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Dear Members and Friends of SFOA!

I hope you had a great start into 2006 — both tradingwise and personally! The old
year brought us lots of good opportunities and let’s hope this will continue in the new
one! These great opportunities translated into banner years for most exchanges. That
growth in volume is expected to continue exponentially — I’'m confident. The deriva-
tive products have clearly established themselves and people that did not dare using
them not too long ago are now active market participants.

Currencies is one area where this has been demonstrated. Basically the FX market is
so efficient and easy to trade that one would think that no exchange-traded markets
would be necessary. Still, as various stories in our Focus section in this issue will show
you, there are lots of good reasons why to think of exchange-traded derivatives when
trading currencies! | hope you enjoy reading them.

You will also find another story about the Red Arrows. Participants of the last
Burgenstock conference no doubt still carry great memories of their aerobatics show
at the opening of our conference. A flight-suit was auctioned off during the Friday
festivities and the proceeds were presented to the MacMillan Cancer Foundation on
January 30. Read about the happy occasion when a check for 25,000 Euro was pre-
sented. | believe this was a fitting end to a great episode in the history of our confer-
ence.

Talking of Birgenstock — the next conference is in full planning already. Make sure
you sign up early both to take advantage of the early sign-up bonus as well as to
make sure you get the room you want. No doubt they will go again fast! Especially
this year, where we will be going up to Birgenstock for the last time. The estate will
be refurbished and reopened in new glory in 2009.

I wish you happy reading, a great spring and lots of investing and trading successes!

Paul Meier
Chairman, SFOA
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It’s not 2005 - 1t’s 2006
for the US dollar!

January caught many investors off guard, as the US dollar took a hit. After the initial sell-off, the US dollar

managed to recoup some of those losses. But the question remains whether the uptrend from 2005 is still

intact. Here are some key indicators, which can be used to look for clues with respect to the future perform-

ance of the US dollar.

In this article, we focus on the outlook for the US dollar. We
will combine classic technical analysis tools, such as trend and
momentum indicators, as well as indicators derived from the
equity and bond markets.

Sentiment

Let’s first compare the start of 2005 with the start of 2006. The
most striking difference between these two years is in senti-
ment. Looking at Chart 4, we see that the sentiment towards
the US dollar was running at 6-year lows in 2005, as the dollar
hit new lows. Newspapers were full of stories about a declin-
ing dollar and that, owing to the twin deficit, there was only
one way for the dollar to go
— down. However, our long-
term momentum was already
bullish and we knew that
January was a historically
good month for the dollar
(since 1971, the USD/CHF
was up in 22 of 34 years,
with an average gain of 2%)
and saw an opportunity to
catch the majority of in-
vestors on the wrong side of
the trade. When we arrived at the office on Monday, 3 January
2005 and the dollar was trading more than 1% higher against
all major currencies, we knew that the crowd was on the wrong
side of the trade and that all these short positions had to be
covered. A medium-term recovery began. The US dollar index
rose 12% in 2005, which was its best year since 1996. In con-
trast to 2005, however, sentiment made a complete turn and

Chart 1: black: USD/CHF monthly close; blue: equity line
USD/CHF long in January; red: equity line buying USD/CHF
in February and holding until year end if January down.
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“A repeat of 2005 is not on
the cards, as the majority of
Investors are already long
on the dollar.”

approached multi year highs for the dollar in November 2005
(7-year highs against CHF, JPY, EUR and AUD). Therefore,
based on sentiment, a repeat of 2005 is not on the cards as the
majority of investors are already long on the dollar.

Seasonality

Seasonality is more popular in equity analysis, but can be
applied to forex markets as well. The January indicator can
also be used for the US dollar as an indicator of yearly perfor-
mance. Also, January has the tendency to be the best month for
the dollar. Looking at USD/CHF, we see that it was up in 22 of
34 January months. But, this year, the USD/CHF exchange rate
declined 2.8% in January, its
first negative January since
2003. With regard to the
implications for the remain-
der of the year, we note that
when January is negative,
this helps in many cases to
predict the performance for
the remaining 11 months of
the year. In 10 out of 12 years
when January was down
(83% batting average), USD/
CHF declined from February until end of the year (since 1971,
see Chart 1). In contrast to 2005, when the US dollar was up,
this indicator now argues for negative returns in 2006.

