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INTRODUCTION

Any discussion of the future of seaurities exchanges will be incomplete without address-
ing the question of the danging mix of instruments and products traded on the ex-
changes.

Colloquially, exchanges are still thought of as markets for listing and trading of equities
and, to alesser extent of fixed income instruments. Y e, this is a somewhat misleading
view. The range of instruments traded on exchanges has increased dramaticdly since
the ealy 198Gs. “Clasdcal” single equities constitute a shrinking segment of the trading
mix. They are losing market share to the derivative instruments, either based on equities
or on financial variables such as interest or exchange rates.

A declining share of the ‘clasgcal’ equitiesisthe starting point of this paper. New in-
struments can no longer be treated as ancillary or sideline adivity of the exchanges but
have to be mnsidered as integral if not central part of their core business.

Given their diversity, the definition of derivatives is a subjed of extensive and often
heded debate. For the purpose of this paper, we propose to use the definition given by
Alfred Steinherr:

“ Derivatives are pragmaticdly considered as contrads whose payoffs are based on

a ontinuously measurable underlying asset or performance”*

It is esential to add that such contracts are financial and tradable.
Derivatives differ considerably from traditional instruments. They are a vast, heteroge-
neous and constantly evolving unverse. They are subjed to the dynamics of product
lifegycle, which make their trajectory often explosive in their ascent as well as in their
decline. Volatility affeds not only their prices but their market importance or even their
very existence
The evolution of derivatives and its underlying dynamics constitute the main topic of
this paper. We believe that in the mming yeas, the arrent range of derivatives will un-
dergo substantive transformations and new caegories will emerge. These ae likely to
include industrial capacity, environmental protedion, socio-ecnomic and politicd as
well as entertainment derivatives. We shall look at key attributes and charaderistics of
these cdegories.

The evolution of derivativesislikely to have far-reating implications for the competi-
tive positioning of exchanges and for the puldic pdicy toward financial markets. In the
concluding sedion of our paper, we shall explore some of those implications.

1. OVERVIEW OF EXISTING NON-TRADITIONAL INSTRUMENTS

1.1. Derivatives: the success $ory

Financial derivatives have been the true success s$ory of financial markets of the last
forty yeas. While the trading of commodities and related derivatives sich as futures
contractsis awell established market practice, and some would argue it acdually pre-
dates trading of bonds and equities - coffeeand ather commodity futures were traded in
17" century in Amsterdam?® |, financial derivatives are avery recent phenomenon. It can
be dated predsely to the ealy 197G and its emergence is due to the wnjunction of
threefadors:
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- Indtitutionalisation of financial volatility, following the end of Bretton Woods ex-
change regime in 1970and generalisation of floating exchanges ratesin 1973

- Advancesin financial theory, in particular in the reseach on determinants of market
price formation and discovery, which led to the formulation of the options theory by
Black, Scholes and Merton in the ealy 1970s

- Trading technology improvements, which allowed, among ather things, a close
monitoring of risk positions and margin requirements and, more importantly, the
cash settlement of contractual obligations.

Chicago isthe undisputed hirthplaceof financial derivative marketplaces. The first fi-

nancial futures exchange, International Money Market, was launched as a subsidiary of

Chicago Mercantile Exchange in 1972and the first full-fledged financial options ex-

change, CBOE, was st upin 1973

Europe was arelative latecomer to financial derivatives. First two options exchanges

were launched in 1978in Amsterdam (European Options Exchange (EOE) and in Lon-

don (LTOM). However, it was only in the 1980s that the financial derivatives markets

gained real momentum:

- Thefirst futures exchange in Europe, London International Financial Futures Ex-
change (Liffe), was launched in 1982

- Thefirst privately held options and futures market, OM, was launched in Stockholm
in 1984

- French derivatives markets, Matif (for futures) and Monep (for options) were
launched in 1986and 1987respedively

- Thefirst fully electronic financial derivatives exchange, Soffex, was launched in
Switzerland in 1988

- Germany started developing its financial derivatives market in the late 198G and
this market, DTB was not launched until1990

Degpite its late start, European financial derivatives' trading has rapidly caught up with
US markets. By ealy 200G, Eurex, born from a merger between Soffex and DTB in
1994 became the largest derivatives exchange in the world.

The explosive growth of new instruments is not limited to traditional marketplaces of
Europe and United States (or Japan). It also contaminated emerging markets. In 2003
the busiest global derivative mntrad was Korean exchange index option, KOSH .2

The growth rate of derivatives instruments is considerable higher than that of classical
equities. Moreover, their impad on financial markets is not only quantitative. They have
become the main supplier and determinant of liquidity and, for many analysts, it isthe
derivati\‘/gs rather than the underlying cash instruments that shape the price discovery
process
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Tablel

Figure 2: 2003 Derivatives Volume Growth

9 000
8 000 -
7000 | Year on year %

31%

39%
6 000 33%

5000
47% |
4000 A
28%
3000 28%

2000

Million contracts

1000

0

m 2003 Futures Options Total
O 2002
@ 2001

Source IOMA, 2003

1.2. Exchange-traded derivatives: tip of the iceberg?

The growth of exchange-traded financial derivatives has been paralleled by aless visi-
ble but equally, if not more, explosive development of over-the-counter (OTC) deriva
tives such as currency and interest rate swaps and, more recantly, credit derivatives.
Thisis awholesale market dominated by large international banks and not accessible to
retail investors.

Again, the proliferation of OTC derivatives is areceit phenomenon that only began to
take off in the ealy 198G in the aftermath of developing countries debt crisis, which
highlighted the nead for more adive risk and exposure management. According to the
International Swap Dealers Association (ISDA), founded in 1985to facil itate the devel-
opment of common definition and transadion rules, the notional value of OTC deriva-
tives market has grown from some 24 trillion dollarsin 1992to over 100trillion dollars
in 2000

Various derivatives markets have now attained a size, which is $ huge asto defy con-
ventional yardsticks, and a reach, which makes them ubiquitous to the point of mythol-
ogy. Yet, thereis ageneral feelingthat they are not well-known or understood. Deriva
tives, particularly those traded over-the-counter, are pictured, even in the mainstream
businessmedia, as a lurking and treaderous multi-headed monster. Title of 1999book
by the Chief Economist of European Investment Bank, Alfred Steinherr, “Derivatives.
The Wild Beast of Finance’* istypical of such a bloodcurdling imagery.”

