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CHAIR’S LETTER

n the past year, the Foreign Exchange Committee has successfully met its mandate of

improving the integrity and functioning of the wholesale over-the-counter foreign

exchange market by responding to a number of complex challenges. These
challenges stemmed from marketplace changes that were first observed about five years
ago and that have evolved into major forces reshaping the conduct of foreign exchange
trading. These forces include the emergence of currency as a separate asset class and
the associated arrival of new market participants, significant growth in foreign exchange
trading volume and liquidity, the rapid increase of new electronic trading technologies
and methods, and the heightened activity in exotic derivatives and newly tradable and
non-deliverable currencies. Together, these forces have produced what is essentially a
new foreign exchange market.

Anticipating this transformation, the Foreign Exchange Committee has been working
to apply long-standing principles to the formulation of best practice recommendations
and communications regarding the new market. This market is characterized by more
complex market instruments, changed counterparty roles, and new means of executing
and settling trades. One key principle is that the best markets are those that are efficient,
fair, and flexible, with participants who act with integrity. Markets that exhibit these
characteristics not only serve their participants well, but also serve broader purposes
within the global financial system and the economy. To promote and maintain an
efficient and ethical market, the Committee has sought to offer guidance that balances
the legitimate interests of all market participants without interfering with the market’s
natural evolution.

The Foreign Exchange Committee completed three major projects related to the
market forces noted above, continued work on two others, and initiated work on one
more.

The completed projects are:

~ publication of Foreign Exchange Prime Brokerage: Product Overview and Best Practice
Recommendations and the Master FX Give-Up Agreement,

~ publication of a letter to wholesale market participants regarding retail foreign
exchange, and




=~ publication of the new International Foreign Exchange and Currency Option Master
Agreement (IFXCO) and the 2005 Barrier Option Supplement to the 1998 FX and
Currency Option Definitions.

Ongoing Committee projects that reached notable milestones are:
=~ publication of Malaysian ringgit non-deliverable forward (NDF) documentation and

=~ publication of the semiannual Survey of North American Foreign Exchange Volume.

In addition, the Committee began work on a new project addressing autodealing
developments in the foreign exchange market.

The foreign exchange prime brokerage, retail foreign exchange, and autodealing
projects were initiated because the Committee recognized that the elements of a
foreign exchange trade are increasingly being unbundled and repackaged and that
multiple links are being introduced in the distribution chain. For example, some banks
may provide their clients with liquidity while “white labeling” that liquidity from another
bank; other banks may provide liquidity to a retail aggregator, which then facilitates
foreign exchange trading for many individual investors. A foreign exchange dealer may
provide liquidity to a hedge fund, and these trades are then “given up” to the customer’s
foreign exchange prime broker. Finally, some market participants may access electronic
broker platforms featuring anonymous high-speed “program trading” capabilities in
order to make markets in selected currency pairs in the name of their foreign exchange
prime broker.

FORMULATING GUIDELINES FOR FOREIGN EXCHANGE
PRIME BROKERAGE

Recognizing the dramatic growth of foreign exchange prime brokerage as well as its
impact on recent market developments, the Committee established a subcommittee to
explore the risks associated with the product. The subcommittee spent many months
researching and analyzing the prime brokerage product; the group’s findings have been
published in Foreign Exchange Prime Brokerage: Product Overview and Best Practice
Recommendations. Released in December 2005, this document describes foreign
exchange prime brokerage services and presents twenty-two new best practices
intended to help market participants mitigate some of the credit, operational, and
reputational risks associated with prime brokerage services. The Committee strongly
believes that the implementation of these practices may help reduce the level of risk in
the foreign exchange market more generally. The Committee encourages all market
participants to review these best practice recommendations with the appropriate
professionals in their respective organizations. Working closely with the Financial
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Markets Lawyers Group, the Committee also published the first industry Master FX
Give-Up Agreement for counterparties involved in foreign exchange prime brokerage
transactions. This document clarifies the terms for risk allocation and the responsibilities
that the give-up relationship imposes on the prime broker, executing dealers, and the
prime broker’s customer. By putting the participants that use this important new service
offering on clearer and more uniform legal ground, these efforts should provide much
greater certainty to the market.

CLARIFYING ROLES AND RISKS IN RETAIL FOREIGN EXCHANGE

Retail foreign exchange trading has grown rapidly in recent years as individuals seeking
to generate returns for their investment portfolios have acquired greater market access
through new trading technologies and business models. These technologies and
business models have made it possible for
price discovery, liquidity, execution,
confirmation, and reporting services to be
delivered in real, or near real, time. Moreover,

Retail foreign exchange

trading has grown rapidly ...

as individuals seeking in the foreign exchange distribution channel,
to generate returns for transaction services that were historically
their investment portfolios bundled together and offered by a single

provider have now been broken out into
their components, with specialized entities
market access. providing the individual services. Examples of
this segmentation include retail aggregators
that act as portals for retail investors trading foreign exchange on a margin basis and
“white labeling,” whereby banks or e-commerce platforms allow their customers to
trade at prices quoted by a third-party bank.

have acquired greater

These innovations separate wholesale foreign exchange dealers from retail end users,
a development that may complicate the dealers’ execution of their responsibilities.
Such responsibilities include typical know-your-customer and anti-money-laundering
obligations and compliance with statutory and supervisory guidance. Of particular concern
is a dealer’s exposure to reputational risk if the dealer is linked to a chain of transactions
that result in dissatisfaction or litigation or both. In response to the apparent blurring of the
demarcation between the wholesale and retail segments of the foreign exchange market,
the Committee prepared a market letter dealing with retail foreign exchange trading and
wholesale market participants. In the document, the Committee calls for good legal
documentation and stresses the importance of understanding know-your-customer
obligations and contractual relationships. The Committee also notes that while
reputational risk is not new to the foreign exchange market, recent developments
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related to retail foreign exchange may be increasing this type of risk for market
participants. Accompanying this market letter is a detailed appendix containing
descriptions of retail aggregation, white labeling, and a legal framework for
understanding the retail-wholesale boundary in the foreign exchange market.

EXAMINING AUTODEALING DEVELOPMENTS IN THE FOREIGN
EXCHANGE MARKET

During 2005, the Committee’s Chief Dealers Working Group voiced concerns that
unprofessional trading behavior might be increasing with the advent of autodealer
technologies, particularly in conjunction with the element of anonymity afforded by
electronic foreign exchange prime brokerage services. Some market participants are
worried that an increase in unprofessional trading behavior might undermine the
reputation and confidence of the market and constrain the ability of the market to self-
regulate. The Committee has formed a subcommittee to review and analyze these
concerns and consider what, if any, action the Committee should take.