The election cycle is a dominant driver for US equities because
at the end of the day, it’s the economic situation that deter-
mines the chances of re-election. We were surprised to see that
this indicator also tracked a stellar performance for the US dol-
lar. Since 1971, the Dollar Index shows that the dollar declined
by an average of 9.3% in the middle two years, compared to a
gain of 3.2% in the first and last years of the presidential cycle
(see Chart 2). The second presidential year (this year), with a
decline of 7.1%, is traditionally the worst year. This also
explains the weak start at the outset of this year as January has
been up in only half of the second Presidential Years, but posts
a negative cumulative return of -15% on an annualized basis.
It therefore came as no surprise when we saw heavy selling in
the first few days of January 2006.

Yield spread, positive but losing momentum

By taking a look at interest rates, we can see that they are good
indicators of future performance between two currencies.
Basically, this indicator confirms that if there are two curren-
cies of equal quality (credit rating), investors will choose the
higher risk-free yield. This is especially true in the forex market
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Chart 2: US Dollar Index 4 year Presidential cycle
1971-2005.

where future prices are calculated using interest rate differen-
tials. Therefore, we constructed a momentum-based yield
spread model and used it to analyze the EUR/USD currency
pair. As Chart 3 shows, the momentum indicator of the yield
spread is currently in favour of the EUR. Looking back to
1989, we see that EUR/USD rose 4.4% p.a. when the yield
spread momentum was bullish, and declined 7.1% p.a. when
the yield spread was bearish. Hence, even though the absolute
spread in interest rates is still bullish for the US dollar, the
momentum-based interest rate model is already bearish on the
US dollar.
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Chart 3: Black line: EUR/USD. Middle chart: EUR/USD
yield spread momentum. Top: blue long EUR/USD when
momentum negative, red long EUR/USD when momentum
positive.
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Chart 4: Dollar Index (weekly). Red line: Dollar sentiment.

Trend and momentum

Looking at price momentum
in the medium term, we see
that the US dollar has a bull-
ish  momentum indicator
against only 15% of the
40 currencies we track. The
US dollar has a declining
momentum indicator against
all European currencies. This
will reverse only if the
EUR/USD falls below 1.18
and the USD/CHF breaks above 1.32.

The Dollar Index currently shows a neutral trend but, as the
medium-term momentum indicator is bearish, and the 61.8%
retracement of the November-January correction is not bro-
ken, the risks remain on the downside. As Chart 4 shows, a
decline below 88 in the Dollar index would confirm the top-
ping sentiment indicator on top of the chart and at the same
time confirm that 2005 was only a pause in the long-term
decline for the Dollar Index. This bearish pattern will be neu-
tralized only if the Dollar Index can manage to rise above its
November highs of 92.70.

Conclusion

As shown above, there are many secondary indicators giving
warnings signals for an end of the Dollar recovery of 2005.
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“A cautious view on the
US dollar is confirmed by
sentiment, seasonality and
relative value.”

% of currencies where USD has a bullish medium-term
momentum

US DOLLAR Momentum
USD / WORLD (40) 15%
USD / AMERICA (7) 43%
USD / ASIA (12) 25%
USD / EUROPE (21) 0%

True, the trend is currently neutral following the rebound from
the initial January sell-off. But as long as the November/
December highs cannot be taken out, the risk of a medium-
term top in the US dollar is imminent. As February has a ten-
dency to reverse the initial movement from the start of each
new year (last year, by mid-March more than 76.4% of the
January/February gains were retraced), it would not be
surprising to see the Dollar Index fail at its 61.8% retracement,
and continue its decline from
November. This cautious
view is confirmed by senti-
ment, seasonality, relative
value (yield spread momen-
tum) and the bearish breadth
of the medium-term momen-
tum, which indicate that a
similar reversal could be
ahead as long as the January/
December highs are not
taken out. Therefore, a cau-
tious position should be taken against the US dollar as long as
there is not enough evidence of its continued recovery, an event
which would be signalled if EUR/USD declines below 1.18 and
the USD/CHF manages to close above 1.32.

Mensur Pocinci is a senior Tech-
nical Analyst for Credit Suisse.
He covers US equity markets and
global Forex. He is co-author of
the Daily Chart Outlook. Mensur
holds a Master of Financial Tech-
nical Analysis (MFTA).



Discover how more opportunity can change your world.

IDEAS THAT CHANGE THE WORLD™

cme:

Chicago Mercantile Exchange

cme.com

CME, the globe logo and Chicago Mercantile Exchange are trademarks of CME. S&P 500® is a registered trademark of the McGralvQdinpanies.
NASDAQ-100® is a registered trademark of The Nasdaq Stock Market, Inc., used under license. The Russell 1000® Index and RG3@&® Ihdex are
registered trademarks of Frank Russell Company. Frank Russell Company assumes no liability in connection with the tradingyo€amtract based on
the Russell 1000 or Russell 2000 Indexes.

notch.