" Actually, the @ntent of the book is a scholarly and objective discusson of financial derivatives and of
the necessty of central banks oversight of their development. That the author and editors choose the
catchy titleisindicative of the broad public perception of the topic. And Steinherr is far from isolated
case. Warren Buffet, highly respeded investment manager, called OTC derivatives, “financial weapons of
massdestruction.”
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1.3. Differing evolution path: European — US diff erences

While the explosive growth of derivatives and exchanges trading them is aworldwide
phenomenon, there ae significant regional differences in the underlying development
pattern. Of particular interest are the diff erences between the US and European devel-
opment paths. Three apeds are noteworthy:

I ntegration between traditional and derivatives exchanges. On both continents, derivatives
marketplaces were initially set up as distinct entities from existing cash exchanges. Since
then, their institutional paths have diverged. In the US, derivatives maintained their institu-
tional autonamy. Two major Chicago exchanges remain independent from large equity ex-
changes, NY SE and NASDAQ. Until the advent of ETFs, both o these have struggled to
gain traction in derivatives. In Europe on the other hand, all major derivatives markets
are now part and parcel of mainstream exchanges. In most cases, the derivative market
was taken over by the cash market (this was the case in France, Germany or Spain) but in
the case of Sweden, it was the derivative market, OM, which took the initiative,

Electronic trading approach. For along time, US derivatives exchanges remained diffident
toward the automation o their trading floors. The European exchanges, on the other hand,
evolved rapidly toward electronic trading. By the late1990s, foll owing a major battle for
market share in bund futures between floor-based LIFFE and computer-based DTB, which
was conclusively won by DTB, floor-trading for derivatives became arelic. Thewholesale
embrace of technology is considered as a major reason for the Europe's catching up with,
and eventually overcoming, the US derivatives exchanges. Moreover, the latter’ s foot-
dragging in the adoption o dedronic trading has created an goening for new entrants, such
as ISE, which managed to achieve US market leadership in equity options in a space of four
years (between 2000and 2004).

Table2

Screen vs. Floor
In Europe, electronic trading accounts for the overwhelming majority
of volume in futures and options.

confracts in miliions

Source Van Steanis
Public autharities' involvement. In the US, the development of exchange-traded derivatives
was atypical bottom-up market innovation. In Europe, on the other hand, puldic authorities,
particularly onthe Continent, took an active interest in the new markets. French, German o
Belgium governments saw the financial futures as integral part of their reform of puldic
debt management. Similarly, the eistence of active derivatives market was e as major
successfactor for the launch o the airo.

For maj9r European exchanges, with the significant exception of London Stock Ex-
change, derivatives congtitute the key determinant of their profitability and market
valuation, as well asthe aitical element of their international strategy.

" It should be noted of that LSE sought to acquire LIFFE in 2001 but lost the bid to Euronext. In order to
gain afoothold in derivatives, LSE acquired in 20 London operation of the OM Group, which was then
renamed London Derivatives Exchange.
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According to Huw Van Steenis, leading European capital markets analyst from Morgan
Stanley, the ability to innovate, to offer new products and services, will be the key dif-
ferentiator in the competition among exchanges. He expects derivatives to be the pri-
mary driver of growth for European exchanges, accounting for half of all revenue
growth over the next threeto five yeas. °

2. AN OVERVIEW OF EMERGING INSTRUMENTS

2.1. Highly differentiated landscape

The universe of the derivatives is vast, heterogeneous and continuously evolving. While
the established futures and options continue to grow robustly, awhole range of innova-
tive instruments have been emerging over the last five yeas. Their appeaance and sub-
sequent performance have been driven by a variety of factors. In additional to traditional
drivers - risk management, high liquidity or low transadion costs-, social and politica
considerations such as environmental pollution reduction or extended social protection
or even anti-terror campaign began to play arole in financial instruments innovation. As
we shall discussbelow, their diversity and dynamism make it difficult to define arigor-
ous and invariant typology. However, we can provide an overview, based on their mar-
ket experience and position. From this perspective, we can suggest following distinc-
tions:
* Successful products, which are well established and broadly accepted. These include:

- Portfolio trading instruments such as Exchange Traded Funds (ETF)

- Customized equity markets derivatives auch as Contracts for Difference (CFD)

» Struggling products, on which the jury is dill out in terms of market acceptance. Of
particular interest there ae instruments designed to fadlitate B2B capacity manage-
ment in sectors such as energy or telecommunications

» Greenfield products. These ae instrumentsto be traded on new markets, which are
in the processof being creaed and launched. Thisis case of environmental markets,
whether they trade weaher derivatives or pollution rights

* Blue-sky products. These products are gill in conceptual or design stage and appea
far beyond the aurrent scope of exchange-traded derivatives. Examples here include:
- Social protection derivatives
- Podlitical futures
- Entertainment futures.

Let’s now review products in those cdegories.

2.2. Successful products
Exchange Traded Funds

Exchange Traded Funds can be defined as baskets of securities that are traded, like in-

dividual stocks, on an exchange. They are aimed at investors, both retail and institu-

tional, who are looking for exposure to entire markets or sedors. They are seenasa

cost-effedive alternative to mutual funds and similar collective investments shemes.

Their attradion istheir dual nature, combining the advantages of funds and shares:

- Likefunds, they track broad market and sectoral indices and therefore give their holders the
precise mix of exposure and diversification defined by their investment strategy
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- Likeshares, ETFs can be bought and sold throughout the trading day. They can also be sold
short and bought on margin. Because they are actively traded, their valuation is graightfor-
ward and immediate and avoid complications of NAV determination, which is a major op-
erational headache for fund managers.

From the transadion cost perspedive, ETFs charge lower annual expenses than even the

least costly index mutual funds (typical annual management fees is less than 0.5%).

They also offer tax advantages (which vary from country to country). However, to the

extent they are frequently traded, and thus subject to trading commissons, their total

transadion costs may not be significantly lower for active portfolio managers.

ETFsare avivid proof of the triumph of modern finance theory. Their design is based

on the findings of the portfolio management theory (PMT), which firmly established the

benefits of broad market exposure and risk diversificaion. Interestingly, ETFs can be
used both by the proponents of efficient markets (‘random walk’) investment approach,
which postulates that the best strategy isto trad the broad market indexes and by its
critics, who believe that market averages can be beaten by a judicious choice of sectors
and nmble timing. In any case, together with the options theory, the portfolio manage-
ment theory has provided the conceptual underpinning of derivatives markets. In this
areathe symbiosis between theory and pradice has been absolutely remarkable. Finan-
cial markets and their managers have shown a amazng ability to harnesspertinent de-

velopments in economic theories and to integrate them into market design. On the a&a

demic side, the recognition has been remarkable: since 1981 no lessthan thirteen

eonomists received Nobel Prizes for their work on financial markets.*

The global development of ETFs followed a familiar pattern:

- Launched first on alarge-scale in the US by a small exchange, American Stock Ex-
change, in 1973

- Adopted by European markets with a five-yea lag

- Integrated into the mainstream exchange businesswithin ten yeas.

