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Institutional Developments in
the Globalization of Securities
and Futures Markets

... INANCIAL TRANSACTIONS such as the buy-
ing and selling of securities, commodities, foreign
exchange and bonds, have increasingly involved
individuals and firms from different countries,
For example, a Japanese resident might purchase
U.S. dollars with Japanese yen (a foreign ex-
change transaction) to buy shares of 1BM on the
New York Stock Exchange (a securities transac-
tion). To accommodate such transactions, futures
and securities exchanges have expanded the
services they offer their users, adding numerous
financial instruments, engaging in cooperative
efforts across exchanges and introducing com-
puter-based technologies.

The globalization of world markets provides
significant benefits, including greater opportuni-
ties for investors to diversify risk, and access to
broader markets for demanders of funds, Inter-
national trading in financial instruments, how-
ever, does pose risks, some of which can be
mitigated by coordination between global finan-
cial markets.

This paper describes recent institutional de-
velopments in the globalization of financial mar-
kets and discusses the advantages and disadvan-
tages of these innovations. The paper opens
with a brief overview of the various transna-

tional developments that are occurring in world
securities and commodities markets. It then ad-
dresses both the benefits of expanding financial
markets and the costs that accompany the move.
Risk factors and standardization of procedures
are highlighted as issues of concern as financial
centers globalize. The paper closes with a dis-
cussion of the Group of Thirty proposal for the
coordination of clearing and settlement in world
securities markets.

The trend toward internationalization of finan-
cial markets can be illustrated by highlighting
the rapid increases in transactions in a few
markets. For example, cross-country activity,
when measured as the volume of foreign trans-
actions in securities of U.8. firms (aggregate
purchases and sales), grew from $75.3 billion in
1980 to $361.4 billion in 1990.7 Similarly, U.S.
transactions in securities of foreign firms (aggre-
gate purchases and sales) grew from $17.85 bil-
lion to $253.4 billion between 1980 and 1990.2 In
futures and options markets, 20 new exchanges

1Abken (1991), p. 3.
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were established worldwide between 1385 and
1989, bringing the total to 72.% Likewise, nearly
40 million futures and options coniracts were
traded worldwide in 1988, an increase of ap-
proximately 186 percent since 1983.* Eurodollar
interest rate futures saw an especially large
change, increasing almost 70 percent annually
between 1983 and 1988.°

Hustrafions of Globalization

The globalization of financial and commodity
markets involves numerous activities and institu-
tional developments that facilitate access to for-
eign markets, whether by a trader or a security.
One of these activities is the cross-listing of
securities in several countries. Cross-listing sim-
ply means, for example, that a firm in the United
States lists its stocks on a London exchange. In
1990, the International Stock Exchange (ISE) of
London had one of the highest percentages (23
percent) of foreign company stock listings.®

Another trend is cross-country hedging and
portfolio diversification. A U.8. trader, for exam-
ple, can diversify a portfolio composed of U.S.
stocks by buying stocks of a UK. firm in Lon-
don through a London broker. Globalization can
also mean holding membership in another coun-
try’s exchanges. For example, after “The Big
Bang” of 1986 in London, many U.5. securiiies
firms and banks applied to buy seats on London
exchanges.”

A third trend in the internationalization of
financial markets is called “passing the book,”
whereby control of trading is passed between
traders at exchanges around the globe. This
enables 24-hour trading of a financial instrument.
An example of this would be a U.8. investment
firm trading from New York during U.S. and
Japanese hours and from its London desk during
U.K. hours. The more common practice of pass-

ing the position book between time zones is ac-
tually to transfer the handling instructions be-
tween traders. An example is a New York
currency trader who instructs the trader at his
Singapore office to track the price of a currency
during evening hours in New York, When the
market reaches a particudar price, the Singapore
trader will buy or sell, depending on instructions
from New York.

