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Our discussion of financial market reform in the developing world will not be complete without 
including the rapidly growing role of derivatives markets in developing economies.  Although not 
every country has a derivatives market, or even a stock market for that matter, most of the larger 
and more prosperous developing countries do and more will have them soon.   
 
These markets are not only important because of their size and the risk-shifting role they play in the 
economy, but they are also important because the dealers – or market makers – in over-the-counter 
derivatives are most often the banks that form the core of financial systems.  This is a potentially 
dangerous combination because derivatives allow for greater risk taking, less transparency and 
enhanced opportunities to outflank existing prudential regulations.  There are additional concerns 
about the role foreign exchange derivatives sometimes play in offsetting international capital 
inflows and in exacerbating exchange rate movements (i.e. acting in a pro-cyclicality manner).   
 
As an indication of the rapidly growing role of derivatives in developing economies, a global survey 
of trading volume on derivatives exchanges shows that seven of the largest 20 exchanges around the 
world on in developing countries.  These include Brazil (which has two), Mexico, India, China, 
Korea, and Taiwan.  They also make up 17 of the largest 50 exchanges, and this includes exchanges 
in South Africa, many countries in Central Europe, and Malaysia.  Trading volume in exchange-
traded derivatives grew by 75% on the NSE in India, 34% at the JSE in South Africa, 18% at 
China’s Zhengzhou Commodity Exchange, and 110% at the Budapest Stock Exchange. 
 
The BIS data on OTC derivatives reports that outstanding amounts of foreign exchange derivatives 
in  “other” or non-major OECD currencies rose by 86% from the end of 2003 to the end of 2005.  
Similarly, the outstanding amounts of single-currency interest rate derivatives increased by 51% 
over the same two year period ending December 31, 2005.  This rapid growth put the amounts of 
OTC derivatives in developing countries, as reported by the major derivatives dealers, at $5.3 
trillion in foreign exchange derivatives, $6.2 trillion in interest rate derivatives and $0.44 trillion in 
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equity (single stocks and stock indices) derivatives at year’s end 2005 (assuming only half of ‘other’ 
equity derivatives were linked to developing country stocks).   
 
These derivatives transaction were used to speculate as well as hedge foreign exchange risk, interest 
rate risk, equity price risk and commodity price risk.  They were used by a variety of market 
participants.  Importers and exporters face exchange rate risk, as do firms borrowing abroad in hard 
currency and foreign entities making direct or portfolio investments in developing countries.  
Central banks some times use the foreign exchange derivatives market as part of their intervention 
policy.  Local banks face interest rate risk, and even some governments use interest rate derivatives 
to better manage their local currency debt issuances.  Many developing country commodity 
producers as well as government entities face commodity price risk, and they sometimes use local 
markets as well as those in developed countries to manage that risk. 
 
In light of this, and the likelihood of even greater importance in the near future, is it important that 
regulatory reform of financial markets incorporate the new issues raised by these markets.  The 
issues include the following. 

1. Potential for contagion and systemic risks arising from greater risk taking and the 
concentration of derivative trading in core financial institutions. 

2. Excess volatility of prices and capital flows. 
3. Loss of integrity of the price discovery process. 
4. The potential misuse of derivatives to avoid existing prudential regulations, distort financial 

reporting or evade taxation. 
5. Their potential use for manipulation or to commit fraud on the market. 

 
The conventional regulatory response to these issues is largely inadequate.  On one hand it relies on 
the market participants to police each other for the purposes of preventing fraud and manipulation, 
and it relies on similar market pressures as well as fears of reputational risk to discourage the 
misuse of derivatives.  On the other hand, it relies primarily on the regulation of banks as financial 
institutions to protect against systemic and similar knock-on type credit risks.  And between the two 
hands is often a large and dangerous regulatory gap in which derivatives markets operate with little 
or no regulatory constraint or supervision.  
 
This approach has several serious short-comings.  One is that markets do not in fact policy 
themselves very well.  Sometimes this is because many key market players misbehave in similar 
ways.  In some instances this is reinforced by market participants relying upon ongoing business 
relations with each other so that they cannot afford to alienate or be ostracized by the these other 
participants that act as counterparties to derivatives transactions.  In other instances, the market fails 
to policy itself when information and market power are asymmetrical such as in relationships 
between derivatives dealers and their customers (e.g. non-financial corporations who are hedging 
currency or interest rate risk) as opposed to the relationship amongst dealers.  Moreover, if the 
regulatory framework does not provide strict prohibitions against fraud and manipulation, then it is 
hard for other market participants to adequately serve a policing function by suing for redress.  (As 
an illustrative case in point, many of the civil suits brought in US courts regarding abusive 
derivatives trading practices have had to be brought under the Securities Acts of 1933 and 1934 
because the Commodity Exchange Act, which is supposed to govern derivatives trading, did not 
provide adequate protection.) 
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Another serious flaw in the conventional regulatory approach is to address the derivatives markets 
issues entirely through the prudential regulation of banks.  Bank supervision and regulation, 
however, is targeted on the ongoing solvency of the institution, and it does this by focusing largely 
on each bank’s management of its credit risk.  Not enough attention has been placed on the amount 
of market risk that a bank takes-on in order to increase its returns.  Moreover, market risk can 
drastically change a bank’s exposure to credit risk because gains on OTC derivatives can radically 
change a bank’s exposure to those counterparties that were on the losing side of the contracts.  
While Basil capital accords are trying to address some of these issues, the improvement – if any – 
will be limited to improved individual banking institutions and not to problems associated with how 
they interact in the market. 
 
