OCCASIONAL PAPER

Modern Banking and OTC

Derivatives Markets

The Transformation of Global Finance
and its Implications for Systemic Risk

Garry J. Schinasi, R. Sean Craig,
Burkhard Drees, and Charles Kramer

C

I
INTERNATIONAL MONETARY FUND
) Washington DC
2000



Contents

Preface vii
i Overview l
1l Modern Banking and OTC Derivatives Markets 3
The Transformation of Global Finance 3
Importance of OTC Derivatives in Modern Banking and
Global Finance 5
i OTC Derivatives Markets: Size, Structure, and Business
Practices 9
The Size, Global Scope, and Institutional Structure of
Derivatives Markets 9
Derivatives Contract Structures 12
Exchange Versus Over-the-Counter Market Structures 18
Trading and Back-Office Infrastructure for OTC Derivatives Dealing 20
Middle Office: Managing the Risks Associated with OTC
Derivatives Positions 24
v Regulatory Environment for OTC Derivatives Activities 31
Regulatory Environments in the United States, the United Kingdom,
and Other Key Jurisdictions 31
Effects of Regulatory Rules and Modes of Supervision on the OTC
Derivatives Markets 34
Regulatory Uncertainties and Their Implications for OTC Derivatives 36
Financial Innovations and Challenges for Supervision and
Regulation: The Case of Credit Derivatives 39
A\ Key Features of OTC Derivatives Activities 41
Vi Financial Stability Issues in Modern Banking: Sources of
Financial Instability and Structural Weakness in OTC
Derivatives Activities 49
Sources of Instability in OTC Derivatives Activities and Markets 49
Weaknesses in the Infrastructure 51

VIl  Strengthening the Stability of Modern Banking and OTC.

Derivatives Markets 54
Balancing Private and Official Roles 54
Strengthening Incentives for More Effective Market Discipline 55
Reducing Legal and Regulatory Uncertainty 56



Coordinated Improvements in Disclosure
Private and Public Roles in Reducing Systemic Risk

Vili Conclusions

Appendix. Development of OTC Derivatives Markets in
Historical Perspective
Glossary
References
Boxes
Section
L 2.1. Precision Finance, Desegmentation and Conglomeration, and
Market Integration
2.2. The Role of OTC Currency Options in the Dollar-Yen Market
2.3. LTCM and Turbulence in Global Financial Markets
i 3.1. Derivatives Products Companies
3.2. Motives for OTC Derivatives Transactions
3.3. Exotic Options
3.4. The Life of a Two-Year Interest-Rate Swap
3.5. Measuring Potential Future Exposure in a Swap Contract
3.6. Legal Risks in OTC Derivatives Markets
v 4.1. SEC-Registered “OTC Derivatives Dealers”
4.2. Clearinghouses
v 5.1. Off-Balance-Sheet Leverage
Tables
Section _
] 2.1. Top Twenty Derivatives Dealers in 2000 and Their
Corresponding Ranks in 1999
i 3.1. Global Over-the-Counter (OTC) Derivatives Markets: Notional
Amounts and Gross Market Values of Outstanding Contracts,
1998-2000
3.2. Global Over-the-Counter (OTC) Derivatives Markets: Notional
Amounts and Gross Market Values of Outstanding Contracts by
Counterparty, Remaining Maturity, and Currency Composition,
1998-2000
3.3. Geographical Distribution of Reported Over-the-Counter (OTC)
Derivatives Market Activity, April 1995 and April 1998
Figures
Section
1] 3.1. Notional Principal Amounts Outstanding for Exchange-Traded
and Over-the-Counter Derivative Instruments, 1987-99
3.2. Structure of the Over-the-Counter (OTC) Derivatives Markets,
End-June 2000 '
3.3. The Life of an OTC Derivatives Trade

57
57

59

62

65

68

15
16
17
22
26
28
36
38
44

10

11

14



