New York, NY 10036
Telephone:
212/761-2860

Facsimile:
212/761-0052

Term: 1995-98

Robert M. Rubin
Executive Vice President &
Director

AIG Trading Group

1 Greenwich Plaza
Greenwich, CT 06830
Telephone:
203/861-3334
Facsimile:
203/861-3820

Term: 1996-99
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Peter Bartko
Chairman

EBS

55-56 Lincolns Inn Field
London WC2A3LJ
ENGLAND
Telephone:
011-441-71-573-4200
Facsimile:
011-441-71-573-4201
Term: 1997-2000

Robert McCully

Chief Executive

Harlow Meyer Savage LLC
Two World Trade Center
Suite 5550

New York, NY 10048
Telephone:
212/306-0710
Facsimile:
212/306-0718

Term: 1998-2001

Vil. Observer-President of
FOREX, USA, Inc

Don Lloyd

Managing Director
Bank of Montreal

115 South LaSalle St.,
19th Floor

Chicago, IL 60603
Telephone:
312/845-4060
Facsimile:
312/845-4197

Vill. Federal Reserve Bank of
New York (Ex Officio)

Peter R. Fisher
Executive Vice President
Markets Group

33 Liberty Street

New York, NY 10045
Telephone:
212/720-5003

Facsimile:
212/720-8892

Dino Kos

Senior Vice President
Markets Group

33 Liberty Street
New York, NY 10045
Telephone:
212/720-6548
Facsimile:
212/720-7462

Michael Nelson
Counsel

Legal Department
33 Liberty Street
New York, NY 10045
Telephone:
212/720-8194
Facsimile:
212/720-1756

Eileen Spinner
Executive Assistant
Foreign Exchange
Committee

33 Liberty Street
New York, NY 10045
Telephone:
212/720-6651
Facsimile:
212/720-1655
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