OTHER NOTEWORTHY ACCOMPLISHMENTS

In other work, the Committee has addressed developments heightening the complexity
of the foreign exchange market, including the overall increase in trading volumes. While
the Committee began its semiannual market volume survey only in October 2004,
analysis of data from the October 2004 and
April 2005 surveys confirms what major market
participants already know to be true—that
currency market volumes are up dramatically.
The use of almost all traditional market —©f almost all traditional
instruments has increased, and growth has also  market instruments has
occurred in the more complex products suchas  jncreased, and growth has
currency option contracts. To strengthen the legal
framework for all market participants, the
Committee published the International Foreign ~ €@mplex products.
Exchange and Currency Option Master Agree-
ment (IFXCO) and the 2005 Barrier Option Supplement to the 1998 FX and Currency Option
Definitions. The Committee also published Malaysian ringgit non-deliverable forward
documentation, which adds to work on Asian currency NDFs begun in recent years.
Each of these three publications is designed to help market participants speak a
common language so that the terminology means the same to all concerned. Indeed,
standardized agreements make the conduct of business much simpler for everyone and
contribute to the legal certainty of agreements for all market participants.

Currency market volumes
are up dramatically. The use

also occurred in the more
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2006 AND BEYOND

The Foreign Exchange Committee has no enforcement authority; rather, its role is to deepen
understanding of the foreign exchange market, foster improvements in the quality of
foreign exchange risk management, investigate topics of interest to market participants,
and develop best practice recommendations for distribution to market participants and
their management. In accordance with this mandate, the Committee has an important
role to play in enhancing the reputation of the foreign exchange market. Consequently,
the Committee will continue to reach out to new market participants to make them
aware of its work over the past twenty-eight years.

For the wholesale over-the-counter currency markets to function smoothly, all
participants must share responsibility for maintaining the highest professional standards
of conduct and ethics. Thus, the Committee and its counterparts around the world will
continue to pursue ambitious initiatives. Certainly, the changes to the market noted in
this letter have precipitated much of the work undertaken by the Committee in recent
years. These forces are expected to continue to shape market activity in 2006 and
beyond. Unquestionably, market innovations will continue to alter the terrain for
agreements and conventions. By anticipating and preparing for new trends, the
Committee will continue to take a proactive approach. Its members are committed to
examining new issues and working collaboratively to craft guidance that serves the
market and its participants well. This dedication will certainly help the Committee to
build on its predecessors” accomplishments and to achieve its mandate going forward.

Mark Snyder
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Works in Progress

for 2006

confluence of new products,
Aparticipants, and technology is blurring

the conventional distinctions that
have long characterized the foreign exchange
market. Fundamental relationships among all
participants in the market are being tested
and transformed, with significant implications
for market structure and potentially for market
functioning. In 2005, the Committee focused
on identifying the risks associated with the
evolution of the foreign exchange market,
publishing a letter on issues related to inter-
mediated distribution arrangements in the
retail foreign exchange market and issuing
documentation and best practice recommen-
dations regarding foreign exchange prime
brokerage. Looking ahead, the Committee
will continue to work with the industry to ensure
that emerging risks are properly identified,
measured, and managed in order to promote
the continued smooth functioning of the market.

UPDATING TRADING GUIDANCE

As the foreign exchange industry continues to
evolve, the Committee recognizes the value
of revising its guidance to address emerging
issues. As reflected in the Bank for Inter-
national Settlements’ Triennial Central Bank
Survey of Foreign Exchange and Derivatives
Market Activity 2004, trading in foreign currency
options has surged in recent years, increasing
95 percent between 2001 and 2004. At the

same time, foreign exchange losses such as
those announced by National Australia Bank
early in 2004 underscore the challenges of
trading in these more complex instruments.

[n this context, in 2004, the Committee
updated its Management of Operational Risk in
Foreign Exchange to address more fully issues
associated with foreign exchange derivatives.
In 2005, the Committee, the International
Swaps and Derivatives Association, Inc. (ISDA),
and EMTA, Inc. (EMTA) published common
reference terms for a variety of barrier and
binary options to improve the efficiency of
the documentation process, reduce confir-
mation and settlement risk, and enhance
legal certainty for all market participants.
Looking ahead to 2006, the Committee plans
to review and revise the Guidelines for Foreign
Exchange Trading Activities to better reflect
developments in this increasingly important
market segment.

AUTODEALING

Advances in information technology have
facilitated the increased activity of newer
participants and a proliferation of products
in the foreign exchange market. The homoge-
nous nature of the basic spot foreign
exchange product and the size of the market
contributed to the adoption of the electronic
trading model in foreign exchange. This



model was first manifested in the interdealer
market, in which electronic broking systems
became the primary means of interbank trad-
ing. According to the Committee’s October
2005 Survey of North American Foreign
Exchange Volume, approximately half of all
trades between dealers are now executed via
electronic broking or dealing systems. This
move toward electronic trading has been fol-
lowed in the dealer-to-customer arena, with
Internet-based single- and multibank portals
continuing to gain traction. The same survey
reveals that between 20 and 25 percent of all
trades between customers and dealers occur
electronically.

More recently, the role of automation has
developed and expanded with the introduc-
tion of autodealing, with the industry moving
beyond manual traders that execute with one
another via electronic communication net-
works to computers that now trade directly
with other computers via automated program
trading. In 2006, the Committee and the
Chief Dealers Working Group will explore
potential liquidity and pricing issues related
to autodealing.

NON-DELIVERABLE FOREIGN
EXCHANGE PRODUCTS

Over the past two years, the Committee, the
Singapore Foreign Exchange Market Committee,
and EMTA, acting as cosponsors, have published
updated documentation for non-deliverable
foreign exchange transactions for seven Asian
currencies in order to reduce documentation
and settlement risk and facilitate improved
efficiency in the non-deliverable foreign
exchange market. In 2006, the Committee
will coordinate further with EMTA in the

development of market standards for non-
deliverable transactions in emerging market
currencies. In addition, the Committee is in
the process of updating its Master Agreement
Addendum for the confirmation of non-
deliverable forwards to reflect the template
terms introduced since its publication in
2003. More generally, the Committee will
continue to support EMTA’s efforts to pro-
vide standardized terms for non-deliverable
foreign exchange agreements, particularly
as they relate to the settlement of these
transactions in the event of unexpected
local market disruptions.

CLS BANK

As the Continuous Linked Settlement (CLS)
Bank enters its third year of operation, the
Committee will continue to focus on spe-
cialized issues involving CLS Bank and its
integration within the marketplace. In 2006,
the Committee, together with the Financial
Markets Lawyers Group and the Operations
Managers Working Group, will coordinate
with CLS Bank as it introduces new services
such as non-deliverable forward and option
premium settlement.

EFFORTS OF THE WORKING GROUPS

The Chief Dealers Working Group, in close
association with London’s Foreign Exchange
Joint Standing Committee, will continue its
efforts to publish the semiannual Survey of
North American Foreign Exchange Volume.
The group will also assist the Committee in its
initiative to update the Guidelines to Foreign
Exchange Trading Activities to better reflect
best practices in foreign exchange derivatives
trading and to examine the pricing and liquidity
implications of autodealing.
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The agenda of the Operations Managers
Working Group includes

=~ continuing efforts to address, in coordi-
nation with the Financial Markets
Lawyers Group, ISDA, and EMTA, industry
challenges in matching and exchanging
documentation for exotic option trans-
actions;

~ exploring the changing nature of the
confirmation process and the implica-
tions of advances in automation and
technology and, if appropriate, updating
the Committee’s guidance on managing
operational risk in foreign exchange; and

~ updating the format and terms and
encouraging further progress in the insti-
tutional implementation of the Master
Agreement Addendum for the confir-
mation of non-deliverable forwards, first
published in January 2003.