At present, ETFs are one of the fastest-growing financial instrument segmentsin the
world, as $rown by the Table 3 below. Between 2000and 2002 ETFs have seen aten-
fold increase in UK trades. Inthe US, QQQ, ETF tracking NASDAQ 100 stocks, has
considerably higher trading volume than any of its well-known components (Intel, Mi-
crosoft, Orade, etc.)

Given the obvious advantages of ETFs, as evidenced by their widespread adoption, one
may wonder why it took so long for the exchanges to launch them on awide scale. The
answer to this question is not the lad of interest: mainstream exchanges such asthe

NY SE were avare of the successof stock index derivatives and have been exploring
feasibility of trading baskets and portfolios of seaurities since d least the mid-198Gs.
What was holding them badk was the lack of appropriate technological infrastructure. It
is the progressin this unglamorous yet critical areathat alowed the wst-effedive intro-
duction of transparent unbundling and rebundling of underlying assets, red-time pric-
ing and hassle-free settlement, the key attributes of ETF trading.

" Tohin; Miller, Markowitz, Sharpe; Merton, Scholes; Akerlof, Stiglitz and Spence; Kahnemann and
Vernon Smith
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Table3
Total Net Assets of Exchange-Traded Funds, 1993-2000
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ting, LLC.
CFDs and financial spreads

An interesting variation on the exchange-traded derivatives is the development of OTC
products, closely linked to exchange-listed instruments and geared toward retail
investors. A case in point here aethe CFDs, contrads for difference, which are offered
by all major UK brokers. CFDs are @ntracts between investors and stockbrokers. They
are based either on listed UK stocks or on market indexes both in the UK and abroad.
Their pricing shadows precisely the prices of underlying assts. Thus CFDs allow their
holdersto fully participate in the e@nomic evolution of assets, including receipt of
dividends and corporate actions. Relative to shares, CFDs offer threekey advantages.

- Highleverage: CFD holders are eligible for 90% margin

- Ability to go short aswell aslong

- Fiscd exemption from stamp duty (.5% of transadion value)

At the same time, CFDs differ significantly from listed options and futures:

- They offer immediate and transparent rather than mediated economic participation
- Thereis no premium specific to the derivatives.

- Thereis no predefined expiration/delivery dates.

CFDs can be best seen as a leveraged lending and borrowing of traded instruments by
brokersto their customers. Thus, in addition to trading commisgons, brokers charge
financing charges to customers going long and pay interest to customers going short.

Another OTC product, spedfic to the London market, is financial spreadbetting. It
allows investor to take aview, either on the upside or on the downside, on the future
evolution of agiven stock. The broker gives the sell-buy spread and takes the opposite
side of the trade: in case investor turns out to be right, brokers paysthe initial stake
multiplied by the number of winning points and, conversely, receives asimilar multiple
of investor’s dakein case of investor’ loss

Both products have been very successful. Exad trading statistics are difficult to obtain
but it is estimated that CFD aceount for 30% of trading volume on the LSE and that the
number of investors pladng spreal bets has doubled between 2002and 2003
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However, despite their success, their use remain largely confined to the UK market. In
case of financial spreadbetting, this may be explained by specificity of London markets,
in particular the market-making tradition, which is absent from other markets. For
CFDs, the question of their international potential remains open.

2.3. Struggling products

Industrial capacity: sure bet?

Thisisan intriguing segment. For many knowledgeable analysts and experienced practi-
tioners, long-term gas and electricity delivery or telecommunications bandwidth con-
tracts were obvious candidates for the next generation derivatives markets:

- They are based on strong underlying economics. Both energy and telecommunica-
tions are subject to strong and long-lasting forces of deregulation, which disrupt the
traditional supply chain relationships. The universe of potential choices for buying
and selling capacity has been considerably enlarged and became more uncertain and
more volatile. The need for systematic hedging became more pronounced and wide-
Spread.

- Potential players are large, well-established and sophisticated industrial firms and
major financial institutions with a considerable staying power. Furthermore, de-
regulation attracts new entrants, with innovative ideas and different risk profiles.

- They offer an opportunity to revitalise long-established but recently distended links
between commodities and financial markets

B2B experience

And yet, while it is still too early to issue a definitive judgment on industrial capacity

markets, experience to-date has been rather disappointing. Many projects have been

launched, particularly during the heady days of the bull market in the late 1990s. Indus-

trial capacity contracts and B2B e-commerce markets were apparently made for each

other. Y€, the lofty expectations had not been fulfilled, as evidenced by experience in

two sectors seen as particularly promising: telecommunication bandwidth and energy.
Bandwidth capacity

Bandwidth capacity initiatives launched in the late 1990s included:

- London-based Band-X,

- New York-based Arbinet

- Madrid-based Iber-X

- San-Francisco-based RateX change

- Amsterdam-based InterXion

These companies were startups, backed by private equity and venture capital. Amounts

invested were often substantial: 130 millions for Arbinet, 300 million for InterXion. In

1999, gart-ups werejoined by a heavyweight, Enron, which announced ambitious plans

to set up atrading infrastructure in partnership with Cisco. Over the next two years, En-

ron invested two billion dollars in bandwidth trading.

Enron woes, discussed below, are well-known. Many observers consider that bandwidth
trading compounded core energy trading problems at the company. Enron and other
players have seriously overestimated the market potential. Excited by runaway growth
prospects of the Internet, some analysts forecast that the bandwidth trading market
would reach 400 billion dollars by 2004. These optimistic expectations led to consider-
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able overinvestment in network infrastructure and resulting capacity glut. As aresult the
bandwidth prices went into freefall of the order of 30to 50% in 2000and 2001 Carri-
erswere reluctant to sell cgpacity at fire prices, preferring instead capacity swap agree-
ments, which made possible to mask steg price declines. Furthermore, they were not
very enthusiastic about facilitating the interconnedion of their networks, which would
make easier client switching to another carier. In the absence of their commitment, it
proved dfficult to develop any future contrads and market was restricted to spot trad-
ing.

Thus, market projedions fell way short of targets. It is estimated by Y ankee Group that
in 200Q the value of bandwidth trading for Enron barely excealed 10million dollars.

Bandwidth trading appeaed to have survived the B2B market meltdown and the Enron
debade. Band-X, Arbinet and InterXion are al till in business although they remain
private and none publishes revenue and profit statements. They have survived by
enlarging their offerings to hosting and ather telecommunications srvices. From frag-
mentary data available, it would appea that the bandwidth trading, while fast growing,
isaniche business: Arbinet claims to be the largest players with 9 hillion minutes a
yea. Thisrepresents less than 7% of international call minutesin 2003 which in turn
are less than 20% of total call minutes in relevant national markets.