0]

What We Learned
Over the New Year

Jonathan Anderson, Chief Economist Asia at UBS, explains the movements of the Chinese currency since the

move to the renminbi in late July 2005, and presents an outlook for 2006.

Still trudging along

When China moved to the renminbi in late July 2005, the cen-
tral bank announced that it would manage the currency
“broadly” against a basket of currencies, rather than just
against the US dollar. Mind you, the People’s Bank of China
(PBC) was never too clear as to what form that “broad” man-
agement would take, and as a result market participants have
been forced to make their own guesses.

One possibility would be a “true” trade-weighted basket
peg, which would weight the USD, the EUR and the JPY at
around 20% each, with the remaining dozen or so major part-
ner country currencies making up the other 40%. The second
possibility is a “dollar-heavy” basket based on currency invoic-
ing weights. Under this arrangement, the USD would account
for a much higher share (around 80%), and the remainder
would be split between the EUR and JPY. Many investors guess
that the PBC would lean toward the dollar-heavy version, par-
ticularly in times of significant G3 cross-rate volatility, but that
the general practice would fall somewhere between the two. In
August, the PBC seemed to confirm this assumption when it
announced that the major currencies in the basket were the
USD, EUR, JPY and KRW, with a host of other currencies play-
ing smaller roles.

RMB exchange rate against US dollar
8.40 1 —— Implied trade-weighted basket
—— Implied dollar-heavy basket
8.35 1 Actual
8.30
8.25 4
8.20
8.15 4
8.10
8.05
8.00 T T T T T T
Jul Aug Sep Oct Nov Dec Jan

Chart 1: Does this look like a “basket” to you?
Source: CEIC, UBS estimates.

But now look at the reality, based on the past six month of
trading data. The blue line in the Chart 1 shows where the ren-
minbi should have been trading if China had been following a
strict trade-weighted “basket™ rule. Basically, as the dollar
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strengthened from September through November 2005, the
renminbi should have followed the yen and the euro down,
depreciating back to 8.3 against the dollar — before lurching in
the other direction over the past five weeks.

The green line shows a similar hypothetical path, but assum-
ing a “dollar-heavy” basket with an 80% US dollar weight.
Again, under this rule the renminbi should have depreciated
against the dollar for most of the second half of 2005, and then
strengthened into the new year.

What actually happened? Nothing of the sort. As you can
see from the black line in the chart, the renminbi steadfastly
ignored euro and yen movements, and just appreciated contin-
ually against the dollar.

In other words, we’re still not talking about a basket regime.
The best way to describe the exchange rate today is a “crawl-
ing dollar peg”, with a built-in strengthening trend. And the
pace of strengthening has been ... well, leisurely to say the least:
only 0.6% to date since the initial revaluation last July.

Outlook 2006

So far, so good — now what do we expect during 2006? Here
are the three trends we think you should watch:

1. Somewhat faster appreciation against the dollar

2. A gradual shift towards a currency basket

3. Fading undervaluation pressure

The first point is that we do expect the PBC to pick up the pace
of bilateral appreciation this year. No one-off revaluation
adjustments, mind you, just a steady acceleration in strength-
ening momentum going forward; our end-2006 forecast range
is between 7.80 and 7.85 to the dollar, or around 3% over the
next 12 months (this would be three times faster than the pace
of August to December 2005).

Why a moderately faster move? Because in our view, almost
every argument points in this direction. To begin with,
American pressure for renminbi strengthening remains an
important element of the US-China political relationship. Our
global economics team is looking for substantial dollar weak-
ening against the yen, euro and other major currencies this
year, which would only further increase the pressure on the
Chinese authorities. And the fact that domestic spending has
stopped slowing, with consumer price inflation set to return in
the second half of 2006, should make the government itself
more interested in seeing the renminbi appreciate.

This brings us to the second point, i.e., the currency basket.
Since July of last year the PBC has carried out a number of
structural reforms in the foreign exchange market, including
the gradual introduction of forward contracts and an inde-
pendent market-maker system — in short, all the elements need-



ed to start adding more volatility into the exchange rate system.
China has indicated for a long time that it would eventually
move to a basket arrangement, and if the dollar does start to
weaken significantly, this could be the catalyst for the first
move away.

This would of course mean more near-term fluctuation
against the dollar, but what would the implication be for our
12-month renminbi forecast? In the context of a depreciating
dollar, a significant shift toward basket management would
likely mean more renminbi strength. But this is far from a fore-
gone conclusion. You can see this from Chart 2 below, which
shows the same three lines as in the previous chart, but now on
a forward-looking basis using our global currency outlook for
2006.