Legal Initiatives

INTRODUCTION TO THE FMLG

The Financial Markets Lawyers Group (FMLG)
is a committee of lawyers from leading world-
wide financial institutions that supports over-
the-counter (OTC) foreign exchange and
other financial markets trading. The FMLG
originated in the late 1980s, when a group of
lawyers joined together to develop a model
master netting agreement for foreign
exchange trading in the United States. The
FMLG advises the Foreign Exchange
Committee on many of its initiatives and also
pursues its own capital markets initiatives. The
FMLG is sponsored by, but independent of,
the Federal Reserve Bank of New York
(FRBNY). A senior FRBNY legal officer chairs
the group, and senior staff of the FRBNY’s
Legal Department are members.

The FMLG has provided support to the
Foreign Exchange Committee in the develop-
ment and publication in 1997 of master netting
agreements for foreign exchange transactions—
the International Foreign Exchange and
Options Master Agreement (FEOMA), the
International Foreign Exchange Master
Agreement (IFEMA), the International
Currency Options Market Master Agreement
(ICOM), and, this year, the International
Foreign Exchange and Currency Option Master
Agreement (IFXCO). Recent accomplishments
of the FMLG include the introduction of the
first industry foreign exchange master give-up
agreement and cosponsorship of the 7998 FX
and Currency Option Definitions (1998

Definitions). FMLG members have participated
in a number of global initiatives, including the
Global Documentation Steering Committee,

I
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the Hague Convention on collateral accounts,
industry preparation for Y2K, and the European
Union’s adoption of the euro. The FMLG
continues to draft new trade documentation,
best practice recommendations, legal briefs,
comment letters, and policy papers related to
OTC market developments.

The FMLG maintains links to OTC industry
associations and official institutions worldwide
in order to maintain channels of communica-
tion and cooperation on issues that are
important to the foreign exchange and OTC
markets. Among the groups with which the
FMLG enjoys close ties are the Bond Market
Association, EMTA, Inc. (EMTA), and the
International  Swaps and  Derivatives
Association, Inc. (ISDA), in the United States;
the European Financial Markets Lawyers
Group, sponsored by the European Central
Bank; and the Financial Markets Law
Committee and the Foreign Exchange Joint
Standing Committee, sponsored by the Bank
of England. This year, the FMLG hosted at the
Federal Reserve Bank of New York a successful
trilateral meeting of representatives from the
European Financial Markets Lawyers Group
and the Financial Markets Law Committee.

FMLG INITIATIVES DURING 2005

Many of the FMLG’s projects in 2005 under-
score the Group’s strong bond with the
Committee. Other FMLG efforts reflect the
Group’s policy interests and the coherent
relationship that has evolved among legal-
oriented industry groups within the global
community.
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Prime Brokerage

This year, Robert Spielman of the FMLG
played a key role in assisting the Committee in
the development of the industry’s first Master
FX Give-Up Agreement. The Master FX Give-
Up Agreement was published in April 2005 to
provide market documentation and specific
terms and elections to address risk allocation
in the give-up relationship. In addition, the
FMLG contributed to the Committee’s
December 2005 best practice recommenda-
tions for mitigating credit, operational, and
reputational risks associated with the prime
brokerage service.

Documentation

The Committee launched the IFXCO Master
Agreement in June 2005. Garland Sims of the
FMLG led this effort to update other master
agreements published by the Committee by
incorporating in the IFXCO Master Agree-
ment terms from the 1998 Definitions and
recommendations of the Global Documenta-
tion Steering Committee. Additionally, the
IFXCO Master Agreement simplifies execution
through use of an Adherence Agreement to
its Terms.

This year, the Committee published the
2005 Barrier Option Supplement to the 1998 FX
and Currency Option Definitions (2005
Supplement) with the support of the FMLG
and its cosponsors, ISDA and EMTA. The
2005 Supplement enables market participants
to use the framework of the 1998 Definitions to
readily document a variety of barrier and
binary options. The 2005 Supplement sets
forth common reference terms for a growing
sector of the foreign exchange marketplace
and offers the benefits of efficient documenta-
tion processes and enhanced legal certainty
to market participants.

Retail Foreign Exchange

The FMLG provided counsel to the
Committee regarding the legal framework for
retail and wholesale foreign exchange. This
analysis informed the Committee’s study of
the market implications of retail aggregation
and white labeling, a topic discussed in the
Committee’s December 2005 letter to the
foreign exchange market.

Monitoring and Influencing
Legislative, Regulatory, and

Judicial Action

Throughout 2005, the FMLG closely followed
pending legislation and regulation that could
potentially affect the foreign exchange and
financial markets. The FMLG updated the
Committee on regulation of the commodities
markets and the impact of bankruptcy reform
legislation.

FMLG-CLS Working Group

The FMLG established a working group this
year, with the participation of representatives
from CLS Bank and EMTA, to lend expertise to
CLS Bank’s plans to initiate settlement services
for non-deliverable forward transactions and
currency option premiums.

Opinions

The FMLG continued its long-term efforts to
coordinate the annual compilation and
updating of legal opinions on IFEMA, ICOM,
FEOMA, and more recently, IFXCO. This year,
David Miller of the FMLG solicited updated
opinions from more than thirty jurisdictions in
which member firms are active.
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New Opportunities

"RISKS.

Foreign Exchange:

The Role of the
Foreign Exchange Committee

Introduction

I am honored to have served as Chairman of the Foreign Exchange Committee for
the past year and a half, and | very much appreciate the opportunity to share with
you some of our recent work and the ambitious agenda we see before us.

The Foreign Exchange Committee is wholly dedicated to improving the integrity
and functioning of the worldwide wholesale over-the-counter foreign exchange
market. And as the market rapidly evolves, we are working hard to ensure that all
participants—traditional banks, corporations, and asset managers, as well as fast-
growing participants such as hedge funds and the burgeoning retail aggregation
foreign exchange trading community—know about and understand best practices.

In my comments today, | have three objectives:

~ First, Id like to discuss the remarkable growth of global currency markets and
some of the issues that have arisen with the arrival of new participants, the
proliferation of electronic distribution channels, and the introduction of
innovative products and services.

=~ Second, I'd like to reflect on the special responsibilities that all of us here
shoulder as leading participants in the world’s largest capital market.

=~ Finally, I'd like to briefly describe recent initiatives of the Foreign Exchange
Committee and give you a sense of what we see on the road ahead.




The Changing Foreign
Exchange Market

The foreign exchange market is undergoing a
historic transformation. We are witnessing:

=~ the rapid expansion of global trade,

~ a dramatic increase in the cross-border
flows of stocks and bonds,

=~ the emergence of newly liquid, tradable
currencies and heightened activity and
interest in non-deliverable currencies,

=~ theintroduction of new electronic trading
technologies and methods and the
development of new products and
services, and

=~ the arrival of new market participants—
including new hedge funds, retail
investors, and retail aggregators—many of
which trade foreign exchange as an
independent asset class.