Energy

Energy cgpaaty trading markets gory is more complex and ambivalent. Interest in en-
ergy and energy derivatives markets predates the alvent of B2B e-markets. Contrary to
telecommunicaions, major sedoral players, both on production and distribution side,
were adively involved in market creaion and management. Seaurities exchanges were
also involved. Thus prospeds for energy markets looked bright and enticing: in 2001,
Salomon Brothers estimated the potential market sizewithin five year at 700 bllion dol-
lars.

The main reason for the ambivalence of any analysis of energy market is Enron. While
telecommunicaions constituted an interesting sideshow, energy trading was the cre of
its highly conspicuous grategy. If the energy market appeaed for atime a the paragon
of asuccesgul new market model, it was because of Enron claims. At its pe&k, in 2001,
the company was trading some 2.7 hillion dollars worth of energy contrads a day or be-
tween 700and 900 hllion dollars a yea. Moreover, it was acting as a market-maker,
taking a position on each and every trade, rather than as a broker, the traditional ex-
change posture.

Yet, it appeas that those daims were highly dubious. More importantly, Enron is now
broadly viewed as a market manipulator and has been explicitly and publicly accused of
driving upeledricity prices during California power crisisin 2001 Asaresult, the de-
mise of Enron in 2002has sriously damaged the overall reputation of energy markets.
Many other energy companies withdrew and trading adivity fell dramatically. Of the 15
largest power tradersin 200Q by 2004 seven have abandoned the business and four
have grealy reduced their trading adivity. UBS Warburg, which bought Enron’s trad-
ing operations (for no cash), has considerably reduced their scale and laid-off staff.

While the US Federal Energy Regulatory Commisson (FERC) continues to maintain its
faith in the virtues of energy markets, the general consensus is that their development
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remains hindered by the persistence of “Enron effect.” The major unknown of the e
ergy trading market is the persistence of this effed.

Of course, eat setbadk creaes an opportunity for the bold. Thus, the withdrawal of es-
tablished players creaed opportunities for new entrepreneurs. One of such entrepre-
neurs, Jeffrey Spredher, launched in 2001the Intercontinental Exchange (ICE), whose
god isto offer global platform for energy contrad price discovery and trading. |CE has
launched an Internet-based platform e-Confirm, which in May 2004traded some 30 000
contracts. Badked by threeoil majors BP, Royal Dutch/Shell, and Total Fina Elf, six top
North American gas and power trading firms and four international banks, ICE has ac-
quired in 2001the leading European energy derivatives market, International Petroleum
Exchange (1PE) in London.

European power sedor was only marginally touched by the Enron folly and therefore
has not redly suffered from the badklash. Power market development has been stealy,
even measured, in sync with the deliberate and ambivalent paceof official power sedor
deregulation. According to PWC 2003survey of European uilities:

“With European markets gill sitting ambiguously between liberalised liquidity and digop-
oly, many fundamental issues remain to be resolved, among them the achievement of
third-party network accessand transparent charging mechanisms.” *

In this areg Scandinavian countries were the leaders. A common energy trading ex-
change, Nord Pool, bringing together power systems of Denmark, Finland, Norway and
Sweden was launched in 1993 In the last five years, some twelve energy exchanges
have been launched in Europe, mostly as gecialized subsidiaries of large securities ex-
changes. Thus, Powernext was creaed by Euronext, UPX and NGX were set up by OM
Group and European Eledricity Exchange (EEX) by Deutsche Borse. From the begin-
ning, these exchanges ught international coverage; for instance, UPX was st up in
the UK. In addition to exchange-related exchanges, few independent power exchanges
were set up, notably in the UK.

Most of the new exchanges offered spot contracts, although EEX and UPX sought to
cgpitalise on their affiliation with Eurex and OM respedively to offer afull range of en-
ergy derivatives (forwards, futures and options).

With few exceptions, such as Nord pool, which attraded over 300 participants and
trades between 10 000and 20 000contrads per month, other exchanges suffered from
ladk of trading interest. This led to consolidation and restructuring. In Germany, EEX
merged with its East German rival, LGX in 2002 OM has decided to pull out of energy
trading altogether (except for trading systems support) and sold both UPX and NGX
operations.

The key for the future development of European power energy markets is the strategy of
large utilities, such as EDF, E.On, RWE or Eledrabel. Past experience suggest that the
adive involvement of utilitiesis criticd to the successof energy markets. Thisisin
large part dueto the overriding importance of physical delivery. On the other hand,
strict and transparent rules are required to avoid conflicts of interest, which were so bla-
tant in the Enron case. EU deregulation processmandates the setting upof TSOs, trans-
misson system operators, to be responsible for the bulk transmisson of eledric power
on the main high voltage eledric networks. TSOs provide grid accessto the dectricity
market players (i.e. generating companies, traders, suppliers, distributors and dredly
connected customers) ac®rding to non-discriminatory and transparent rules. In many
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many countries, TSOs are in charge of the development of the grid infrastructure. TSOs
are intended to operate independently from the other eledricity market players. Not sur-
prisingly, the leading European power exchange, Nord pool, is owned by two Scandina-
vian TSOs.

In pradice however, large European utilities have astrong tradition of vertical integra-
tion and may be reticent to unbundle their transmisgon networks, which are the main
sourceof their profits. While they accept the neal for interconnedion, they prefer bilat-
eral rather than multilateral agreements and seek lessthan-complete standardisation,
which would allow them to better control value transfer within the supply chain.

Acoording to Price Waterhouse 2003survey, utilities are beginning to recognise the im-
portance of trading:

“ Trading has moved to play a much broader role in European utility companies’ strategies,
and Europe s utility leaders are moving to consoli date their trading capabili ties, having
faced significant ‘ catch-up’ challengesin previous years.” ®

They have developed significant risk management expertise but are reticent to share it
broadly and to prefer to useit in house in order to leverage the value of their operations.
This grategy is consistent with trends observed in B2B e-markets, where m-operative
industry-wide projeds were éandoned in favour of private networks and “internal”
marketplaces. It will be further reinforced by the persistent need for physical delivery,
which would limit the scope for the development of sophisticated derivatives, largely
based on cash settlement. In short, prospeds for a single independent, pan-European
energy market are far from auspicious.