One trend that does not involve actual trading
is the underwriting of corporate securities
through offices outside the home country. An
underwriter is a firm that buys an issue of
securities from a company, then resells it to in-
vestors. For the company issuing the securities,
underwriting provides a guarantee that a certain
amount of money will be derived from the sale
of the securities that can be used for capital ex-
penditure, A large stock issue may have under-
writers from several countries, for example, to
compensate for a country whose capital market
does not have the depth to handle large securi-
ties offerings.® The distribution of underwriters
across several countries provides the issuing
firm with a wider access to funding.® Investors,
on the other hand, obtain a broader selection of
securities.

More recently, the development of automated
trading has received substantial attention. Auto-
mated or electronic trading systems allow agenis
to make trades via computer, without the “open
outcry” or pit auction system.’® Interestingly,
the development of much of the current auto-
mation is an extension of technological innova-
tions originally developed for domestic markets.
It is elear, however, that this automation has af-

3Baer, Evanoff and Pavel {1991}, p. 11.
Albid.

SEurodollar deposits are doilar-denominated deposits out-
side the United States. Eurodollar interest rate futures con-
tracts are futures contracts on the interest rates on these
deposits. The figures are from Baer, Evanoff and Pavel
(19913, p. 11

8For the New York Stock Exchange, the figure was 3.7 per-
cent. U.S. Congress, Office of Technology Assessment
{1990}, p. 29,

"The Big Bang was a deregulation effort for British financial
markets which began on October 27, 1886. Examples of
changes ¢ the London equity markets are the end of fixed
commission rates; barriers between order-taking brokers
and risk-taking market makers were broken down; and, the
self-regulating Securities and {nvestmeni Board (SIB) was

established. The SiB is a non-governmental version of the
Securities and Exchange Cemmission (SEC) in the United
States. Khoury {1990}, p. 129.

EDepth means that there are enough buyers and sellers in
a market that a large transaction will not affect the price.

2An example is the privatization of French companies in
1986, where the value of these newly privatized companies
was approximately $30 billion, bui the total value of list-
ings on the Paris Bourse was only about $80 billion. U.S,
Congress, Office of Technology Assessment (1990), p. 34.

90pen outcry occurs on an organized exchange when ord-
ers betwaen buyers and sellers are traded between third
parties in anonymity. The buyer/selier enters intc a con-
tract with the exchange or its representative
clearinghouse.
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fected the globalization of financial markets con-
siderably.

The National Association of Securities Dealers
Automated Quotations (Nasdaq) was one of the
earliest developments in financial market com-
puterization, beginning in 1971, Nasdaq pro-
vides computer listings of price information for
several thousand companies. By 1982, the Na-
tional Association of Securities Dealers (NASD)
had produced the National Market System, which
provided investors with information as sales
were completed, and by 1991, had developed
the Private Offerings, Resales, and Trading
through Automated Linkages (PORTAL) system.1?
From a computer terminal, PORTAL enables
users to trade in unregistered domestic and for-
eign debt and equity securities.®?

Nasdag has established computer telephone
linkage as well as automated trade execution
and international clearing and settlement with
the International Stock Exchange of London and
the Stock Exchange of Singapore. Nasdaq has
since become a significant market for the listing
of foreign securities, trading approximately $6
billion in foreign securities as of 1991, up from
the $2.6 billion in 1985.1% Thus, Nasdaq provides
the cross-listing of securities, together with the
rapid trade execution of an automated system.

The growth of international trading has also
affected futures and options exchanges in the
United States. The fact that traders could access
instruments and overseas markets after normal
U.8. trading hours had ended, provided a motiva-
tion for many of the extended-hour and 24-hour
trading initiatives {see shaded insert for examples
of extended trading hours and table 1 for auto-
mated trading systems).