Together, these new products and players
are testing and transforming the very nature
of the relationships among various market
participants.

Suffice it to say that all these events are
taking place rapidly and concurrently, so that
the foreign exchange market resembles a kind
of vortex with all these trends altering the
market—perhaps permanently. This new
activity, together with new electronic trading
systems that tend to accelerate change, has
made the market more complex. It is a very
challenging time for the foreign exchange
market, and the long-term implications of
many of the changes we are observing now
are as yet unknown.

While the structural implications of these
events are expected to be profound, it is
impossible to predict how these shifting
pieces will eventually coalesce. In the
immediate term, we can see that they have
completely changed the character of our
trading liquidity.

Foreign exchange volumes are up—way
up. According to the Foreign Exchange
Committee’s second Survey of North
American Foreign Exchange Volume, average
daily trading in traditional foreign exchange
instruments totaled $401 billion in April 2005—
aremarkable increase of more than 20 percent
from the inaugural October result. I'll talk more
about the survey later in my remarks.

Furthermore, new issues have arisen with
regard to the nature and transparency of this
abundant liquidity. The advent of new
products and participants is changing the
existing relationships among foreign exchange
market participants. In a typical over-the-
counter foreign exchange trade, the dealer
provides the client with liquidity by taking on
a position and increasing its market risk. The
dealer also assumes the client’s credit risk,
both for settlement and for replacement risks,
if the client fails before settlement. Those
arrangements are well understood by all
market participants.

Today, however, the elements of a foreign
exchange trade have been unbundled and
repackaged, and multiple links have been
introduced into the distribution chain. For
example, a corporate client might contract
for foreign exchange from a local bank that is
“white labeling” the liquidity of a major global
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bank. That major global foreign exchange
dealer may also be providing liquidity to a
retail aggregator, who then facilitates foreign
exchange trading for thousands of individual
investors. Perhaps a foreign exchange dealer
provides research trading services and
liquidity to a hedge fund or a real-money
absolute return fund, and these trades are
“given up” to the customer’s foreign exchange
prime broker. Conversely, the hedge funds
could also be making markets in selected
instances and currency pairs—in the name of
their foreign exchange prime broker—given
new access to electronic broking platforms.

Indeed, agents that used to be wholesale
competitors might now act as clients, whereas
traditional customers may increasingly
behave as market makers. The provision of
liquidity and the provision of credit are
evolving into two distinct services. For those
participants providing liquidity, the function
has become more challenging because new
products have also introduced an element of
anonymity to the market. For example, under
the prime brokerage framework, it is not
always easy for the banks that are the ultimate
source of most trading liquidity to identify
market conditions precisely.

This dynamism is a hallmark of the foreign
exchange market; it should be welcomed.
However, market participants should be
mindful of the risks and challenges associated
with a rapidly evolving marketplace to ensure
that their risk management systems keep pace
with business developments.

NEW OPPORTUNITIES AND RISKS IN FOREIGN EXCHANGE

Credit Risk

For example, one important implication
arising from the prime brokerage product is
the redefinition of credit relationships and the
reallocation of credit risk. While the client is
able to trade with a variety of counterparties
or executing dealers, the counterparty or
executing dealer “gives up” that trade to the
prime broker. When the prime broker accepts
the credit risk for both the client and the
counterparty bank, there is clearly a greater
concentration of credit risk, as well as
heightened pressure to manage that credit risk
appropriately. The task of managing that
risk becomes even more challenging in the tri-
party framework. Like a standard counterparty
relationship, foreign exchange prime broker
arrangements require active credit-limit
monitoring against the limits set forth in the
governing legal agreements. However, the
foreign exchange prime broker model involves
an additional layer of complexity because of
the presence of three parties to each
transaction—the client, the executing dealer,
and the prime broker. In this context, real-time
usage updates of applicable lines and limits are
critical.

Operational Risk

The complexity of the prime brokerage model
also has implications for operational risk
because the model involves not only more
parties but also more processes. As anyone
here from the operational side of the business
can attest, there are some days when tracking
down confirmations and effecting settlements
between two parties pose a great challenge—
so you can imagine what is involved when a
third party is introduced to the process.



Moreover, while a traditional foreign
exchange transaction proceeds directly from
execution to confirmation and settlement,
prime brokerage introduces to the foreign
exchange process the additional steps of
notification and trade acceptance or
rejection. Following a trade execution between
a client and an executing dealer, both parties
must provide the trade details to the prime
broker for acceptance or rejection. At that
point, separate confirmations must be
exchanged between both the prime broker and
the executing dealer and the prime broker and
the client as legal evidence of the terms of the
transaction. Because each stage of the process
is generally dependent on the successful
conclusion of the preceding step, timeliness
and accuracy in each leg of trade processing are
key to orderly market functioning and the
minimization of market risk for the client and
the executing dealer.

Legal Risk

These innovations introduce new aspects of
legal risk because they make it more challeng-
ing for well-meaning market participants to be
sure that they understand who has know-your-
customer requirements in the distribution
chain of transactions. Products and services
such as white labeling and retail aggregation
separate the wholesale foreign exchange
dealer from the end user, perhaps by multiple
intermediaries. This situation may compli-
cate the execution of responsibilities that
accompany foreign exchange trading—from
typical know-your-customer and anti-money-
laundering obligations to compliance with
statutory and supervisory guidance invoked for
particular client or market segments. Banks

need to know their retail aggregator clients.
And aggregators need to know their retail
customers and serve them with integrity. The
same can be said for the white-label
framework.

We encourage market participants to
review their legal and contractual relation-
ships with clients, intermediaries, vendors,
and anyone else that might be considered a
counterparty. Market participants should
ensure that the existence of intermediaries
does not obscure the responsibility for
compliance with anti-money-laundering,
counterterrorism, bank secrecy, and privacy
regulations by the party or parties that bear
the legal responsibility.

Standardized documentation can play a
key role in the reduction of legal risk in foreign
exchange. The Foreign Exchange Committee
believes in the collaborative development of
industry norms and standard practices.
Entities can and should compete aggressively.
But at the same time, all market participants
should speak a common language—so that
the technical, operational, and legal termi-
nology is understood by all concerned.
Standardized agreements make life much
simpler for everyone and contribute to the
legal certainty of contracts for all market
participants. And it is vitally important that
new market players understand and internalize
industry standards.

Reputational Risk

Market, credit, operational, and legal risks
have been the traditional focus of the Foreign
Exchange Committee. And while new
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products introduce new elements to risk
management, these types of risk are familiar
territory that we have successfully navigated
in the past. Consequently, | am confident that
the Committee, with the market’s full
participation, will develop norms of behavior
and commonly agreed-upon standards that
will mitigate many risks associated with the
new products and services. However, there is
a substantial and growing risk that may
emerge from the current environment of
rapid market evolution that we haven't
previously addressed directly.