2.4. Green field products
Environmental derivatives

Bringing together markets and palitics
Energy has traditionally been arisky commodity, subjed to pricevolatility and supply
uncertainty. Oil price shock in the mid-197Gs led to the explosion of all forms of oil
trading, aming to mitigate price and delivery risks.
Concerns about energy price volatility and their broader impact led in the mid-199Gs to
the launch of “weéaher derivatives.” Such instruments allow energy users/ suppliers, in-
surers and ather organisations (ranging from agriculture to retailing and tourism) to off-
set and control the financial risks they are exposed to due to weaher related phenom-
ena, such as temperature variations or rain.
The potential capacity of marketsto mitigate environmental risks triggered even more
ambitious projects. why not use the derivatives markets to control not only natural but
also man-made thred to the environment, such as pollution by various emissons (sul-
phur or CO2). Such approach would not only be economically efficient but also ethical
and thus bring together, in arare show of unity, markets and politics. Thus, weaher de-
rivatives, while promoted by market practitioners, also benefit from public support. In
case of pollution trading such a support is a sine qua non condition of market launch.
Weather derivatives

Initial weaher derivatives were designed and transaded by large energy trading compa-
nies. First trade was initiated in 1996when Koch Energy (now Entergy-Koch) and En-
ron completed aHDD swap for the winter of 1997in Milwaukee Reinsurers and finan-
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cial ingtitutions soon entered the market, which then expanded to include end user in-
dustriesthat are dfeded by the weaher, such as beverage sales and agriculture.
According to a PriceWaterhouseCoopers aurvey, in 2001the market has readed a $4.2
bill ion notional market value with approximately 4,000 contracts traded. By 2003 mar-
ket sizewas estimated at 16 billion dollars.
Thisislargely an OTC market, usually requiring extensive customisation. More re-
cently, attempts have been made in the US (by CBOT) and in Europe (by Liffe) to
launch standardised exchange-traded weather derivative ontrads. However, traditional
derivatives exchanges may not find it easy to obtain volume (and hence liquidity) in
wedaher markets since, by their nature, wegather derivatives will tend to attract organisa-
tionsthat, at these ealy stages, are not familiar with or do not have acessto current ex-
change-based markets. Also, the csts asociated with entering new markets in terms of
IT infrastructure, quote vendors, exchange fees and all the other tools necessary to ef-
fedively trade derivatives may discourage new entrants in the short term.
In Europe and Asiathere ae airrently no exchange-based markets and weaher risk is
generally handled by ‘ad-hoc' over-the-counter (OTC) arrangements between key play-
ers. The OTC markets do, however, currently suffer from difficulties in establishing ac-
cepted pricing models for weaher related contracts, becaise the 'science’ of how to cor-
redly pricewedaher derivativesis gill very much initsinfancy. The problemis further
compounded by aladk of transparency. This makes price discovery for weaher con-
tracts even more difficult, particularly from the view of the 'buyer’ of the contract. These
problems can leal to very large spreads in OTC contrads (a sign of an inefficient mar-
ket) and also the feding amongst buyers that they may not be receiving a'fair' arrange-
ment from their OTC counter party.

Emission trading

Markets for emisson control became highly visible in the cntext of controversy over
the Kyoto protocol. Markets for trading pollution rights appea as an interesting and
eoconomicaly efficient alternative to the administrative @ntrols of compliance with
Kyoto criteria. According to the leading proponent of environmental derivatives, Rich-
ard Sandor, “The European Commisson has embracel capitalism as a climate protec-
tion policy tool.”®

While this idea may appea revolutionary in Europe, in the US, thereis alrealy arich
tradition of using markets for emisgon control. According to a specialized broker, Evo-
lution markets,

“ Thetrading of emissions credits|[...] has become a mainstream market in the US energy
sedor. Trading began in several US states in the 198Gs in the form of emission reduction
credit (ERC) programmes, which required major new sources in certain regions to 'off set'
their projected emissons by purchasing ERCs from existing sources: those that voluntar-
ily reduced their emissions.

Thefirst market to create a tradable commodity ona nationwide basis was the sulphur di-
oxide (SO2) allowance programme, promulgated under the 1990Clean Air Act Amend-
ments to control Acid Rain. The SO2 market was thefirst 'cap and trade’ environmental
market - allocating a finite quantity of credits to a defined group of sources (wholesale
eledric generating units or EGUS). Since thefirst transactions in 1992 SO2 trading has
flourished, with participation reaching far beyond the group of regulated sourcesto in-
clude a variety of speculative interests that have added considerably to the market's liquid-
ity. According to US Environmental Protection Agency (EPA) records - a conservative
estimate of market activity - trading volume has increased from nine to more than 25 mil-
lion tons in the past eight years, with a national annual value of transactions exceeding $4
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billi on last year. Not far behind is the nitrogen axide NOx all owance trading market, a
programme designed to control the transport of ground-level ozonein the eastern US. In
1998 NOx trading began in nine states under a coalition of northeast air regulators called
the Ozone Transport Commission, which regulates major industrial sources such as the
sted, paper, chemical, refining and cement industries, as well as EGUs. Conservative
EPA records indicate that the notional value of last year's private NOx allowance transfers
exceaded $300million. “*°

CCX project
The successof ERC programmes, the growing popularity of weaher derivatives and in-
creasing political interest in emisgon trading encouraged Richard Sandor to announce
in July 2002the launch in ealy 2003 0of a specialised market, Chicago Climate Ex-
change (CCX).
The CCX projed has been developed by 28 large cmpanies, including Ford, DuPont
and BP America, with the cities of Chicago and Mexico City, agroup that emits 700m
tonnes of carbon dioxide eah year, more than Britain does. The cmmpanies most inter-
ested seem to be those with experience of other poll ution exchanges, either abroad—
Denmark and Britain both have markets in greenhouse-gas emissons and Canada is pi-
loting one—or in the market to trade dlowances for sulphur-dioxide emissons.
Projed implementation suffered delays. Issues sich as how to cdculate cmpanies
baseline emisgons levels and how off set projects can generate emissions credits caused
tension when CCX was being designed. The National Association of Seaurities Dealers
has devising compliance procedures to gve CCX some bite. Companies that fail to med
their commitments will be judged by their pee's, and may facepenalties.
CCX was finally launched in December 2003 Itsinitial schedule of reduction has been
revised: the arrent goa isa 1% reduction from 1999 levelsin its first yea of opera-
tions, and another 1% annually until 2006
While it istoo ealy to judge CCX success, it isworth noting that in April 2004 IPE in
London has announced that it established a link-up with the Chicago Climate Exchange,
Under this deal, the CCX will grant the IPE alicenceto list and market its European
Union products on the IPE's electronic trading platform. | PE plans to make emissons
contracts avail able on the | PE by the end of 2004

2.5. Blue-sky products

Environmental derivatives ek to demonstrate that markets not only generate welfare
indirealy through the wealth creaion but can be explicitly designed for worthy social
purposes. Another American academic, Robert Shiller, sought to push thisidea &en
further than Sandor. His objedive isto use markets to mitigate social inequality and re-
duce poverty. Similar ideas were postulated by a British think-tank, Demos.

