Explanatory notes

Survey of Foreign Exchange and Derivatives Market Activity in Hong Kong


 
Amount Outstanding Survey (Locational basis)
Introduction
1. The survey covers the market data on amounts outstanding of foreign exchange and derivative transactions which focuses on over-the-counter (OTC) derivatives transactions. All Exchange-Traded Instruments are excluded from this survey. The deadline for submission is 31-July-98.
2. To ensure accuracy of the results of the survey, a section called ‘Validation Rules’ is appended at the end of the Excel file. Please check whether the overall error count is zero before you return the forms to us. In case the count is non zero, please trace the errors using the detailed validation rules.  

(A)
Contents of the Survey

3. The tables below give an overview of the types of data requested for each section of the survey: -

	Types of transactions
	Analysis required

	Part I : Foreign exchange derivatives
	By type of derivatives, currency, maturity and counterparty

	Part II : Single-currency interest rate derivatives
	By type of derivatives, currency, maturity and counterparty

	Part III : Equity, commodity and credit derivatives

- Equity-linked derivatives

-Precious metals (other than gold), credit derivatives and other OTC derivatives
	By type of derivatives, maturity and counterparty

By type of derivatives only




(B)
Reporting Basis

 

B-1.
General

4. Amount outstanding is measured in terms of both notional principal value and market value for contracts outstanding as at end-June 1998.
5. The basis of reporting should be book location, irrespective of trade location.  In other words, any transaction booked in Hong Kong office should be included in reporting the outstanding amounts.  In case of a transaction settled by Hong Kong office but booked elsewhere, this should not be included in reporting.  Deals between the affiliates of an institutions should NOT be eliminated.

6. Outstanding amounts in terms of notional principal value refer to the gross i.e. long plus short position of a reporting institution in a particular type of contract at end-June 1998.  For contracts involving variable notional principal amounts, the outstanding amounts should refer to that at the time of reporting. The notional value to be reported is that of the contract itself and not the notional value of financial instruments intended to be delivered under forward contracts.

7. There should be no netting of contracts for purposes of this item. Therefore (1) obligations of the reporting bank to purchase from third parties against the bank's obligations to sell to third parties, (2) written options against purchased options, or (3) contracts subject to bilateral netting agreements should not be netted.

8. For swaps executed on a forward/forward basis, both forward parts of the transaction should be reported separately. In contrast, in the case of foreign exchange swaps which are concluded as spot/forward transactions, only the unsettled forward part of the deal is to be reported. If the swap is a forward/forward and both legs are not due, amounts outstanding should be reported separately for both legs.

9. Foreign exchange contracts are to be broken down on a single-currency basis. This means that the notional amount outstanding and the gross positive or negative market value of each contract will be reported twice, according to the currencies making up the two "legs" of the contract. The total of the amounts reported for individual currencies will thus be 200% of total amounts outstanding. For example, a reporting institution entering into a forward contract to purchase French francs in exchange for Deutsche marks with a notional principal amount of $100 million would report $100 million in the FRF column and another $100 million in the DEM column.

10. Examples of notional amounts of derivatives contracts include:-

· Off-balance-sheet derivative contract with a multiplier component:  the contract's effective notional amount or par value. For example, a swap contract with a stated notional amount of $1,000,000 whose terms called for quarterly settlement of the difference between 5% and LIBOR multiplied by ten has an effective notional amount of $10,000,000.

· Swaps: the underlying principal amount upon which the exchange of interest, foreign exchange or other income or expense is based.

· Equity and commodity-linked contracts: the contract amount to be reported for an equity or commodity contract is the quantity, e.g. number of units, of the commodity or equity product contracted for purchase or sale multiplied by the contract price of a unit.

· Commodity contracts with multiple exchanges of principal: the contractual amount multiplied by the number of remaining exchanges of principal in the contract.

· Credit derivatives:  the contract amount to be reported for credit derivatives is the nominal value of the relevant reference credit.

11. Outstanding amounts in terms of gross market value at current market prices refer to the aggregate replacement value of a reporting institution’s outstanding contracts. The gross positive market value of an institution’s outstanding contracts represents its total claims at replacement cost on counterparties while the gross negative market value represents its total liabilities to counterparties at replacement cost. The term gross is used to indicate that contracts with positive and negative replacement values with the same counterparty should not be netted. Nor should the sums of positive and negative contract values within a risk category such as foreign exchange, interest rate, equity, commodity, credit and "other" be set off against each other. For option-type products, market values may be calculated using in-house pricing models.  

12. In the case of forwards and swaps, the market (or replacement) value of outstanding contracts to which the reporter is a counterparty is either positive, zero or negative, depending on how underlying prices have moved since the contract's initiation. 

13. Examples of gross market values of derivatives contracts include:-

· For a forward:  a contract to purchase USD against DEM at a forward rate of 1.50 when initiated has a positive market value if the DEM/USD forward rate at the time of reporting for the same settlement date is higher than 1.50. It has a negative market value if the forward rate at the time of reporting is lower than 1.50 and it has a zero market value if the forward rate at the time of reporting is still 1.50. Each positive or negative market value would have to be reported twice, according to the currencies making up the two "legs" of the contract.

· For swaps: the net present value of the payments to be exchanged between the counterparties between the reporting date and the contract's maturity, where the discount factor to be applied would normally reflect the market interest rate for the period of the contract's remaining maturity.