Reputational risk is the impact, both
current and prospective, on earnings and
capital produced by negative public opinion
regarding an institution’s products or
activities. Negative publicity can affect the
institution’s ability to establish new relation-
ships or services or to maintain existing
relationships. This risk may expose the
institution to litigation, financial loss, or a
decline in its customer base.

Because the foreign exchange marketis in a
rapid state of change with new participants,
practices, and technologies, there exists the
possibility of a misstep that could have an
enormous impact. One area of particular
concern is the entry of new retail investors into
the foreign exchange market. These individual
investors, trading through aggregators that
have different legal personalities, domiciles,
and regulatory status, may pose some
problems. In many cases, these individual
traders can use greater leverage than they
normally could with, for example, equity
margin trading. In addition, there have been

NEW OPPORTUNITIES AND RISKS IN FOREIGN EXCHANGE

media reports and lawsuits alleging that
unscrupulous  retail foreign exchange
aggregators have defrauded their clients.

The Foreign Exchange Committee’s role is
notto police these or any market participants;
however, we do think that we have a role
when it comes to the overall reputation of our
market. The foreign exchange banks exist to
serve market participants—of whatever stripe.
However, the fact that some banks have no
direct contact with retail investors, rather only
with aggregators, has raised questions. What
we want to avoid is an unfortunate situation in
which unsound trading practices by individuals
or aggregators or both create a negative
“black mark” on the reputation of an other-
wise prudent institution and, by extension, on
the reputation of all of us who are significant
participants in the foreign exchange market.

Again, the Foreign Exchange Committee
cannot regulate behavior or instruct market
participants. But if a market participant
violates a norm, we do not want ignorance to
be an excuse. The Committee is reaching out
to new market participants to make them
aware of the work we have done with
traditional dealers and nondealer partici-
pants, so that they understand the “rules of
the road” and can efficiently take part in this
great market with full awareness of the best
practices and, indeed, an understanding of
the obligations of participation. We want
everyone to know about the standards and
practices we have worked hard to establish,
with the hope that the participants that abide
by these guidelines will help create a smooth
and scandal-free market.




To this end, the Foreign Exchange
Committee is currently preparing the final
draft of a market letter on the retail trade. In
this document, we will reiterate our calls for
good legal documentation and stress the
importance of understanding know-your-
customer obligations and contractual
relationships. We will emphasize that foreign
exchange dealers run a reputational risk if
they are linked to a chain of transactions that
result in an illegality or other unfortunate
consequence.

In the letter, we will encourage market
participants to review their legal and contrac-
tual relationships with clients, intermediaries,
vendors, and other entities that might be
considered counterparties. And we will
reiterate that the existence of multiple inter-
mediaries does not lessen the responsibility
of market participants to comply with
existing anti-money-laundering, counter-
terrorism, bank secrecy, and privacy
regulations.

Appendices to the letter will present
detailed descriptions of the services provided
by aggregators acting as portals for both retail
investors that trade foreign exchange on a
margin basis and banks or e-commerce
platforms that allow their customers to trade
at prices quoted by a third-party bank through
white labeling.

The Committee’s intention is to remind all
participants of the potentially catastrophic
impact of reputational risk and to reaffirm its
belief that business in our market should be
conducted prudently, legally, and ethically.

Unique Demands of a Cross-
Border, Nonregulated Market
The foreign exchange market is unique.
Because 100 percent of its transactions have
cross-border implications and because it is
the only over-the-counter trading arena that,
by definition, transcends the boundaries of
any national jurisdiction, it is the ultimate
global market.

Clearly, regulators play their role in the
licensing and supervision of individual market
participants. And the world’s central bankers
will never relinquish their important role
when it comes to their national currencies.
However, any governmental or inter-
governmental agency would have a difficult
time imposing prescriptive rules and rigid
controls on the market because the uniquely
supranational foreign exchange market is
literally everywhere, operating twenty-four
hours a day. It is the ultimate virtual market—
the central nervous system of global finance,
without which every other capital market
would seize up and cease functioning.

[ might also mention that | cannot foresee a
day when a nation’s central bank would cede
its sovereign authority over the currency
component of its monetary policy to any
worldwide currency regulatory body.

This situation places the unique burdens of
probity and ethics upon all market
participants. In practical terms, in order for
our market to function smoothly, all the
participants must share responsibility. This is
why the Foreign Exchange Committee and its
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counterparts around the world have adopted
an ambitious agenda of initiatives.

The Role of the Foreign
Exchange Committee:
The Road Ahead

The Foreign Exchange Committee exists to

=~ provide a forum for discussing best
practices and technical issues in the
foreign exchange market,

.

~ foster improvements in risk management
in the foreign exchange market by
presenting timely recommendations and
guidelines, and

~ enhance the legal certainty of foreign
exchange contracts through the develop-
ment of standard documentation.

We have achieved much over the years,
but we cannot afford to rest. The changes we
have seen in the market in recent years have
altered the environment for familiar agree-
ments and practices. And this development
has, in turn, changed the effectiveness of the
agreements. Thus, the Foreign Exchange
Committee works to update long-standing
documents and best practices to keep abreast
of events.

At the same time, changes in the
marketplace and notable events have driven
the establishment of increased know-your-
customer duties, disaster recovery require-
ments, and, sometimes, regulatory or
supervisory oversight. In accordance with
these changes, the Committee is developing
new documents and guidelines.

NEW OPPORTUNITIES AND RISKS IN FOREIGN EXCHANGE

The Committee tries always to be
proactive—anticipating trends and preparing
for them, not just reacting to events as they
occur. Often, a major part of what we do
consists of simply asking questions:

.

=~ Is the infrastructure and framework of
the foreign exchange market up to the
challenges presented by rapid change?

~ s our legal framework sufficiently robust?

~ Are market participants sufficiently aware
of the changes taking place around them?

=~ Are foreign exchange market professionals
and their staffs aware of the challenges
they face and the standards that our
market expects them to maintain?

I'd like to take this opportunity to mention
three major documents that have served us
well as the core of the Committee’s
knowledge base.

~ CGuidelines for Foreign Exchange Trading
Activities is a long-standing master
document, published for the first time in
1979 and regularly updated—most
recently in July 2004. Noting that market
activities that were considered appro-
priate even a few years ago need to be
reconsidered in the electronic age, the
document identifies essential best
business practices for the foreign
exchange marketplace.

The guidelines address best practices
for trading staff, including recom-
mendations on electronic trading;
sound sales practices, including know-
your-customer obligations and the risks
of trading with unnamed or undisclosed
counterparties; the development of an



ethical environment; legal and compliance
issues and documentation; risk manage-
ment and mitigation; and operational best
practices.

=~ Management of Operational Risk in Foreign
Exchange, first published in 1996 by the
Committee’s  Operations Managers
Working Group and updated in 2003,
serves as a resource for firms as they
evaluate and update their risk manage-
ment procedures. Comprising sixty best
practices, the document covers pre-trade
and trade; confirmation, netting, and
settlement; accounting/finance control;
and the unique features of foreign
exchange options and non-deliverable
forwards. The document recommends
close coordination between sales and
trading personnel and operational staff to
best respond to changes in the business
environment.