Can markets be used to mitigate political risks? Some reseachers even sought to use
market trading to control terror. Unfortunately, their ideas met with rather unfriendly re-
ception and had to be shelved.

Socio-economic derivatives

Macromarkets for long-term income maintenance and social protection

The starting point of Shiller’s projeds is a degy concern about current economic trends
which are likely to exacebate and perpetuate social inequality:
“ Inequality has been on therisein virtually all rich countries. This increase appearsto be
due, in large part, to the information techndogy and its effeds on an interdependent
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world econamy. There are reasons to exped a longer-run tendency towards much geater
inequality. [...]
Advanced technology often means that a small er number of skill ed people suppy their
services over awider area, producing a “winner-take-all” effed, where only the best do
well. New technology produces far more pervasive and important changes in fortunes
than those caused by dishonest boards or accounting shenanigans. Such changes gem
from the very stuff of capitalism, undramatic events that unfold over many years: word
processors repladng secretaries, industrial robots replacing assembly-li ne workers, and
online-learning sites replacing professors. [ ...]
Although new technology can mean that jobs are replaced by machines, it has often cre-
ated as much employment as it destroyed, albeit of a different type. Now, though, with the
pace of techndogical progressincreasing, thereis a high degree of uncertainty whether
lost jobs wil | ever be replaced with ahers that are as remunerative. A possible dearth of
goad (‘ﬁlreer alternatives for many people could generate great inequality in coming dec-
ades.”
Y et, paradoxically, Shiller is optimistic: the same technology that is creaing inequality
could also reduceit. Thistednology needs to be cupled with the science of risk man-
agement, which combines elements of finance and insurance to help deal with the pos-
sibility of adverse events, in much the same way as bankers and financiers minimise the
risks of doing business by using currency hedging and interest-rate swaps.
Shiller outlines avision of what he alls “maaomarkets’;

“ In the future these same general risk-management techniques could be applied to every
individual worker, as information becomes more available, as automation reduces the
costs of tailoring risk-management contracts to individual needs, and as new techndogy is
devel oped to deliver such services widely.

Therequisite financial toals that will allow broad populations to insure against adverse
economic events are already being developed. The most basic principle of finance and in-
suranceis that spreading risks over large numbers of people can reduce their impact. The
challenge today is to discover how to make this principle work for the greatest econamic
risks that most people face.

The sameinformation techndogy that helps big businesses manage risksis providing
greater detailed information about individual econamic risks, all owing us to form thou-
sands and thousands of indices of incomes and prices. We are devel oping huge databases
of information about individual incomes, and their correlation with ather econamic vari-
ables. These databases are increasingly accurate and up-to-date, so that they can provide
the bases for settlement of risk-management contracts.

For most individuals, the biggest risks are their pay packets or the price of their homes. It
is reasonable to suppose that, in coming years, our personal financial-services oftware,
with the assstance of professional organisations or trade unions and pension funds, will
allow people to make essential contracts to reduce incomerisk. Individuals may be able to
create financial swaps of average incomes in their region (as measured by aregional in-
come index), thereby reducing risk. It will also be posdbleto create home-equity insur-
ance contracts that protect them against a decline in the market value of their homes.

It will also be possbleto create for individuals contracts that provide incentives for them
to advance their own individual careers. These would be analogous to the kind of con-
tracts that venture-capital firms draw up for the management of young companies. Anin-
dividual may then go forth and develop a highly risky personal career, acquiring spedal-
ised skills that also have a small probability of being extremely important but carry as
well arisk of becoming useless Such individual contracts could be a breathtakingly im-
portant stimulus for our econamy, if they free people from career risks and allow them to
be more adventurous in all aspects of their careers. We may then exped to see an explo-
sion o individual creativity and diversity.
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The sameinformation techndogy should also allow the aeation of large international
markets for a mmplex array of aggregated risks that today are not traded at all. In the not-
too-distant future, we can have what will in effed be online auctions for occupational -
income indices, for grossdomestic product and for swaps between the GDPs of diff erent
nations. These [macromarkets] can be used by insurers and aher retailers of individual
risk-management servicesto lay off the risks that they incur by helping individuals with
their risks.”*?

First maaomarket experiences

In October 2002 Goldman Sadhs and Deutsche Bank creaed a new eledronic market
for economic indices that represent substantial economic risks, such as nonfarm payroll
(ameasure of job availability) and retail sales. Based on Shiller’ s ideas, this new market
was made possible by a sophisticaed trading technology, developed by Longitude, a
New York company providing software for financial markets, cdled the Parimutuel
Digital Call Auction. It is*“digital” in the sense of a digital option: i.e., it pays out only
if an underlying index liesin anarrow, discrete range. In effed, Longitude has creaed a
horse race where eab “horse” wins if and only if the specified index falls in a spedfied
range. By creaing horses for every possible range of the index, and allowing people to
bet on any number of runners, the mmpany has produced aliquid integrated electronic
market for awide aray of options on ecnomic indices.

Guaranteed econamic markets or social E-Bay

The notion of ‘guarantead electronic markets (GEMs) was developed by an UK jour-
nalist, Wigham Rowan, working for athink-tank close the New Labour, Demos, in
1997 The mncept is lesswell defined that Shiller's macomarkets. It entail s establish-
ing a central computer servicethat runs many thousands of open eledronic markets.
These ae neither order-taking systems nor crude buyer—seller matching services, but in-
stantly reliable marketplaces in which anyone an buy and anyone can sell with confi-
dence. These markets will bring pue eledronic trade both to deals in which enormous
sums change hands and to those in which low level transadions as diverse & hire of
vaauum cleaners around a housing estate, consumer money lending and sale of surplus
industrial polymers between small manufadurers. Every problem that could blight
Internet-style matching services will have been resolved for users of these markets.
Neutrality of operation isassured and so is privacy. Each transadion is detailed in an
authoritative, individualised contract: payment colledion is then automatic. In addition,
these markets are both informed and incentivised: they help users locae trading oppor-
tunities and offer inducements to trade responsibly.

Guaranteed eledronic markets would be eaily accessible. The tednology would be
non-proprietary, with markets available via the Internet or through interadive television
to anyone who has proved their identity and establi shed a means of payment. The sys-
tem’s own money deposit fadlities are one possibility for this, allowing a link to users
bank acounts is another.

Although tedhnically sophisticated, the key sourceof value alded by GEMs for usersis
verification. Any counterparty offered to a buyer or seller by a GEM is safe because if
they did not meet the automatically enforced requirements of that market sedor they
would not be displayed. Achieving this saurity across ® many diverse markets will re-
quire the companies operating GEMs to go beyond simply writing code to liaise with
organisations which would set the framework for ead sedor.
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Given the wide scope of GEMs, they can be best seen as a social version of E-bay. So
far, GEMs remain a conceptual construct.