The black line shows our baseline forecast path for the ren-
minbi, reaching RMB7.80 or so against the dollar by the end
of the year. This is not nearly as strong as the implied path
under a strict trade-weighted basket rule, which would reach
RMB7.60 to the dollar by end-2006. On the other hand, it is
more aggressive than an 80% ““dollar heavy” basket would
suggest; in fact, our baseline forecast corresponds roughly to a
70% US dollar basket weight in 2006, already much less than
in 2005. So even if we begin to see more volatility, it doesn’t
necessarily mean that the renminbi will run faster against the
dollar.

RMB exchange rate against US dollar
8.30 +

— Implied trade-weighted basket
8.20 + —— Implied dollar-heavy basket
Actual

8.00 1

7.90 4

7.80 +

7.70 +

7.60 +

7.50 T T T T T
Jan Mar May Jul Sep Nov

Chart 2: Indicative scenario for 2006.
Source: CEIC, UBS estimates.

This is all the more true since the objective macroeconomic
pressures on the renminbi are fading. As we showed in Farewell

to OHot MoneyO(Asian Focus January 20), speculative capital
inflows have virtually disappeared, and last year’s sharp
increase in the trade surplus has already started to reverse itself.
In mid-2005, anyone looking at China’s balance of payments
would conclude that the currency was seriously undervalued —
but if current trends continue, this will no longer be the case in
2006.

The bottom line is that we do think the authorities will pick
up the pace of renminbi adjustment this year, moving further
away from the de facto US dollar peg. But we don’t yet see any
reason to change our gradual forecast path for 2006.

Jonathan Anderson Managing
Director, Chief Economist Asia.
Jonathan is Head of Asia-Pacific
Economics. Before joining UBS, he
was Senior Economist for Greater
China at Goldman Sachs from
2001 to 2003, and the author of
“The Five Great Myths About
China and the World”. He also
spent eight years at the International Monetary Fund,
including three years as Resident Representative in China
and three years as Resident Representative in Russia.
Jonathan speaks fluent Mandarin Chinese, Russian and
German. Jonathan received his MA and PhD Candidacy
in Economics from Harvard University.

Jonathan.Anderson@ubs.com,
+852-2971 8515, www.ubs.com/economics

© 2006 UBS. All rights reserved. Updated version of an
article published in UBS Investment Research Asian
Focus. Reprinted with kind permission of UBS. This
report has been prepared by UBS Securities Asia Ltd,
an affiliate of UBS AG (UBS). For information on the
ways in which UBS manages conflicts and maintains
independence of its research product; historical perfor-
mance information; and certain additional disclosures
concerning UBS research recommendations, please visit
www.ubs.com/disclosures.
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Exchange Traded Derivatives In
the world of efficient FX Markets?

The traditional currency markets are among the most efficient and effective in the financial world; so the ques-

tion is valid — is there really a place for exchange-traded products in currencies? Of course there is, says

Francesco Ranza, and the more people get to know the advantages, the more will use them.

There are some drawbacks in the traditional FX dealing: the
final settlement is only on settlement day, meaning that a closed
trade has to remain on the books until that time; credit lines
have to be set up with every partner bank or dealer; there is no
marking to the market, resulting in the fact that quite large
margins are needed to cover a position; there is some counter-
party risk; some of the anonymity is lost if you concentrate on
one or two counterparties in order to reduce need for credit
lines and facilitation of controls. As you can see there is a
whole number of issues that can complicate the fairly straight-
forward business of forward trading of currencies.

The futures markets can help you reduce the impact of these
headaches: once a position is closed with an offsetting trade, it
will be closed out on your

futures book and the result is uCurrency EFP Comblne

a realised profit or loss. From

that point on the deal 51+ the competitive edge, flexi-
bility, liquidity and product
range of the inter-bank
market with the anonymity,
ey rous vou oy CPEMIt security and ease

Caring oroker vou e OF handling of traditional

tion you need not go to the
dealer that did the initial
trade but you can pick the
best price available and close
the position at your choosing
— the big advantage of deal-

want to use various execu- 79

tion brokers, but it is certain- fUtu reS .

ly worthwhile to use one

clearing broker only. Futures are marked to the market every
day, meaning that you get credit for your profits (but also pay
your losses as you go). This system allows the clearing houses
to work with considerably lower margins than even your
friendly bank or broker. Your counterparty risk in futures trad-
ing is the clearing-house. These institutions are among the
highest-rated in the world, meaning that you run the lowest
counterparty risk possible. Your positions are kept confidential
from your execution broker, since you do not have to settle the
opening positions with the same broker. Having all positions
closed out once the buy and sell sides are taken care of, facili-
tates your bookkeeping and position management. All that are
left on your books are active positions.