· OTC options: the premium paid to the writer of the option. If a quoted market price is available for a contract, the market value to be reported for that contract is the product of the number of trading units of the contract multiplied by that market price. If a quoted market price is not available, the market value of an outstanding option contract at the time of reporting can be determined on the basis of secondary market prices for options with the same strike prices and remaining maturities as the options being valued, or by using option pricing models. In an option pricing model, current quotes of forward prices for the underlying (spot prices for American options) and the implied volatility and market interest rate relevant to the option's maturity would normally be used to calculate the "market" values.

14. For Part I Foreign exchange derivative, gold transaction should only be reported in item (g) and not any other items of the table.

B-2.
Currency of reporting and currency conversion
15. All amounts should be reported in US dollar equivalents and rounded to the nearest million US dollars (do not use decimal).

16. Non-US dollar amounts should be converted into US dollars using the end-of-period middle market TT rates. For practical reasons, reporting institutions may also use their internal (book-keeping) exchange rates to convert amounts outstanding booked in non-dollar currencies, as long as these exchange rates correspond closely to market rates.

B-3.
Counterparties
17. Authorised institutions and other foreign exchange market dealers refers to authorised institutions under the Banking Ordinance i.e. licensed banks, restricted licence banks and deposit-taking companies in Hong Kong, and 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, Saudi Arabia, Singapore, South Africa, South Korea, Spain, Sweden, Switzerland, Taiwan, Thailand, United Kingdom and United States.

18. Other financial institutions are financial organisations other than those described in paragraph 17. 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.

19. A non-financial customer is any other counterparty other than those included in paragraphs 17 and paragraph 18.

B-4
Maturities
20. Transactions should be classified by remaining maturity. In case of forward/forward transactions where the first leg has not come due, the remaining maturity is determined by the difference between the near-end date and far-end date.

(C)
Categorisation of transactions/instruments

21. 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).

22. 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.

23. The outstanding amount of foreign currency deposits per se should NOT be reported.  But if, say, a customer surrenders HK dollars and asks the reporting institution to change them into US dollars and credit his US dollar deposit account, this involves an exchange of two currencies and hence should be recorded as a foreign currency transaction.

24. Individual derivatives transactions are categorised into five market risk classes: 

· foreign exchange;

· single-currency interest rate ;

· equity; 

· commodity; and

· credit 

25. 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.

26. 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.
27. 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).


28. 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.


29. Equity and stock index derivatives are those contracts that have a return, or a portion of their return, linked to the price of a particular equity or to an index of equity prices. Examples of Equity and stock index derivatives are :-

	Equity forward:
	Contract to exchange an equity or equity basket at a set price at a future date. 

	Equity swap:
	Contract in which one or both payments are linked to the performance of equities or an equity index (e.g. S&P 500). It involves the exchange of one equity or equity index return for another, and the exchange of an equity or equity index return for a floating or fixed interest rate. 

	Equity option:
	Option contract that gives the right to deliver or receive a specific equity or equity basket at an agreed price at an agreed time in the future.

	Equity warrant:
	OTC option; long-dated (over one year) equity option. 


30. Commodity derivatives are contracts that have a return, or a portion of their return, linked to the price of, or to a price index of, a commodity such as a precious metal (other than gold), petroleum, lumber or agricultural products. Examples of Commodity derivatives are: -

	Commodity forward:
	Forward contract to exchange a commodity or commodity index at a set price at a future date.

	Commodity swap:
	Contract with one or both payments linked to the performance of a commodity price or a commodity index. It involves the exchange of the return on one commodity or commodity index for another, and the exchange of a commodity or commodity index for a floating or fixed interest rate. 

	Commodity option:
	Option contract that gives the right to deliver or receive a specific commodity or commodity index at an agreed price at a set date in the future.


31. Credit derivatives are contracts in which the payout is linked primarily to some measure of the creditworthiness of a particular reference credit. The contracts specify an exchange of payments in which at least one of the two legs is determined by the performance of the reference credit. Payouts can be triggered by a number of events, including a default, a rating downgrade or a stipulated change in the credit spread of the reference asset. Typical credit derivative instruments are credit spread forwards and options, credit event or default swaps and total return swaps. Examples of credit derivatives include:-

	 Credit spread forward:
	Agreement to pay or receive at some time in the future a cash payment which depends on the difference between a spread (i.e. the difference in yields between two financial assets) agreed at contract initiation and that prevailing at settlement.

	Credit event/default swap:
	Contract which commits two counterparties to exchange a periodic fee in exchange for a payment contingent on a default event or any other agreed change in the credit quality of a reference asset for an agreed period of time.

	Total return swap:
	Contract which commits two counterparties to exchange the total economic performance of a financial asset (defined to include all interest payments, fees and any capital appreciation or depreciation) in exchange for a floating rate payout based on a reference index (usually LIBOR plus a spread reflecting the creditworthiness of the counterparty as well as the credit rating and liquidity of the underlying asset).

	Credit spread option:
	Option contract that gives the right to receive a cash payment if a spread, i.e. the difference in yields between two financial assets, widens beyond an agreed strike level during a specific period.


32 "Other" derivatives are any other derivative contracts which do not involve an exposure to foreign exchange, interest rate, equity, commodity or credit risk. 
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