=~ Finally, I'd like to draw your attention to
our Recommendations for Nondealer
Participants. Earlier in my remarks, | noted
that the Committee is updating its market
practice recommendations to take
account of newer entrants to the foreign
exchange marketplace. In recent years,
the market has indeed grown more
diverse, with commercial and investment
banks being joined increasingly by very
active corporations, investment managers,
hedge funds, retail aggregators, and high-
net-worth individuals, as well as central
banks whose foreign reserves have risen
dramatically.

This document, first drafted in 1998 and
updated in 2004, recognizes that non-
dealer participants in the foreign exchange
market may have unique needs with regard
to internal guidelines and procedures for

risk management. Accordingly, the
document delivers to these new entrants
the collected wisdom of foreign exchange
veterans, summarized in twenty-two best
practice recommendations specifically
tailored to the special requirements of
nondealers.

Foreign Exchange

Volume Survey

Before | leave you today, I'd like to briefly
update you on an exciting new initiative of
the Foreign Exchange Committee—our semi-
annual  Survey of North American Foreign
Exchange Volume. The Committee developed
this survey in the belief that market participants
could use more frequent volume data to
support business decisions, resource allocation,
and risk management in the rapidly evolving
foreign exchange market. We coordinated our
work with the Bank of England’s Joint Standing
Committee on Foreign Exchange, which is
conducting a similar survey for its market.

Working together with staff at the Federal
Reserve Bank of New York to develop the best
methods of data collection and aggregation,
the Committee was determined to create a
survey that would provide an accurate picture
of market activity in North America. In line
with this goal, the survey covers thirty-one
participating institutions and captures an
estimated 90 percent of market activity.

We produced our first survey in October of
last year and our second survey in April of this
year. Although itis impossible to discern long-
term market trends from only two surveys, we
did observe an increase in volume of more
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than 20 percent—a finding that highlights the
growing importance of currency as an asset
class. We also noted that nonbank financial
firms, essentially fund managers, were
responsible for fully 30 percent of foreign
exchange volume in April—up from 25 percent
in October.

As in all of our work, the Committee
encourages the market to comment on and
participate in the refinement of the survey. We
see the survey, together with the survey
conducted by our colleagues in the United
Kingdom, as a means of clarifying the depth of
liquidity in different currency pairs and
products—and as part of a larger effort to
render the market more transparent and
efficient and to facilitate risk management.

The coordination of the New York and
London Committees on these surveys bodes
well for greater coordination in the
worldwide foreign exchange market as a
whole. Our standing subcommittees maintain
regular contact with similar bodies in Canada,
Europe, Hong Kong, Japan, and Singapore. |
believe that as our market widens to embrace
more currencies, new technologies, and
different kinds of market participants—in
multiple jurisdictions around the world—we
will be seen as a model for global capital
market coordination.
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Conclusion

| appreciate the invitation from Profit & Loss
magazine, the Financial Markets Association-
USA, and the Financial Markets Association of
Canada to come here today to tell you about
the work of the Foreign Exchange Committee.
We see great opportunities ahead as our
market grows, and | believe that a real spirit of
collaboration—and even of mission—is driving
our work. | would encourage any institution
or individual committed to foreign exchange
to make use of our guidelines and to avalil
themselves of our expertise.

Like other capital markets, the foreign
exchange market holds many investment and
trading risks and opportunities. Our objective
is to minimize the kind of operational,
transactional, reputational, and legal risks that
arise through differences in understanding.
Accordingly, we support collaborative efforts
to smooth out market standards and practices
so that all participants can concentrate on
competing vigorously and fairly.

| know that | speak for all my colleagues on
the Committee when | urge everyone
involved in this most critical of capital markets
to embrace the best practices and norms that
we have developed for the common good.
The foreign exchange market does have a
unique responsibility for self-governance.
And | hope that all of you share the
Committee’s belief in collaboration and
sound market practice for our mutual benefit.
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The Changing Nature
°'Operational

in Foreign Exchange'

he rapid pace of change in the foreign exchange market has created many

new opportunities for profit. New trading methods, new customers, and new

products reflect the dynamism of what continues to be the largest market-
place in the world. The heady pace of innovation shows no signs of slowing, and
taking advantage of these emerging opportunities requires agility and speed.

However, while innovative products and ways of trading create new possibilities
for profit, they also introduce novel and sometimes unfamiliar operational risks that
must be identified and managed. Failure to do so can result—and in recent years has
resulted—in large and publicized losses entailing financial and reputational
consequences that linger long after the loss is recognized in financial statements.

The Foreign Exchange Committee has published a variety of documents
outlining what it views as “best practices” to mitigate operational risks. Although
banks and other financial firms are at the heart of the foreign exchange market,
entities such as hedge funds, corporations, central banks, and other end users are
equally exposed to operational risks and should be vigilant about adopting best
practices to guard against the possibility of loss.

Operational Risk Defined

Traditionally, operational risk in financial institutions has been defined as the risk of
loss from breakdowns associated with the confirmation, netting, settlement, and
accounting of financial transactions. In short, this definition was about “back-office”




risks. However, in recent years the concept of
operational risk has broadened. For example,
the Basel Committee has defined operational
risk as the risk of direct or indirect loss resulting
from inadequate or failed internal proce-
dures, people, and systems or from external
events.” While this definition was developed
specifically for a regulatory capital requirement,
private institutions have also moved toward a
more holistic concept of operational risk.

A review of recent events highlights the
many ways that operational risk exposures
can manifest themselves. The events of
September 11 and the 2003 blackout in the
United States directly affected financial
institutions’ front- and back-office capabilities—
disrupting or delaying trade execution,
confirmation, settlement, and netting
services. Other examples include the large
foreign exchange trading losses at Allfirst Bank
and the National Australia Bank (NAB), which
resulted from the breakdown of fundamental
internal  control  processes, including
weaknesses in the segregation of duties, trade
confirmation, control of system access, and
review of off-market trades.?

These events reflect the traditional concept
of operational risk, driven by internal control
lapses or external incidents. However, the

more inclusive definition of operational risk
would incorporate a number of additional
critical events that have occurred in recent
years. For example, the potential and realized
losses related to corporate failures, such as
Enron, meet the broader definition of
operational risk. In situations such as these,
weaknesses in corporate governance,
compliance, and ethics were the factors leading
to a firm's losses and, in some cases, even
bankruptcy. With respect to financial
institutions, not only did banks record direct
credit losses from Enron, but those firms that
engaged in complex structured financings
with the company also reached significant
settlements with various government agencies
and remain exposed to civil litigation.*

While reputational risk is not considered
part of operational risk for Basel risk capital
purposes, the two types of risk have become
increasingly intertwined as the just-mentioned
corporate failures have unfolded. Lapses in the
operational control environment generally
result in immediate and direct losses—as
demonstrated by the Allfirst and NAB cases.?
However, the damage to a firm’s reputation
and the potential decline in business activity
associated with such lapses could persist and
potentially outstrip the original “headline”
cost. Thus, an investment in control and

T Asslightly different version of this article appeared under the title “Management of Operational Risk in Foreign Exchange” in The Euromoney
Foreign Exchange & Treasury Management Handbook 2005, 13th ed. (London: Euromoney Yearbooks, 2005), pp. 65-70.
2Bank for International Settlements, Basel Committee on Banking Supervision, Operational Risk Supporting Documentation to the New Basel

Capital Accord (Basel: BIS, 2002), p. 2.