Political futures

Derivatives markets have been designed to ded with uncertainty and risk of the future.
What is more uncertain than politics? It is therefore not surprising that some acaemics
sought to apply the tools of derivative trade to the political realm. So far, such applica
tions were mainly experimental. This, however, did not prevent them from becoming
highly controversial.

|owa Electronic Markets

Probably the best known and longest-running projed in this areais the lowa Eledronic
Markets (IEM), set upin 1988 ly Robert Forsythe & the University of lowa Henry B.
Tippie College of Business. These markets are small-scale, real-money futures markets
where contrad payoffs depend on economic and political events sich as elections.

One of the marketsthe lowa exchange offered was in vote shares. what fradion of the
vote went to the Democratic or Repuldican candidate? It is particularly easy to assess
the outcome of such a market and to compare it with alternative forecasts, like public
opinion polls.

The lowa Eledronic Markets began trading real-money futures contracts on the out-
comes of political eledions and have since alded ather topics, most notably futures on
the Federal Reserve's interest rate dedsions. In a study pullished threeyeas ago,
Forsythe and his colleagues found that over 12 years—a period covering 41eledionsin
13 countries—the lowa Electronic Markets consistently outperformed opinion pollsin
forecasting election outcomes, **

Policy Analysis Market and“ Terror futures’: Unfortunate Pentagon experience

In July 2003 Pentagon's Terrorism Information AwarenessOffice proposed online fu-
tures trading market in which anonymous eaulators would bet on forecasting terrorist
attadks, assassinations and coups. Following public outcry and vocal objections raised
by politicians and opinion makers in the media, the “terror futures market” projed was
sguashed in two days after the aanouncement.

Y et, many serious observers, including respeded Berkeley economist and New York
Times columnist, Hal Varian, regretted the bad publicity and untimely demise of the
projed, which they deemed worthwhile. *> “Terror futures market” was part of athe
Policy Analysis Market (PAM) an experimental futures exchange developed by the
United States Defense Advanced Reseach Projeds Agency, with the cooperation of
Net Exchange, a San Diego reseach firm specializing in the development of online
markets and besed on ideas of George Mason University ecnomist, Robin Hanson.
PAM wasto be "a market in the future of the Middle East", and would have allowed
trading of futures contrads based on possible political developments in several Middle
Eastern countries. The theory behind such a market is that the monetary value of a fu-
tures contrad would be refledive of the probabil ity of the event it istied to occurring,
as market actorsrationally bid a cntract either up or down based on reliable informa-
tion. One of the models for the PAM was the lowa Eledronic Markets.

The variables that were a the are of the PAM design were indexes of political, eco-
nomic and military adivity. The most useful potential market would have been a market
for futuresin a"politicd instability index," a weighted average of various political indi-
caors, like the number of mass demonstrations, unemployment levels, arrests and asss-
sination attempts.
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In hIS review of the PAM experience, Varian concluded:
‘ Given the puldic outcry, it seems clear that there will not be a pullic market in assassina-
tion futures anytime soon. But there is no reason not to have a futures market in palitical,
social and economic indicators, which is what the Pentagon's projed was actually about.
We desperately need better ways to forecast political instabili ty, and the Policy Analysis
Market had significant promise. It's sad to see poor public relations torpedo a potentially
important tool for intelli gence analysis.” *°

Entertainment trading: |mportance of the “ futil €”

The exploration of how far the derivatives trading technologies and approach would al-
low stretching the read of financial markets ould not be limited to the “useful” do-
mains of economic, social and political policies. Asamatter of fad, the opposite side
of the spedrum, the “futile” domain of entertainment offers as large if not abigger po-
tential (and more cetain prospeds of financial succesg. The dcallenge here is different:
the gplicability of market principles to entertainment is not an issue. It adually has
been a well-established and widespread pradice What is gort betting if not a forward
market, settled in cash? The key question here isthat of regulatory acceptability. It is
interesting to note that whil e financial markets are deemed by many to be ehically sus-
picious to be used as tools of social redress, financial market regulators appea to hold
similar views toward entertainment trading, deemed gambling and therefore frowned
upon by those in charge of investors well-being. Thus, the Financial Services Authority
(FSA), the London market regulator alows entities it overseesto offer financial spread-
betting but not the sport-betting, although the former is entirely based on the latter.

One may wonder whether this is not another case of the regulatorslag. In pradice, con-
vergencealrealy set in and boundaries are being Hurred. Not only financial operators
are borrowing from the sport betting but sport betting operators are using advanced trad-
ing technology (real time prices and margining for instance) to enlarge their product of-
fering and customer read. Online betting is one of the fastest-growing, if not well-
known,” segments of B2C e-commerce ad companies sich as betfair.com are true
Internet success sories.

Sports
So far, sports betting was entirely based on the outcome of games. It is probably only a
matter of time before products are launched on sports personalities. For financial inter-
mediaries and investors, Zidane or Bedkham futures are probably a simpler and better
ideathan Bowie bonds, which entailed complex securitization processand had limited
liquidity.

Hollywood Stock Exchange
In any case, derivatives have already met Hollywood. The Hollywood Stock Ex-
change® was founded in 1996in Century City, California, to offer trades on celebrities,
movies and music. Those trades are made with a arrency cdled the Hollywood Dol-
lar®. HSX aso syndicates the data wllected from the Exchange & market research to
entertainment, consumer product and financial institutions and as original programming
to radio, television and print media. HSX attracted venture and corporate funding and in

" Inits May 15, 2004 issle, the Economist surveys e-commerceand its different aspeds. Thissurvey, as
many others, resembles 15" century maps, with wide blank patches of unexplored areas. Not surprisingly,
arguably the largest and most profitable of the B2C segments, pornography, is mentioned only in passng.
Nevertheless a spedal sedion is dedicated to entertainment. However, this sdion omits any discusgon
of online gambling and sport betting.
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2001 was acquired by Cantor Index Holdings, L.P. and an affiliate of Cantor Index Lim-
ited, a leading online financial spread trading firm, owned by the leading money broker

Cantor Fitzgerald. Hollywood Stock Exchange has a good track record in picking Oscar
nominees.

3. NEW INSTRUMENTS. NEED FOR A DYNAMIC APPROACH

3.1. Stable segmentation: an impossible task

This overview is far from exhaustive or even systematic, as new instruments and pro-
jects emerge all the time: the ability to innovate is apparently outpacing our capacity to
track it. It demonstrates however the vitality and dynamism of financial market innova-
tions. It isimportant to understand its underlying dynamics. Not so much to predict
which instruments are likely to be most successful, a hazardous task if past experience
is any guide, but to explore their implications for competitive environment of exchanges
and for public policy.