Of course there are some drawbacks: Exchange-traded
products are standardised and have fixed expiry dates. So the
person who wants to buy USD 687,000 against Swissie on
August 21 will not be able to do this on the exchange because
it does not fit the standardised contracts and expiries. The
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investor, however, that takes a view on a currency and wants to
actively trade it, should consider the futures markets to gain the
aforementioned advantages.

Exchange for Physicals

As we have seen above, both the cash markets and the futures
markets offer great advantages. You may have your trusted
currency dealers but perhaps you would like to take advantage
of the benefits that the futures markets offer you? No problem!
In fact, there is an easy way to marry the two ways of dealing
currencies: the Exchange-For-Physicals (EFP).

EFP is a transaction that has long been used in the commod-
ity markets, actually is one of the main attractions of them. The
principle is the exchange of a
cash position with a futures
position. Let’s look at an
example from the coffee
world: a coffee roaster agrees
to buy coffee from his dealer,
but does not like today’s
price. Rather than agree on a
price, therefore, they agree
on a futures contract, let’s say
December futures. This way
he can assure himself the
quantity and quality of coffee
he needs at a given time.
Once he sees a price he likes,
he buys the necessary quanti-
ty of futures and at the
agreed date, transfers this
position to the dealer, thus fixing the price for the coffee he
bought. Hence the terms *exchange (futures position) for phys-
ical (position)’. He now owns the coffee at the price he wants.

Continued on page 18

Francesco Ranza First Vice
President, Advisory, Trading &
Sales, Banque Privée Edmond de
Rothschild, Geneva. Francesco is a
Member of the Board of the SFOA.

Contact: franza@bper.ch,
www.|cf-rothschild.ch
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Capturing the Trend.:
Exchange Traded FX Contracts

With around USD 2 billion traded every day, foreign exchange (FX) is one of the biggest financial markets in

the world. At the moment, the vast majority of business takes place over-the-counter (OTC). However, exchange

traded FX has many advantages over the OTC market and is growing at a far faster rate. Eurex customers can

now benefit from this growth momentum.

Debate has been going on for years
whether the FX market will ever migrate
to an exchange trading platform. While
some market participants may still feel
this is unlikely, an increasing number of
traders realize that trading FX on an
exchange has numerous advantages over
the OTC market.

Higher Growth Rates Compared

to the OTC Market

The foreign exchange market is one
of the largest financial markets world-
wide, with strong growth momentum.
According to statistics com-
piled by the Bank for
International  Settlements
(BIS), daily trading volumes
rose by nearly 60 percent
between April 2001 and
April 2004, to around
USD 1.9 trillion. Recent
studies from the Bank of
England and the New York
Federal Reserve Bank show
this trend is continuing.

It is important to note
that the volume of exchange
traded FX is growing far more quickly
than OTC currency trading. Over the
same period analyzed by BIS, FX futures
activity increased by over 180 percent by
notional volume. So it is not surprising
that many experts believe it is only a
matter of time until the market migrates
further to the exchange environment.

A Fully Level FX Playing Field

There are numerous reasons why it is
more attractive to trade currencies on a
regulated market — such as Eurex — than
in an OTC environment. Regulated
markets, particularly for retail investors,
represent a less risky environment than
the largely unregulated FX market.
There have been numerous examples of
FX investors losing money in fraudulent
scams. For instance, the Commodities
and Futures Trading Commission
(CFTC), the US regulator, has taken
action in over 70 cases since 2000 to

“Exchange traded FX
IS growing far more
quickly than OTC
currency trading.”

counter FX fraud. This is more than one
case a month and all of them involved
off-exchange trading.

Credit is also growing in importance
as a consideration for where to trade FX.
Eurex provides a level and fully transpar-
ent playing field to all its users. Everyone
has equal access to the same price at the

Peter Reitz Member of the Executive Board, Eurex.
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same time. There is no credit differentia-
tion as in the OTC market. In the OTC
space, even relatively large banks cannot
always trade on the best price. FX prime
brokerage offers a solution, but in reality
it is an expensive imitation of the clearing
member concept utilized by exchanges.

Trading FX on Eurex Often Cheaper
than in the OTC Market

The lack of transparency in the OTC FX
market extends to explicit brokerage
costs. The brokerage fees of the two big
electronic OTC brokers are not only
extremely variable, but also
differ by volume, based on a
sliding scale. These fees mean
that the explicit cost of OTC
FX trading is higher than
what it costs to trade FX on
Eurex.

