Explanatory notes



Survey of Foreign Exchange and Derivatives Market Activity in Hong Kong

Turnover Survey



Introduction



This survey covers the market data on turnover of foreign exchange and derivative transactions which focuses on over-the-counter (OTC) derivative transactions. All Exchange-Traded Instruments are excluded from this survey. The deadline for submission is 29-May-98.





(A)	Contents of the Survey



The table below gives an overview of the types of data requested for each section of the survey: -







Types of transactions

�Analysis by currency

and by counterparty�Analysis by currency by maturity��

Part I: Foreign exchange transactions��Spot transactions�A1�-��Outright forward transactions�B1�B2 ��Foreign currency swap�C1�C2��Currency swaps, options and others

Currency swaps and options�D1 (by currency)

D2 (by counterparty)�-��

Part II: Single-currency interest rate transactions��Forward rate agreements�A1�-��Interest rate swaps �B1�-��Options and other OTC products

Options   �C1 (by currency)

C2 (by counterparty) �-��

Part III: Supplementary Questions����



(B)	Reporting Basis		 



B-1	General

 

The basis of reporting should be the location of the office where any given deal was struck, regardless of the book location. 



Gross turnover is the total value of all deals contracted during April 1998 by your Hong Kong offices, regardless of whether delivery or settlement is made during the month.

Reporting institutions are asked to include in their reporting the aggregate gross value of all arm's-length transactions concluded by their offices. An arm's-length transaction is defined as one where the dealer is indifferent as to the counterparty. In other words, in-house deals and deals with other offices of the same institution should be included if the trader would have been equally willing to conclude the deal in question with a fully independent market participant.



Turnover is measured in terms of notional principal amount for spot foreign exchange transactions, foreign exchange and interest rate derivatives. In the case of transactions involving variable notional principal amount, the gross turnover should refer to the amounts on the transaction date.  



Gross turnover should be measured by totalling, WITHOUT NETTING, the US dollar equivalents of amounts contracted, rounded to the nearest million US dollars. For example, suppose there are two transactions, one involving a purchase of US$5 Mn against sterling and one involving a sale of US$7 Mn against sterling, then gross turnover should be reported as US$12 Mn.



Direct cross-currency transactions should be counted as single transactions; however, cross-currency deals passing through a vehicle currency should be recorded as two separate transactions against the vehicle currency.



Both forward/forward and spot/forward swap transactions are to be reported only once.



B-2.	Currency of reporting and currency conversion



All amounts should be reported in US dollar equivalents and rounded to the nearest million US dollars (do not use decimal).



In converting non-US dollar amounts into US dollar equivalents, exchange rates prevailing on the transaction date should be applied.  In cases where reporting institutions have difficulties in using the prevailing rates to do the conversion,  the average exchange rates during April 1998 should be used.



Transactions which involve the direct exchange of two currencies other than the US dollar should be converted into US dollar equivalents of either one side of the transaction using the prevailing middle rate.



B-3.	Counterparties



Authorised institutions and other foreign exchange market dealers are defined as follows. For the ‘local’ column they refer to authorised institutions under the Banking Ordinance i.e. licensed banks, restricted licence banks and deposit-taking companies in Hong Kong.  For the ‘cross-border’ column they refer to a list of overseas banks, overseas branches or offices of the reporting institutions in other countries participating in the survey as advised by BIS.  These countries include Argentina, Austria, Australia, Bahrain, Belgium, Brazil, Canada, Chile, China, Czech Republic, Denmark, Finland, France, Germany, Greece, Hungary, Indonesia, India, Ireland, Italy, Japan, Luxembourg, Malaysia, Mexico, Netherlands, New Zealand, Norway, the Philippines, Poland, Portugal, Russia, Suadi Arabia, Singapore, South Africa, South Korea, Spain, Sweden, Switzerland, Taiwan, Thailand, United Kingdom and United States.



The distinction between local and cross-border counterparty is determined according to the location of the counterparty but not its nationality.



Other financial institutions are financial organisations other than those described in paragraph 13. These include, for example, insurance companies, pension offices, fund managers, and leasing companies. Transactions with central banks or other monetary authorities should be included under this heading.



A non-financial customer is any other counterparty other than those included in paragraphs 13 or 15.





B-4	Maturities



Outright forwards should be classified by maturity according to the period between the contract date and the settlement date. As for spot/forward and forward/forward transactions, maturity should be determined according to the period between near-end date and far-end date.