Not recognizing the importance of this interaction through derivatives markets, i.e. that derivatives 
markets are important markets unto themselves, is another serious flaw in the conventional 
regulatory approach.  Some of the public interest concerns identified above pertain to market 
activity that is not contained within the financial institutions themselves.  For example, it matters a 
great deal whether markets are structured around bilateral or multilateral trading.  Bilateral trading 
creates a bifurcated market with trading between dealers and their customers and dealer-to-dealer 
trading.  Bilateral markets are usually far less transparent than multilateral ones, although a well 
brokered market that includes electronic bulletin boards for posting prices can improve 
transparency.  And prices are usually different between the inter-dealer market and the customer-
dealer market.  This is good for dealer profits, but is not as efficient as a multilateral trading market 
in providing for the overall economy.  These issues, however, are not covered under ‘banking 
supervision.’ 
 
Another related flaw in the current regulatory approach is to fail to establish adequate collateral (i.e. 
margin) requirements.  The current market practice is inadequate on prudential grounds.  The 
importance of collateral in governing risk taking and in protecting the systemic stability of 
derivatives markets cannot be stressed enough.  A case in point is the US energy derivatives market 
in late 2001.  The leading OTC energy derivatives dealer, Enron, failed and the entire OTC energy 
derivatives market became illiquid because the market did not maintain adequate collateral 
arrangements.  In contrast, the NYMEX exchange – which maintains strict collateral (margin) 
requirements – not only remained liquid throughout the crisis but also retained its AAA credit rating 
while other OTC energy dealers failed or were sharply downgraded. 
 
A better regulatory response to the public interest issues raised by the presence of derivatives 
markets includes the following.   

1. Create strict prohibitions against fraud and manipulation in order to protect the integrity of 
market prices and promote market participation. 

2. Establish registration requirements to help police the market from known criminals and 
establish clear authority of market regulatory body.   

3. Establish reporting requirements in order to create a more transparent market by requiring 
firms to disclose market price and other information that they might otherwise hoard or 
report in a deceptive manner.  Large trader reporting requirements have proven to be a very 
helpful tool in detecting and deterring market manipulation.  They are all the more important 
because they apply to otherwise unregulated entities such as hedge funds. 

4. Establish capital and collateral adequacy rules in order to discourage excess risk-taking and 
provide a more sound and stable foundation for these markets. 
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5. Establish orderly market rules, such as price circuit-breakers and position limits, in order to 
help maintain orderly markets. 

6. Require dealers in the OTC derivatives market to maintain bid-ask quotes throughout the 
trading day in order to assure market liquidity. 

7. Promote the development of a clearing house for these transactions in order to raise 
transaction efficiency and reduce the risk of credit and operational problems. 

 
In general, these prudential regulatory measures can be grouped into the following three categories: 
i) registration and reporting requirements; ii) capital and collateral requirements; and iii) orderly 
market rules. 
 
A better regulatory response to the public interest issues raised by banks acting as dealers in 
derivatives markets includes: 

1. If bank is not allowed to hold corporate equities or corporate bonds as an asset on its balance 
sheet, then it should not hold exposure to them in off-balance sheet derivatives contracts. 

2. If a banks’ foreign exchange exposure on its balance sheet is limited in any way, e.g. a 
percentage of its capital, then the limit should also apply to its off-balance sheet positions in 
derivatives. 

3. Extend ‘Know Thy Customer’ rules to derivatives transactions to prevent ‘sharp’ trading 
practices. 

 
Another important economic policy issue raised by the growth and development of derivatives 
markets is their impact on international capital flows.  The question focuses on whether or not 
hedging – through the use of derivatives – the foreign exchange risk exposure of investing in a 
developing country generates a comparable amount of capital outflows?  The answer is that it 
depends on the market depth and whether there is a balance between long-hedgers and short-
hedgers and whether there are sufficient speculators to make up the difference in the derivatives 
market.  The policy challenge is to design and implement regulatory measures that can promote 
market developments that reduce the likelihood of offsetting capital outflows. 
 
Yet another economic policy issue is whether exchange rate derivatives market activity exacerbates 
exchange rate movements in developing countries so as to add pro-cyclically to the upward and 
downward movements of the exchange rate.  The regulatory policy challenge here is to try and 
make these markets more transparent, to encourage hedging prior to adverse market movements, 
and to discourage certain investment strategies that appear to be the source for some of these pro-
cyclical market pressures. 
 
In conclusion, derivatives markets are important sectors of developing country financial markets, 
and their treatment in the regulatory framework should reflect their importance for the financial 
system and the overall economy.  Like banking, securities, and insurance, they need prudential 
regulatory measures to address public interest concerns that private market forces cannot adequately 
address.  Moreover, as these markets develop they will become integrated in the other financial 
sectors and will need special attention in order to assure that they will not be used for the 
unproductive purpose of regulatory arbitrage.  Also like in other spheres of the financial sector, the 
regulatory framework needs to address the issue how these financial activities impact the economy 
so that they contribute efficiently to adding value to output and do not reduce stability and facilitate 
unproductive activities. 
 