Eurex US charges USD
0.10 per contract side for
exchange participants’ orders;
customer trades will incur
exchange fees of USD 0.50
per contract side. With a con-
tract size of 250,000 curren-
cy units, this means that the exchange
fees for every million currency units trad-
ed will not exceed USD 2. A further
advantage for Eurex’s FX market is the
high transparency of order book liquidi-
ty. OTC brokers can provide this only to
a limited degree.



INTRODUCING

FINEX EURO INDEX

FUTURES AND OPTIONS

With Finex Euro Index (ECX) futures and options you can buy and sell the global direction of
the euro in one trade ,,and access $700 billion in liquidity with a single transaction. A trade-

weighted index, the ECX from NYBO'P tracks the euro against a basket of currencies the same
way NYBOTes benchmark U.S. Dollar Indef tracks the global value of the greenback. Isnet
it time you started using the power of indexing to invest in currencies? For more information
about ECX futures and options, visit nybot.com or call Anthony Scamardella in the U.S. at
1-800-HEDGE-IT or 212-748-4097. In Europe, contact Pauline Leahy at 353 1 607 4000.

finex euro index futures & options
A Powerful New Way to Trade the Euro

© 2005 New York Board of Trade. Finex, NYBOT and U.S. Dollar @m’ E W YO R K
d

Index are registered trademarks of the New York Board of Trade. BOARD OF TRADE®
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A Dynamic New Way
to Trade the Euro

On January 13, 2006 the New York Board of Trade® (NYBOT®) introduced the FINEX® Euro Currency Index®
(ECX®) futures and options contracts, providing participants in the $2 trillion per day foreign exchange (FX)

market with an exciting new alternative to tracking and trading the value of the euro currency.

Introducing the FINEX Euro Currency Index

Because the euro is second only to the U.S. dollar, as an inter-
national reserve currency, the FINEX ECX is a viable compan-
ion benchmark to the NYBOT’s flagship U.S. Dollar Index®
(USDX®) contract, which debuted in 1985.

Together the two currencies comprise the lions’ share of the
market, with the U.S. dollar and euro being involved in
approximately 89 percent and 37 percent of all daily FX trans-
actions, respectively. This compares with only 20 percent for
the Japanese yen and 17 per-
cent for the British pound.
Not surprisingly, the
dollar/euro continues to be
the most widely traded cur-
rency pair, representing 28
percent of all global FX
transactions.

What is the Euro

Currency Index?

In the much the same way that the USDX provides a barome-
ter for the value of the U.S. dollar, against a basket of curren-
cies, the Euro Currency Index tracks the performance of the
European Union’s euro against the exchange rates of a basket
of five currencies. The U.S. dollar (USD), British pound (GBP),
Japanese yen (JPY), Swiss franc (CHF) and Swedish krona
(SEK) are the major world currencies that comprise the bulk of
international trade with the EU, and have deeply liquid FX
markets. The ECX is calculated on a 24-hour basis using the
following formula for geometrically averaging the five curren-
cies and their respective weights:

n

k (Spot(i))™

“W” is the weight of each currency as defined below:

U.S. dollar: 31.55%
Japanese yen: 18.91%
British pound: 30.56%
Swedish krona: 7.85%
Swiss franc: 11.13%

K = Multiplier: 34.38805726
In calculating the index value, currency prices are expressed in
terms of currency per euro.
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“The ECX tracks the euro’s
performance against the
exchange rates of a basket
of five currencies.”

The ECX Mirrors the Effective Exchange Rate

of the ECB

The Euro Currency Index broadly reflects the effective
exchange rate index (EER) of the European Central Bank
(ECB), which is a standard calculation of the euro exchange
rate against twelve currencies of Europe’s main trading part-
ners. The ECB calculates all twelve of the nominal effective
exchange rates of the euro, based on weighted averages of
bilateral euro exchange rates against the major trading partners
of the euro zone.

The NYBOT Euro Cur-
rency Index contains the five
most liquid currency pairs
that most accurately reflect
the ECB’s Effective Exchange
Rate (EER). The less liquid
currencies remaining are
omitted. The greater liquidity
of the ECX basket of curren-
cies compared to the twelve currencies of the ECB basket pro-
vides potentially more pricing efficiencies for the Euro
Currency Index, and offers a more suitable trading instrument.
The table below compares the weightings for the respective
currencies of both indexes.