A significant portion of U.S. financial instru-
ments, futures and options is fraded at exchanges
throughout the world. That is, foreigners do not
have to use the Chicagoe Mercantile Exchange to
trade Eurodollar contracts, a CME staple. For

example, in 1989, a third of the trade in con-
tracts offered by the CME originated outside of
North America.** In 1989, 10 percent of the
CME's daily volume was transacted overnight in
an overseas exchange while the CME was
closed.” Furthermore, in 1985, the CME and
Chicago Board of Trade together accounted for
83 percent of all futures volume. By 1990, the
figure had fallen to 55 percent.’® The attempt to
regain market share instigated such CME expan-
sions as extended trading hours and automated
trading systems.

Perhaps the most ambitious project in auto-
mated trading is Globex, an altempt to create a
24-hour trading market originally proposed in
1987 by the CME.*" Globex is an electronic trade
execution system whereby traders enter buy
and sell orders that are matched automatically
according to price and time priority.*® Originat-
ing as a strictly off-hours trading system, the
purpose of Globex is to enable continued active
trading beyond the CME's regular trading
hours, The CME intends to use Globex to access
markets after its own close of business and re-
gain some of the market share lost to foreign
exchanges.
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The significant changes accompanying the in-
ternationalization of financial trading systems al-
low for the realization of substantial gains; at
the same time, globalization also exacerbates the
risks already present in financial trading. The
most significant of these gains and risks are
described below.

One of the most important areas of progress
is the speed with which information is processed
and disseminated to market participants. In-
creased flow of market data provides greater

1PORTAL uses a book entry settlement system with no
physical detivery, eliminating the problem of unmatched
trades. PORTAL is currently the only fully aytomated clear-
ing and settlement system in the United States. Clearing
and setilement issues, book entry and matching trades will
be discussed in more detail later in the text.

12Unregistered securities are not registered with the Securi-
ties and Exchange Commission (SEC). They are issued in
a limited volume or by small companies.

13Gee Nasdaq {1991), p. 16, for the 1991 figure, and NASD
{1991}, p. 15, for the 1985 figure.

iaHansel] (1989}, p. 187.

5lbid.
18Chesler-Marsh (1921), p. 33.

7The Chicago Board of Trade has since become a par-
ticipant with the CME in the Globex project.

8For detalled reading on automated trading systems, see
Domowitz {1990).
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accessibility to foreign markets. In turn, the
larger the number of participants using a market,
the greater the liquidity of the market and, thus,
its desirability for investors.??

The level of market activity and the transmis-
sion of data on prices, market supply and de-
mand conditions are a few examples of informa-
tion relevant to traders. Yet, this information
technology has less to do with improving the ef-
ficiency of forecasting techniques than it does
to shaving seconds off the receipt of up-to-the-

minute market events, Information like the an-
nouncement of a commodity quota or a cor-
porate merger provides the impetus for the rapid
decision-making that characterizes {inancial
trading.

Access to foreign stocks provides investors
with opportunities for diversification; investors
need information about the foreign firm (for ex-
ample, its financial stability or successful manage-
ment), however, in order to make an investment
decision. The rapid rise of information technolo-

#f iquidity is the depth of the market (for example, securities
or futures) and its abifity to absorb sudden shifts in supply
and demand without excessive price Buctuation.




gy increases the familiarity of foreign corpora-
tions and their operations. This spread of infor-
mation reduces one of the traditional obstacles
to foreign investment and opens up both savings
and investment opportunities for firms and in-
dividuals. The payoff is a more efficient alloca-
tion of capital and, thus, a stimulus to production
and real output.

Likewise, the advent of almost immediate
transfer of information around the globe reduces
the informational discrepancies between market
participants. Arbitrageurs, of course, attempt to
profit from price discrepancies. The more people
have access to the same information, however,
the more likely price discrepancies will be spot-
ted and acted upon. The divergence of prices
from their no-arbitrage relationship (which pro-
vides profit potentials), will be quickly arbitraged
away as both the quantity and speed of infor-
mation transfer is enhanced.®

Another benefit of internationalization is ac-
cess to markets otherwise inaccessible. As men-
tioned earlier, the Chicago Mercantile Exchange
will be accessible after regular trading hours
through Globex. Not only will U.5. traders now
be able to operate after U.S. trading hours, but
foreign traders can also use Globex to operate
during their own regular trading hours. New
markets enable investors to introduce diversity
into their portfolios in both the type of instru-
ment and the country from which it is issued.
Just as computerized systems, such as Globex,
facilitate diversification and accessibility, so too
can other methods, such as cross-exchange list-
ings and cross-memberships.