3 PricewaterhouseCoopers, Investigation into Foreign Exchange Losses at the National Australia Bank (PricewaterhouseCoopers, 2004), pp. 1-2;
Promontory Financial Report and Wachtell, Lipton, Rosen & Katz, Report to the Boards of Directors of Allied Irish Banks, P.L.C., Allfirst Financial
Inc., and Allfirst Bank Concerning Currency Trading Losses (Promontory Financial Report and Wachtell, Lipton, Rosen & Katz, 2002), pp. 1-2.

4William Rutledge, Remarks before the ABA/Forward Financial Operations Conference (New York: Federal Reserve Bank of New York, 2004), p. 1.

5 PricewaterhouseCoopers, Investigation into Foreign Exchange Losses, pp. 1-2; Promontory Financial Report and Wachtell, Lipton, Rosen & Katz,

Report to the Boards of Directors, p. 29.
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operational risk capacities can more than pay
for itself.

Operational Risk in Foreign
Exchange

Operational risk in the foreign exchange context
centers on processing, product pricing, and
valuation.® Failure to appropriately manage
operational risk can reduce an institution’s
profitability. Incorrect settlement of foreign
exchange transactions, for example, can have
direct costs in improper payments and
receipts. In addition, trade processing and settle-
ment errors can lead to significant indirect
costs, such as compensation payments to
counterparties for failed settlements or losses
in a firm’s portfolio from managing the wrong
position. Furthermore, investigating problems
and negotiating a resolution with a counter-
party may carry additional costs.

Operational risk has another unique
characteristic. In contrast to credit and market
risk, operational risk has proved very difficult
to quantify. Clearly, an institution can measure
some of the losses either associated with
operational errors or resulting from a failure of
the operational process to catch sales and
trading function mistakes or fraud. Many
institutions also employ additional operational
risk management tools, such as key risk
indicators and control self-assessment
programs. However, determining expected
losses, given the uncertainty of those losses, is

much more complicated for operational risk
than for other risk categories. Basel Il
represents an effort by the industry and
regulators to develop creative approaches to
capture this elusive concept.

Given the challenges of identifying,
quantifying, and controlling the full range of
operational risks, senior management vigilance,
a robust control culture, and individual ethics
assume heightened importance. The manage-
ment of operational risk requires those at the
top of the organization chart to focus on
the issue. Together, the board of directors and
senior management should develop—and
periodically review—the operational risk
framework. Moreover, senior management
must reinforce an institution’s formal policies
and procedures with a strong control culture.
An independent, accountable, and sophisti-
cated audit and/or risk control function with
direct reporting lines to senior management is a
critical element in fostering a climate of control.
Incorporating the results of audit and compli-
ance reviews into a manager’s compensation
can also demonstrate that operational risk
management is an institutional priority. Of
course, individual decisions form the basis for
an institution’s activities. Thus, the importance
of attracting ethical staff and developing (and
enforcing) an appropriate code of conduct
cannot be overstated. As noted in the super-
visor’s and auditor’s reports regarding the
recent events at NAB, significant costs are
associated with weaknesses in any or all of
these factors.

6 Foreign Exchange Committee, “Management of Operational Risk in Foreign Exchange,” in 2003 Annual Report (New York: Federal Reserve
Bank of New York, 2004), pp. 11-66.
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Recent Trends and
Challenges Ahead

The foreign exchange market exhibits con-
stant change and remarkable innovation.
Going back only fifteen years, one can see that
the very nature of how risk is intermediated
has changed. Paper-based systems have been
supplanted by automated ones. Electronic
trading platforms have transformed the inter-
bank market, while greater transparency has
created a more level playing field among dif-
ferent groups of market participants.

The changes in the foreign exchange
marketplace are exceptional in both nature
and number. On the business front, intense
competition among financial institutions has
heightened pressures to consolidate over the
last decade. The most recent £uromoney poll
indicates that market share remains heavily
concentrated, with roughly half of the total
market in the hands of a small number of
players.  Another reflection of this
consolidation trend is the number of dealers
participating in the Bank for International
Settlements” Triennial Central Bank Survey of
Foreign Exchange and Derivatives Market
Activity. At its peak, 180 firms responded to
the survey of the U.S. market in 1992, while
only about 40 institutions participated in
2004. At the same time, average daily volume
in traditional foreign exchange instruments
reached $1.9 trillion in 2004, compared with
$820 billion in 1992 As a higher volume of

transactions flows through a smaller number of
participants, operational risk has become more
concentrated.

With respect to operational and processing
developments, the introduction of CLS Bank in
2002 marked a major milestone in the private
sector’s effort to minimize foreign exchange
settlement risk, with gross trades settled through
CLS Bank averaging $1.6 trillion per day in
November 2004. CLS Bank has certainly
increased efficiency of settlement by
introducing a mechanism for simultaneous
exchange of currencies on an intraday and
multilateral basis.

The growth of electronic trading in the
foreign exchange market is one of the most
significant trends of recent years, and it is
clear that more trades will be conducted
electronically in the future as single bank and
multibank electronic trading portals continue
to gain traction. With the advent of single trade
entry capabilities, screen-based systems have
both enhanced the efficiency of the trading
process and reduced errors. Electronic
execution also allows for straight-through
processing to update credit limit usage, intraday
P&L, confirmation processing records,
settlement instructions, and general ledger
activity—thereby reducing operational risk.
However, while the introduction of more
advanced technology and systems minimizes
some risks, a more sophisticated approach to
operational risk management is required.

7Bank for International Settlements, Triennial Central Bank Survey of Foreign Exchange and Derivatives Market Activity in April 2004—"Preliminary

Global Results (Basel: BIS, 2004), p. 9.
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Events in recent years have highlighted the
importance of robust contingency planning for
all foreign exchange market participants.
Overall, the industry responded quickly and
efficiently to the events of September 11,
and the scope of disruptions was surprisingly
limited. However, the experience emphasized
that contingency planning could be improved.
The increased interdependency among market
participants has heightened the need for firms
to integrate their business continuity plans with
those of key liquidity providers, utilities, and
clearing and third-party settlement banks to
ensure that everyone is operating under the
contingency assumptions.8

Financial institutions” interest in outsourcing
continues to expand beyond the outsourcing
of mainframes and data networks to include
various business processes, such as back-
office and accounting and finance functions.
While a firm may outsource day-to-day
processes, its responsibilities for complying
with internal, industry, and regulatory
standards are in no way diminished. More-
over, relationships with outside service
providers expose firms to new risks that must
be managed. For example, an institution
should establish procedures to monitor
service providers to ensure that they are
performing functions according to agreed-
upon standards and practices.