Currency EER ECX
USD - U.S. dollar 30.91% 31.55%
GBP - British pound 21.48% 30.56%
JPY — Japanese yen 14.52% 18.91%
CHF - Swiss franc 7.08% 11.13%
SEK - Swedish krona 5.07% 7.85%
KRW — Korean won 4.84% -
HKD - Hong Kong dollar 5.24% -
DKK - Danish krone 2.72% -
SGD - Singapore dollar 3.45% -
CAD - Canadian dollar 2.22% -
AUD - Australian dollar 1.13% -
Total 100.00% 100.00%

The FINEX ECX remains highly correlated to the underlying
European Central Bank Trade Weighted Index (the EER) on a
monthly basis (see chart below).
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The current level of the FINEX ECX reflects the average value
of the euro relative to a basket of currencies with a base peri-
od of 100.00. A quote of '105.50" means the euro’s value has
risen 5.50 percent since this base period. During the last four
years the monthly correlation for these indexes equaled 99.02
percent.

FINEX Euro Currency Index — Futures

Contract Symbol E

Minimum Fluctuation  0.01 of a Euro Index point,
or 10 euro per contract.

Contract Size/Value 1,000 euros times the FINEX Euro
Index.

Last Trading Day The second business day prior to the
3rd Wednesday of the expiry month.
Trading in the expiring month ceases
at 10:16 am on the last trading day.

Trading Months March, June,
September & December

First Notice Day N/A

Last Notice Day N/A

Final Settlement Physical Delivery

Price Quote The Euro Index is quoted in index
points, to two decimal places.

Trading Hours 7:00 pm to 10 pm; 2:00 am

to 3:00 pm (NY Time)

Advantages of trading the FINEX Euro Index Contract

e Familiar index construction and calculation methodology —
Investors and risk managers now have access to two curren-
cy index products that track the value of the two dominant
currencies in world trade. The FINEX Euro Currency Index

has the same calculation methodology as its companion
benchmark the USDX.

Avoids single currency risk through a diversification— Prior
to the introduction of FINEX’s USDX and ECX futures and
options contracts, there was no easy way for market partic-
ipants to trade the general direction of the dollar or the
euro. The FX markets have many dynamics, such as com-
mercial supply and demand, speculation, interest rates,
geopolitical events, economic data releases as well as politi-
cal and treasury comments, that can wreak havoc on deci-
sion-making and position taking in individual currency
pairs. Indexing can eliminate the noise generated by these
factors as well as the risk of extreme performance.
Arbitrage Opportunities — The ECX offers arbitrage oppor-
tunities for investors that attempt to capture pricing discrep-
ancies between the index value and the calculated value of
the index when using the individual component currency
pairs.

Moderation of volatility — Another benefit of investing in
the FINEX Euro Currency Index is the moderation of
volatility that is inherent in certain currency pairs. The table
below shows the comparative historical volatility of the
ECX and the individual components as of March 10, 2004,
and on April 5, 2004:

Currency March 10, 2004 April 5, 2004
ECX 6.45% 7.40%
Euro / US$ 13.41% 14.39%
Euro / British pound 5.47% 6.83%
Euro / Japanese yen 11.58% 13.23%
Euro / Swiss franc 3.37% 4.17%
Euro / Swedish krona 4.44% 4.46%

Ease and Efficiency of Trading— Trading ECX futures and
options can be easier and less expensive than constructing
and trading a similar foreign exchange basket composed of
the five component currencies. In fact, active markets in all
five currencies may not exist all of the time. There may also
be significant premium savings in buying futures or options
on the FINEX ECX instead of a basket of the five compo-
nent currencies.

Superior technical applications— Because it is an Index, the
ECX may exhibit trends better than most individual curren-
cies, which is an important benefit to technical traders as
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well as international portfolio managers. With the charting
and analytical tools available at nybotlive.com, the technical
trader can identify trend lines in the ECX, compare it with
the USDX and develop trading strategies.

Physical delivery— ECX futures call for physical delivery
upon the expiration of the contract. As such, a long ECX
position at expiration will receive euros and pay the
component currencies. Conversely, a short ECX position at
expiration will receive the component currencies and pay
euros. The primary purpose for physical delivery of USDX
futures is to create a trading environment that is both effi-
cient and transparent.

Spot Price Orders— FINEX permits orders on ECX futures
to be contingent on the ECX spot price. Cash market partic-
ipants and traders with long-term technical systems who
base trading decisions on the spot ECX find it convenient to
convert the prevailing ECX spot price to an equivalent
futures price and may prefer this method.

Average Price Orders— The Average Price Order (APO)
offers institutions an opportunity to obtain uniform execu-
tion prices for multiple trading accounts at the open and the
close of the trading session. With the APO facility, cus-
tomers can place orders to be filled at the average price of
the opening or closing range at which time their order can
be matched against another APO.