Trading in financial assets, whether done
domestically or across national boundaries, in-
volves risk. Some of these risks are more impor-
tant in an international setting than a strictly
domestic setting. They occur primarily at vari-
ous stages of the clearing and settlement
process. Unlike risks commonly associated with
price uncertainty, the risks in clearing and set-
tlement procedures involve uncertainty about
the timely payment of funds and the transfer of
assets in financial trades.

An example of a typical securities transaction
can provide a clear illustration. Once a securities
trade is executed, the member firms involved
submit the trade information for confirmation
10 the clearing agent. The trade is then com-
pared and matched by computer for accuracy
and the informaticn on the frade is sent to the
relevant members on either the day of the
trade or the day after. If both parties concur
with the conditions of the trade, the trade is
ready for settlement. At present, settlement in
securities occurs five days after the trade in the
United States.

Using this example, the next section will briefly
discuss the concepts and institutions in clearing
and settlement procedures before introducing
the specific risks of globalization.

“Clearing” a trade involves the confirmation of
the type and quantity of the financial instru.
ment bheing traded, the transaction date and
price, and the identification of the buyer and
seller. “Settlement” means the fulfillment of the
obligations of the transaction. In equities and
bonds, for example, settlement means payment
to the seller and delivery of the security certifi-
cate or transfer of ownership to the buyer.

The clearing and settlement process depends
on the institutions that facilitate transactions.
Commodities and securities exchanges provide
the facilities for traders to conduct their busi-
ness, establish and enforce trading rules, collect
and distribute market and economic information
about prices, and provide an institutional frame-
work for arbitrating and settling disputes.

Another institution—the clearinghouse—
compares trades between parties and can re-
maove risk from the settlement process.?! A
clearinghouse places itself between the buyer
and seller, ensuring that the buyer receives the
instrument purchased and the seller receives
pavment. That is, by becoming the counterparty
to all trades, the clearinghouse guarantees every
trade. Each participant has a net obligation with
the clearinghouse to buy or sell the security

20An example of a no-arbitrage condition is that the differ-
ence between the cash and futures price of a storable
commaodity, at any point in time, should reflect carrying
costs of storing the commaodity untit maturity. If the price
differential exceeds carrying costs, then there exists an in-

centive to enter the market, that is, to buy teday and sell
at the higher futures price,

ATrade comparison involves confirming and matching the
terms of the irade ioc ensure accuracy.
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based on her net position with other participants
in the clearinghouse.

A third institition—the depository—is an or-
ganization {not necessarily part of an exchange)
that holds stocks and bonds for safekeeping on
behalf of their owners. It has a computerized
accounting system to record and transfer owner-
ship of securities between participanis by in-
tegrating a hook-entry system with a money
transfer system.??

The procedures for clearing and settlement
vary across countries. At present, there are
three common methods of clearing and settle-
ment. Each involves various combinations of the
three central institutions involved in futures and
securities markets.

The first model is exemplified by the United
Kingdom'’s equities market. In this model, there
is neither a central depository nor a separate
clearinghouse. Instead, the stock exchange itself
is responsible for trade matching and confirma-
tion as well as providing a location for the deliv-
ery and receipt of securities and payvments be-
tween traders.??

The second model, exemplified by Germany’s
Deutscher Kassenverein depository system, has
no independent clearinghouse, but does have a
centralized depository and a stock exchange that
provides the matching and confirmation of
transactions. Once matched and confirmed, the
trade information is sent to the depository for
settiement.?