(C)	Categorisation of transactions/instruments



Spot foreign exchange transactions include transactions which are for value, NOT MORE than two business days after the transactions are contracted (i.e. this will cover same-day and next-business-day transactions).



All transactions involving exchange of foreign currency notes should be included.  HK dollar banknote transactions with the note issuing banks (and in the case of note issuing banks, banknote transactions with the Exchange Fund) should not be reported.

OTC derivatives are in principle to be broken down by three types of plain vanilla instrument (forwards, swaps and options). Plain vanilla instruments are those traded in generally liquid markets according to more or less standardised contracts and market conventions. If a transaction is composed of several plain vanilla components, each part should in principle be reported separately.



The OTC options section takes precedence in the instrument classification, so that a derivative product with an embedded option is reported as an OTC option. All other OTC derivative products are reported in the forwards or swaps section. Options such as call features embedded in loans, securities and other on-balance-sheet assets do not fall within the scope of this survey and are therefore NOT to be reported. Commitments to lend are NOT considered as options for purposes of this reporting.

Foreign exchange transactions refer to all deals involving exposure to more than one currency, whether in interest rates or exchange rates. Examples of foreign exchange transactions are as follows:-

Outright forward:�Currency trade to be settled MORE than two business days after the transaction is contracted.��Foreign exchange swap:�Simultaneous purchase and sale of a certain amount of foreign currency for two different value dates without periodic exchange of interest payments.  This consists of two types of transactions:

Spot/forward - Spot purchase and forward sale of currency, or vice versa.  Only the near-end leg of each swap contracted during the reference period should be recorded for purposes of computing gross turnover but the near-end leg should not be included as spot business.

Forward/forward - Forward purchase against forward sale of currency, or vice versa.  “Tomorrow/next day” transactions should also be included in this category.  In reporting the turnover data, only the near-end of each swap contract should be included.��Currency swap:�Contract which commits two counterparties to exchange streams of interest payments in different currencies for an agreed period of time and to exchange principal amounts in different currencies at a pre�agreed exchange rate at maturity.��Currency option:�Option contract that gives the right to buy or sell a currency with another currency at a specified exchange rate during a specified period. This category also includes exotic foreign exchange options such as average rate options and barrier options. ��Currency swaption:�OTC option to enter into a currency swap contract. ��Currency warrant:�OTC option; long-dated (over one year) currency option. ��Other OTC derivatives�This category comprises OTC products for which decomposition into individual components (as listed above) is not possible or practical, such as swaps with underlying notional principal in one currency and fixed or floating interest rate payments based on interest rates in currencies other than the notional one (differential swaps).

��Single-currency interest rate derivatives refer to those deals where all the legs are exposed to only one currency's interest rate. Thus it excludes contracts involving the exchange of one or more foreign currencies (e.g. cross-currency swaps and currency options) and other contracts whose predominant risk characteristic is foreign exchange risk, which are to be reported as foreign exchange contracts. Examples of single currency interest rate derivatives are :-

Forward rate agreement (FRA):�Interest rate forward contract in which the rate to be paid or received on a specific obligation for a set period of time, beginning at some time in the future, is determined at contract initiation.��Interest rate swap:�Agreement to exchange periodic payments related to interest rates on a single currency; can be fixed for floating, or floating for floating based on different indices. This group includes those swaps whose notional principal is amortised according to a fixed schedule independent of interest rates.��Interest rate option:�OTC option contract that gives the right to pay or receive a specific interest rate on a predetermined principal for a set period of time. ��Interest rate cap:�OTC option that pays the difference between a floating interest rate and the cap rate. ��Interest rate floor:�OTC option that pays the difference between the floor rate and a floating interest rate. ��Interest rate collar:�Combination of cap and floor. ��Interest rate corridor:�1) A combination of two caps, one purchased by a borrower at a set strike and the other sold by the borrower at a higher strike to, in effect, offset part of the premium of the first cap. 

2) A collar on a swap created with two swaptions - the structure and participation interval is determined by the strikes and types of the swaptions. 

3) A digital knock-out option with two barriers bracketing the current level of a long-term interest rate.��Interest rate swaption:�OTC option to enter into an interest rate swap contract, purchasing the right to pay or receive a certain fixed rate. ��Interest rate warrant:�OTC option; long-dated (over one year) interest rate option. ��Other OTC derivatives:�This category should mainly include interest rate derivatives with leveraged payoffs, and whose notional principal varies as a function of interest rates, such as LIBOR squared and index amortising rate swaps.��
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