The pace of change shows no sign of
abating. Technology continues to advance
rapidly, while systems are becoming more

standardized. Technological advances have
facilitated the introduction and proliferation
of new services such as prime brokerage and
white labeling. In addition, traders and sales-
people continue to develop new and more
exotic types of transactions, particularly
foreign exchange derivative products. These
require special, often manual, operational
processing until they can be incorporated in
the main processing cycle. As reflected in the
most recent BIS survey, emerging market
currency trading volume has continued to
rise. This increase in emerging market volume
is coupled with new and evolving settlement
procedures for these currencies. Finally, the
foreign exchange market continues to attract
new types of participants, a trend that
requires the development of new operational
procedures.

The Foreigh Exchange
Committee and

Operational Risk

All of these developments, and many others,
will continue to change and challenge the
market, eliminating some risks while introducing
others. The identification and management of
operational risk have always been priorities
of the Foreign Exchange Committee’s work.
The Committee has provided guidance and
leadership to the global foreign exchange
market since 1978. Composed of representa-
tives from major financial institutions engaged
in foreign currency trading in the United States
and sponsored by the Federal Reserve Bank of

8Foreign Exchange Committee, “Contingency Planning: Issues and Recommendations,” in 2001 Annual Report (New York: Federal Reserve
Bank of New York, 2002), pp. 45-7.
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New York, the Committee has set the follow-
ing goals for itself: 1) serving as a forum for the
discussion of good practices and technical
issues in the foreign exchange market, 2) fos-
tering improvements in risk management in
the foreign exchange market by offering rec-
ommendations and guidelines, and 3) facilitating
greater legal certainty for all parties active in
foreign exchange through the development of
standard documentation such as master
agreements and confirmation templates.

Over the vyears, the Foreign Exchange
Committee has worked with the industry
through many events critical to the develop-
ment of financial markets, including the market
dislocations associated with the currency crises
in Asia and Latin America, the introduction of
the euro, the preparation for Y2K, the rise in
currency and interest-rate derivatives trading,
the proliferation of electronic foreign exchange
trading platforms, and events such as
September 11 and the 2003 blackout.

The importance the Committee places on the
management of operational risk is reflected in
its structure, publications, and projects. In 1995,
the Committee formally established the
Operations Managers Working Group, com-
posed of several senior operations managers
from committee member institutions. The group
proactively identifies emerging operations-
related issues, develops recommendations
and best practices associated with operational
policies and procedures, and facilitates the
understanding of and improvements in
operational risk management.

The group’s collective experience is
encapsulated in one of the Foreign Exchange
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Committee’s primary publications, Manage-
ment of Operational Risk in Foreign Exchange.
First published in 1996 and updated in 2004,
this document identifies a series of practices
that may mitigate some of the operational
risks specific to the foreign exchange industry.
The best practices cited in the document are
designed to assist industry managers as they
develop internal guidelines to improve the
quality of risk management. As individual
firms benchmark their existing practices
against this checklist and, where appropriate,
adopt the recommended best practices, their
overall systemic risk is reduced. The
Committee regularly reviews these practices
to ensure that they remain relevant and
address emerging issues. For example, last
year the Committee introduced additional
guidance addressing foreign exchange
derivatives.

The Foreign Exchange Committee
recognizes that the range of participants and
the nature of their activities in the foreign
exchange market have broadened in recent
years as institutional and leveraged investors’
interest in foreign exchange as an asset class has
intensified and as corporate hedging strategies
have become increasingly sophisticated. In an
effort to share the experiences of financial
institutions and to promote risk awareness, the
Committee in 2004 updated its document
foreign Exchange Transaction Processing:
Execution-to-Settlement Recommendations for
Nondealer Participants. Although the document
addresses the entire foreign exchange trade
process, recommendations aimed at reducing
operational risk figure prominently given the
challenges of processing transactions with more
limited resources.




The Foreign Exchange Committee strongly
encourages the use of standard documents to
provide a sound mutual basis for conducting
financial market transactions and to reduce
operational and legal risk for all parties. Over
the years, the Committee has developed a
variety of master agreements covering market
practice and convention and establishing
terms for netting, termination, and liquidation.
The Committee has also worked with the
International Swaps and Derivatives Associa-
tion, Inc., and EMTA to introduce standard
trading documentation for non-deliverable
forwards and related emerging market
transactions. Moreover, the introduction of
the Master Agreement Supplement for Non-
Deliverable forwards has contributed to a
more efficient and error-resistant confirmation
process by eliminating the need for long-
form faxed confirmations.

THE CHANGING NATURE OF OPERATIONAL RISK IN FOREIGN EXCHANGE

Conclusion

Like the market itself, operational risk in foreign
exchange is fluid and dynamic. As the nature
of the industry’s participants, products, and
technology evolves, it is critical that managers
understand the operational cycle, commit to
adopting best practices to manage opera-
tional risk, and instill a culture of awareness
and control throughout their institutions.
Whether it's a major dealer, hedge fund,
corporation, or central bank, a firm that thinks
that it cannot afford, or can skimp on, appro-
priate risk management infrastructure should
expect to pay a price in the long run.
Investment in risk control on an individual-firm
level will also benefit the market as a whole. As

participants pursue their common self-interest,
the overall efficiency and effectiveness of the
market will be served by the implementation of
sound operational risk management practices.
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Overview

Foreign exchange prime brokerage allows a client to source liquidity from a variety
of executing dealers while maintaining a credit relationship, placing collateral, and
settling with a single entity—the prime broker.

As illustrated in the figure on the following page, a prime-broker client
conducts a trade with an executing dealer (also known as a “spoke bank” or
“give-up bank”) in the name of its prime broker. When the prime broker is
informed of and accepts the transaction by the client and executing dealer, the prime
broker, rather than the client, becomes the party to the transaction with the executing
dealer. In addition, the prime broker will contemporaneously enter into an offsetting
transaction with the client (or funds managed by the client or banks holding accounts
managed by the client). The prime broker and the executing dealer confirm and settle
the trade, while the prime broker settles with the client on a net basis. In exchange
for the authority to trade in its name, the prime broker typically charges the client a
fee on a volume basis for the trades conducted according to this arrangement.

Product Participants and Evolution

Prime brokerage emerged in the early 1990s with the use of semi-formalized “give-up”
arrangements initiated by a few financial institutions. The product gained momentum
in the late 1990s when several banks entered the prime brokerage business with
dedicated market and sales efforts, as well as tighter and more formal operational




FX Prime Brokerage Deal Process

I . Client trades with executing dealer (for example, sells 100 USD/JPY).

+100 USD/JPY

2. Client notifies prime broker
of trade details.
Relationship defined by a
prime brokerage agreement.

Prime
broker

2. Executing dealer notifies
prime broker of trade details.
Relationship defined by
give-up agreement.

3. Prime broker confirms matching details
and inputs back-to-back trades.
Block trades broken down
according to agreed-upon allocations.

controls, procedures, and processes. This
focus laid the foundation for a rapi