227 boak-entry system: means a credit or debit {0 a cus-
tomer's account will transfer securities between buyer and
seller. A money transfer system transfers the funds be-
tween the parties to the trade, such as a wire transter.

23 8. Congress, Office of Technology Assessment (1890),
p. 58.

24]bid.
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The third model, as seen in the U.S. equities
market, contains all three institutions: a stock
market, a central depository and an indepen-
dent clearinghouse. For example, the National
Securities Clearing Corporation (NSCC), which
processes 95 percent of all equities trades in the
United States, is jointly owned by the New York
Stock Exchange, the American Stock Exchange,
and NASD.?* The majority of the securities for
NSCC members, in turn, are held by the Deposi-
tory Trust Company. The stock market and clear-
inghouse together match and confirm transac-
tions, The clearinghouse also places itself be-
tween counterparties to trades, then passes
trade information to the depository.2
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Credit (or counterparty) risk occurs when one
side of the transaction does not settle in full,
either when due or on a later date. The exis-
tence of counterparty risk, which is of minimal
significance in many U.S. markets because of a
clearinghouse, can be critical in an international
transaction, The clearinghouse, generally well
capitalized, guarantees that all trades will be hon-
nored. In many international transactions, how-
ever, no clearinghouse exists. Thus, a trader
lacks information about the counterparty's relia-
bility. Varying regulations on foreign trading
may make it even more difficulf to ascertain the
safeguards available to a trader in that market.

Closely related to credit risk is liquidity risk,
which is the risk that trades will not be settled
at the appointed time, but at some undetermined
time thereafter.?” At settlement, counterparties
are exposed to both credit and liquidity risks.
Liquidity risk occurs because settlernent may
not oceur on the specified date; credit risk occurs
because the other party may not deliver at all,
Thus, at settlement, the parties may not know
whether the problern will be one of liquidity or
credit. The settlement of international trades

can exacerbate the problem of simultaneously
exchanging securities for payment because of
time zone differences

Another risk, replacement cost risk, occurs
when the price of the security changes between
trade and settlement. When one party has de-
faulted and the price of the instrument changes,
then one of the parties involved would be ad-
versely affected by the price change and suffer
a Joss in replacing the transaction. In foreign
markets, the potential for adverse changes in
the exchange rate can exacerbate this risk.

QOperational risk occurs because of the possible
failure of computer systems, telecommunications
or institutionalized procedures during trading.
Given the heavy reliance on technology in ac-
cessing financial markets abroad, this issue is ex-
tremely important in determining the success or
failure of new trading systems. The precautions
taken by the CME for its Globex system—an im-
portant part of its initial proposal to the Com-
modity Futures Trading Commission, a govern-
ment regulator of futures exchanges—are a good
example of this.?®

Yet another risk, especially worrisome to regu-
lators, is systemic risk, Systemic risk occurs
when credit risks stemming from operational or
financial problems result in agents exiting the
market, which, in turn, threatens the industry.
The inability of one financial institution to make
its payments can cause other participants to be
unable to meet their financial obligations in a
timely manner. In the banking sector, this is
typified as a run from deposits 1o currency. In
futures and options, it occurs when agents no
longer trade through standard channels like an
exchange. For example, if members of an ex-
change begin trading elsewhere, the financial
stability of the exchange is threatened as mem-
bers withdraw their financial collateral.s

251).8, Congress, Office of Technology Assessment (1880),
p. 81,

28For related readings on clearance and settiement systems,
see the monographs prepared by the Paymeant Systern
Studies Staff of the Federai Reserve Bank of New York in
the references to this paper,

27A temporary inability {o convert assets into cash is often
associated with liquidity risk while bankruptcy of a counter-
party is associated with credit risk. For a more detailed
description, see Federal Reserve Bank of New York
{February 1989).

28For further reading on market risks, see Baer and Evanoff
{1990).