Elimination of counterparty risk — Through its system of
financial safeguards and transaction guarantees, the
Clearing Corporation (NYCC) a NYBOT subsidiary, pro-
tects the interests of the trading public, members of the
Exchange and its clearing members.

Bernard Savaikq
Economist, NYBOT.

For more information on the
FINEX Euro Currency Index,
please visit the New York Board
of Trade website: www.nybot.com.
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Exchange Traded Derivatives
in the world of efficient FX Markets?

Continued from page 12

The dealer’s position remains unchanged — he is now long
the futures at the price he sold the coffee. He can liquidate
the position as he sees fit (and actually may have done so
already, as he can sell the necessary futures anytime he
wants). The EPP thus allows both the roaster and the deal-
er to set his own price for the same product.

How does a currency EFP work? Before you trade, you
have to make sure that all arrangements are made with
your broker(s). These include the account openings with
the clearing broker and give-up agreements with the execu-
tion broker/dealers. Once all preliminaries are complete
you can trade the currencies as usual with your regular
banker or broker, with instructions to turn them into EFPs
(and instruct your clearing broker accordingly, if you used
a different execution broker). The clearing broker submits
the trade to the clearing house and it will show up on your
daily futures account statement. From this day on it will be
treated just like a regular futures transaction, meaning
that:

— you receive an official statement every day, listing all
your open positions. These are marked-to-market daily,
which means that:

— your accumulated profits are available to you as you go
(if you are in the unfortunate position of losses, of
course, you will have to settle them immediately as
well); and,

— you are debited the futures margin only, which is usual-
ly lower than the deposit required for cash dealings,
which means that:

— you will not have to establish and use many different
credit lines; and,

— once you close a position, it is settled immediately. You
do not have to wait until maturity to realise the open
profit or loss.

Since the EFP is now a regular futures contract you have
the choice of closing it in the futures pit or via another EFP
transaction. This means, of course, that EFPs have to be in
the standardised form of the underlying future.

Currency EFPs combine the competitive edge, flexibili-
ty, liquidity and access, as well as the product range, of the
interbank market with the anonymity, credit and security,
as well as ease of handling of traditional futures.

There are two providers of EFPs for currencies: the IMM (Divi-
sion of CME) in Chicago and Finex in New York and Dublin. For
details on their products please consult www.cme.com and
www.nybot.com.




FOR MORE THAN 1 30 YEARS, NYMEX HAS DEMONSTRATED THE ABILITY TO FORESEE GLOBAL
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Taking FX

to the Next Level

Currency futures are generating a quiet revolution in the FX markets overall, with technology as the impetus.

CME FX futures and spot FX are now traded on the same screen. Currency overlay is growing, FX is increas-

ingly seen as a separate asset class, and new buy-side participants are emerging. In all this, CME is leading

the way.

Technology transforming the FX
markets

Distinctions between over-the-counter
FX and FX futures are fading, as traders
find they can conduct business quite sat-
isfactorily on the CME FX electronic
marketplace and enjoy benefits not avail-
able to them in the OTC markets.
Electronic FX futures are changing the
landscape of the global FX marketplace
by bringing enhanced transparency, easi-
ly accessible liquidity and reduced trans-
action costs to FX market
participants.

In contrast to the call-
around tradition of the OTC
market, the electronic mar-
kets at CME are completely
transparent. CME offers
direct electronic access to all
traders for all products.
While the bid/offer in the
cash FX market is usually
only accessible to large
traders via prime brokerage
platforms or other single
platforms, CME traders can
view hundreds of bids and
offers in a centralized FX
marketplace and participate directly in
establishing the going price of any trade.
Prices are not skewed to favor a dealer’s
position as they may be in the OTC mar-
ket, which factors unknown spread costs
into the deals.

The CME Globex electronic trading
platform offers an open, fair and anony-
mous trading environment. The top five
bids and offers are posted for everyone
to see. All prices and fees are public, and
there are no hidden costs. Spreads are
consistently tight, and are the same for
all customers. Fund managers, individual
investors and professional traders all
enjoy equal access to the markets. CME
has established competitive fee structures
to suit all customer segments, and the
playing field is completely level. With
CME FX futures, what you see is what

you get. And what you get is a fully
developed FX marketplace and a broad
universe of participation.

Large and liquid marketplace

As for liquidity, CME is the largest FX
market outside the cash market, and the
largest futures exchange in the United
States. Since the introduction of electron-
ic FX at CME, volume has grown swift-
ly and geometrically, with about 90 per-
cent of all FX trades electronic. In 2005,

“With CME FX futures,
what you see is what
you get. And what you
get is a fully developed
FX marketplace and a
broad univers