2Examples of CME precautions include measures to pre-
vent unauthorized individuals from accessing the system,
such as four different identification codes; termination of a
computer operator's session if nonstandard instructions
are eniered; and, in the failure of the centrai computer,
recovery would involve automatic switchover 1o a back-up
mainframe, {aking approximately 60-80 seconds. See
CFTC (1988}, pp. 125-32.

20For further reading on systemic risks, see OECD {1991}
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The October 1987 stock market crash, with
worldwide repercussions, revealed weaknesses
in the clearing and settlement system. Many
feared that the default of a major market player
could threaten the financial systems of many
countries. This prompted world financial lead-
ers to work toward global ceoordination. The
clearing and settlement of trades was consi-
dered one of the most crucial aspects of this
coordination.

In 1989, the Group of Thirty issued a report,
Clearing and Settlermnent Systems in the World’s
Securities Markets.®! Based on its examination,
five critical deficiencies in the clearing and set-
tlement systems across countries were iden-
tified:

[1] Absence of compatible trade confirmation
and matching systems for both domestic and
international trades;

[2]

Varying settlement periods across the differ-
ent markets;

[3} Absence of delivery versus pavment in some
markets;
(41

[5]

Absence of standardized trade guarantees;

Absence of book entry processing for settle-
ment of securities transactions in several
markets.

S

Trade Confirmation amnd Matching

Trade confirmation and matching, also known
as trade comparison, is the process of confirm-
ing and matching the terms of a trade to ensure
accuracy (for example, the issue, price, quantity
and counterparties) and is usually done by a
clearinghouse (although sometimes by an ex-
change or by the parties themselves, in the for-
ward foreign exchange market). If not confirmed
and matched, a chain reaction of failed trades is
possible as subsequent trades are made on the
assurnption that earlier trades will be success-
fully completed.

Rapid trade comparison shortens the amount
of time between when the trade is made and
when it is successfully matched. This reduces
credit risk by reducing the amount of time an

agent has to opt for defaulting on a trade. In
the international context, delays of hours in a
domestic market may result in a delay of days
for international trades. Requiring all investors
to obtain membership in a trade comparison
system and achieving a compatible system across
international markets can reduce the delays and
credit risks involved in diverse systems.

The second deficiency is unequal settlement
periods, which can increase settlement risk and
potential default. Settlement risk occurs when
there are gaps in the timing of payments and
receipts on settlement date.?? The harm of dif-
ferent settlerment periods is that, as mentioned
earlier, traders or investors who are active par-
ticipants in the market make later trades contin-
gent on the assumption of the successful settle-
ment of earlier trades. Hence, the harm is two-
fold—the default of an earlier counterparty and
the dependence on this trade that could
jeopardize subsequent trades. As with many
trade issues that require timeliness, delays in
settlement can be exacerbated if spread across
different trading hours and time zones,

While this is costly in a domestic market, the
investment of a U.5. agent dealing in interna-
tional markets can be even more costly because
it is also subject to the economic conditions of
foreign countries and exchange rates. Adverse
changes in the exchange rate can turn a minor
loss into a significant one in the presence of
currency risk. Thus, for agents moving between
international markets, an uncertain settlement
period combined with an uncertain exchange
rate can increase financial losses.

The growing volume of trades has led to a
number of technigues where, to reduce the
number of settiement transactions, irades are
not processed one at a time, “Netting” is a sys-
tern whereby transactions are aggregated, so
that debit and credit positions offset each other,
leaving a participant with one final position in
the market of owing or being owed. Netting
greatly increases the liquidity of the market and
the trader’s flexibility because, rather than post-
ing collateral for every trade, the trader is
responsible only for the net settlement debit.»

#NThe Group of Thirty is a private sector organization that
fakes its membership from financial sectors such as ex-
changes, banks and investment houses.

RGZettlement risk encompasses both liquidity risk and credit
risk.

33Board of Governors of the Federal Reserve System and

the Federal Reserve Bank of New York (1890), p. 40.
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There are three main choices for a netting
system. The first is bilateral netting, whereby
ail trades in the same security and between the
same parties to the trade are netted to one final
delivery versus payment (DVP)* For example, if
Ralph sells 100 shares of British Mohair to Sam,
then buys back 75 shares of British Mohair from
Sam, the net position is that Ralph must deliver
25 shares to Sam. This is the narrowest of the
three netting options.

The second is multilateral netting (or daily
netting), which, unlike bilateral netting, allows
for different counterparties in the netting
scheme. In this instance, all trades in the same
security are netted to a final debit or credit po-
sition for each participant.

The last option is continuous net settlement,
whereby all trades in a particular security are
pooled by issue to a final debit or credit posi-
tion for the day and any unsettled trades are
carried over and offset against the next day's
trades. In practice, the clearing corporation sub-
stitutes as the counterparty to the trade in con-
tinuous net settlement.

The type of netting system implemented de-
pends on the volume of the market. Establishing
a muliilateral or continuous net settlement sys-
tem is a costly procedure, requiring a risk-
sharing arrangement among members, a clear-
ing corporation (as with continuous net settle-
ment} and powerful computer systems to handle
the volume of trades. The costs of such a sys-
tem may exceed the costs of operating with
only a bilateral system. This is especially true in
low-volume markets where bilateral netting can
be a feasible and less costly alternative. A pro-
posal for a multilateral netting system in the
high-volume foreign exchange market was exa-
mined in 1988 by members of FXNET, a bilater-
al netting system.®® Representatives of leading
international banks, responding to FXNET's ques-
tionnaire, felt that a major benefit would be to
reduce processing costs.?®

This is especially relevant in markets expand-
ing their foreign membership. If netting is desir-
able hecause it reduces the number of trades 1o

process, it becomes even more so as markets
service no longer just domestic, but a growing
number of foreign clients. In the FXNET ques-
tionnaire, respondents stated that, “Cross-border
aspects of multilateral netting should be consi-
dered early in the process, as they will be more
important than with bilateral netting.”s” With
the addition of cross-border traders increasing
the transactions volume a market handies, a
netting system would simplify the re-

peated payments that would be introduced.

Whichever netting system is chosen, the desir-
able settlement time frame is a rolling settle-
ment system. In such a system, trades settle on
all business days of the week, scheduled the
same number of days after the trade.’® Thus,
the presence of a standardized settlement period
and a netting system is a crucial aspect to mov-
ing between international markets with security
of settlement.
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The third finding by the Group of Thirty is
the absence of delivery versus payment (DVP) in
some markets. DVP is a two-sided payment sys-
tem that simultaneously debits or credits the
cash account of one member and makes the
corresponding entry on the securities side of
the transaction. This reduces the settlement risk
that cccurs when there is a discrepancy be-
tween the timing of payments and receipts on
settlement date.

The Group of Thirty, arguing the need for
prompt two-sided payments, has recommended
interim procedures: risk can be reduced by de-
livering securities only against a certified check
or by employing a mechanism whereby delivery
and payment are done simultaneously although
through different systems. in either case, net
settlement of cash and securities is completed
by the end of the day.

Even without a formalized DVP, methods can
be developed to minimize settlement risk by
having both parties to a trade settle their ac-
counts simultaneously. With markets in different
time zones and, thus, different operating hours,
allowing each side of a trade to settle at a differ-

MHDVP is a payment system whereby the debits and credits
ot a trade are applied to the parties’ accounts simul-
taneously.

3for further reading on the netting of foreign exchange
transactions, see Gilbert (1982).

3sMinutes of FXNET Maltilateral Netting Steering Commitiee,

(1989).

bid.

38The Group of Thirty recommends the impiementation of a
rolling seitling system by 1992 so thai final settlement oc-
curs three days after the irade.
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ent time could result in a next-day payment, not
one within the hours of the first settlement.

The fourth deficiency is the absence of stan-
dardized trade guarantees. A trade guarantee
ensures that all compared or netted trades will
be settled, based on the conditions on which
they were compared, even in the event of coun-
terparty default. To assure trade guarantees,
each member of the comparison and netting
systems assumes the default risk of the system.

A standard method of providing a guarantee
is to establish a general clearing fund based on
member contributions. When a default occurs,
the losses are first extracted from the defaulting
party’s clearing fund contribution. If that contri-
bution does not meet the full amount of the loss,
the remainder is charged against the clearing
corporation’'s general clearing fund.

The international environment adds an extra
facet to these guarantees. Since membership is
becoming increasingly international, a major
financial loss can strain the capacity of the cor-
poration te handle the failure immediately. Ob-
taining permission for access to additional
funding, for example, could cause unnecessary
delays. Thus, the maintenance of additional
sources of funds, like member deposits or ac-
cess to bank lines, becomes crucial in an inter-
national setting. To ensure the integrity of the
corporation and, thus, the market, trade guaran-
tees provide a measure of security and stability
in the face of potential failures.

The last issue to be addressed in global coor-
dination is the absence of book entry processing
for settling securities transactions in several
markets. Before addressing book entry, however,
other institutions surrounding this process
should be introduced.

The first of these is a central securities
depository (CSD).3® The primary activity of a
CSD is to immobilize and dematerialize securi-
ties so that they can be processed in the more
efficient book entry method. Immobilization of

securities means that the physical documents
{for example, share certificates} are stored at
the depository, eliminating their actual move-
ment when ownership changes. Dematerializa-
tion means that no physical securities with title
of ownership are issued. Securities exist solely
as computer records.

Transfers of certificates are done by book en-
try, where a simple credit and a balancing debit
to customers’ computerized accounts on the
books of the CSD will transfer securities from
one account to another. Immobilization and de-
materialization replace the more risky and time-
consuming process of transferring the securities
in paper form whenever a transaction is made.
Transfers of stocks trade-by-trade introduce a
needless complication to the clearing and settle-
ment system, which becomes even more compli-
cated if it involves delivering them to investors
worldwide,

The Group of Thirty has proposed nine
recommendations found in table 2 to correct
the preceding five deficiencies. The status of the
Group of Thirty recommendations are listed in
table 3. This table depicts the extent to which
21 countries have made progress on these
recommendations. While the United States has
accomplished more than most of the countries
surveyed, the fact that so many countries have
not finalized these policies, and may not by
1992, has implications for the eventual timetable
of global coordination.+°

Currently, there is no well-defined regulatory
structure for the global marketplace. While
regulatory authorities exist in specific countries—
for example, the Securities and Exchange Com-
mission has the regulatory authority, oversight
and arbitration of securities disputes in the U.S.
stock market—the international arena has no
similar agency to govern global financial rela-
tions. In its absence, voluntary coordination of
clearing and settlement systems can help reduce
the risks that lead to defaults, failures and po-
tential disputes between legal and regulatory
authorities. Thus, there are potential gains if

3%The strict gefinition of a CSD requires that a country
should have only one depository. In practice, however,
more than one may exist. This type of system can be ef-
fective as long as there is linkage between the entities to
coordinate trade information. The United States has sever-
al depositories,

40|n addition to the Group of Thirty proposal, other groups,
such as the Working Group on Financial Markets have
studied clearing and settlement issues.
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the clearing and settlement systemns operating in
domestic markets are coordinated among global
financial markets.

This discussion has attempted to present an
overview of issues that are currently of interest
in the globalization of financial markets. The
linkage among international markets is of in-
terest both to private investors and to national
governments, who desire stable domestic and
international financial sectors.

International competition among financial
markets is growing rapidly and has produced
benefits such as new financial instruments, new
markets and extended trading hours. These
changes, however, are not without costs. Domes-
tic rules and regulation are not sufficient
safeguards for a system that operates in an in-
creasingly international environment. Financial
and governmental communities are addressing
the need to integrate international expansion to
facilitate the continued safe and profitable
growth of financial instruments and the impor-
tant functions these markets serve. It is clear
that much work remains.
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