Segmentation of new instruments is a regulatory necessity, in order to allow their accep-
tance or refusal to list and to trade.
Generally speaking, one finds three broad segmentation criteria:

Primary function of the instrument:

* Risk reduction and transfer
* Transaction cost reduction
*  Exposure capture

Interest rate futures or currency options are typical examples of instruments designed
for the first function. Index derivatives embody the third function. ETFs and CFDs are
intended to reduce transaction costs. However, it is clear that these functions are not
only not mutually exclusive but highly complementary: successful new instruments of-
fer a combination of three functions.

Customer segmentation

* Financial institutions
e Final investors (institutional or retail)
* Businesses

From the operational viewpoint, thisis probably the most pertinent and clear distinction.
Products offered to final investors need to have different risk profile and settlement
characteristics than those offered to financial institutions and businesses. Futures have
been traditionally a wholesale product, with a high degree of risk and physical delivery
imperative. Options on the other hand, while potentially very risky, by their very nature
appear well-suited to investor segments.

However, as markets develop, mapping between instrument categories and customer
segments becomes more complex. Thus, futures can now be settled in cash and single
market futures have been designed for retail investors.
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Trading venue

Exchange-traded instruments vs. OT C-traded instruments

At one level, this criterion reflects a distinction between standardised, exchange-traded,
products and customized products, traded over the wunter. This distinction is not purely
operational. For many analysts, it adually entail s a value judgment. The bulk of criti-
cism of derivatives, describing them for instance as “ Apocalypse roulette” and a “lethal
universe,”!” aims at OTC instruments. Itsimplication is that derivatives exchanges are
heaven, while OTC derivatives are hell and thus the only way to salvation isfor OTC
derivatives to migrate to regulated markets. In reality, things are mnsiderably more nu-
anced. Trading venues are highly complementary and are becoming more integrated
every day. Thus, many OTC instruments are now cleared through regulated entities. For
instance, London Cleaing House, which offers clearing services to Euronext market-
places, launched in 2001, afacility, SwapClea, to ad as central counterparty for whole-
sale interest swaps. By the end of 2003 the notional value of registered traded stood
$26.5 trillion.

At the same time, exchanges provide their customerstrading platform for OTC trades.
Thisis particularly the case of energy trading markets, where both | CE and Nord Pool,
offer such afacility.

Nor are OTC instruments confined to wholesale segments as shown above by the devel-
opment of CFDs and financial spread-betting in the UK retail market.

Segmentation criteria lines are meant to be broken and burred. Derivatives market have
developed most succesqully at their intersedion

3.2. Development logics: commoditisation, intermediation, dematerialisation

A more fruitful approadc isto look at broader logics that have been driving the devel-
opment of derivatives and their interadion:

The most apparent logic is one of commoditisation. Itstwo main drivers are standardiza
tion and liquidity: the key to successof any instrument is its gandardization, which
makes its intelligible and acessible and therefore aedaesthe neaessry conditions for
liquidity.

A closely related isthe logic of intermediation, refleding various components of moti-
vation of financial intermediaries. The most often mentioned motivation isrisk protec-
tion. However, intermediaries are also interested in expanding their offerings, in order
to escgpe the logic of commoditisation and resulting presaures on profitability. Deriva-
tives methodology offers them a pricelesspossibility of unbundling:

- Separating different risks: interest rates, currency, credit

- Separating benefits of eanomic participation from adual ownership
Intermediation logic helps to explain the rapid paceof innovation and the interplay be-
tween OTC and exchange-based instruments.

The third logic isthat of dematerialisation. The explosive development of derivatives
could not have occurred without their extensive dematerialization. It not only con-
cerned their trading (via electronic platforms) and settlement (through book entry and
cash delivery) but, importantly the very nature of instruments. Dematerialisation al-
lowed unbundling of their underlying components and led to their greder abstraction
and to a greaer focus on pure notions and explicit pricing of information, uncertainty
and risk.
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TABLE4

GROWING ABSTRACTION OF MARKET INSTRUMENTS

Physical commod- |—>| Hedging contract

V |

Financial instrument ——>| Financial derivative

i 1 \1 Derivative derivative

Financial portfolio Synthetic instrument

Source GEF

Logic of dematerialisation explains an apparently startling inversion of the respedive
role of derivative and underlying cash instruments. Conventional wisdom isto use de-
rivatives as convenient representation of the underlying. Derivatives methodology ap-
proacdhes cash instruments as bundles of derivatives. It throws a new light on their prop-
erties and helpsto explain the aitical role of derivative marketsin price formation and
discovery.

From liquidity to tradeability

Aswe move forward, we can exped that the logic of dematerialisation and intermedia-
tion will progressively beame more important than the logic of commoditisation. This
would transform the role of liquidity as a decisive success fador for new instruments.
For abstract and highly customized instruments, liquidity, in the sense of large trading
volume, may be hard to achieve. On the other hand, such instruments need to be trad-
able, which means intelligible pricing, cos-effedive trading and seaure settlement. All
liquid instruments are tradable, however not all tradable instruments are liquid.

4. IMPLICATIONSFOR COMPETITIVE STRUCTURE OF EXCHANGES

4.1. International differences
Between EU and US markets

Financial derivatives instruments are often seen as a pure American product and their
development as a vivid example of what Steinherr call s “the Americanisation of Global
Finance” It istruethat financial derivatives were largely born in the US as did the un-
derlying financial theory. On the other hand, Europe can boast an historical tradition of
derivatives going back to 17" century. Furthermore, although they have not always been
most innovative in their product launch, European exchanges have demonstrated their
ability to develop eledronic trading platforms and to leverage this ability into a global
market leadership.

At present, European exchanges are well-placal in the cmpetitive racewith their exist-
ing US counterparts, whether in New York in Chicago. However, it is not sure that the
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biggest competitive threas will come from there or from aggressve newcomers sich as
ICE or | SE, which focus on derivatives.

Between EU markets

At present, the duel between Euronext-Liffe and DG Eurex complexesis sen the royal
battle for the European derivatives market crown, with other marketplaces relegated to
niche playing. Y et, this may be asomewhat simpli stic view. Although the London
Stock Exchange is handicgpped by its derivatives weakness and ladk of clea strategic
diredion, London as a derivatives marketplace is flourishing. It isthe center of OTC de-
rivatives adivities both in wholesale (swaps and credit derivatives) and retail segments
(CFDsand financial spreal betting). Furthermore, it isin London that critical massof
derivatives praditioners, product designers, traders and specialised brokers, back-office
specialists, can be found. Regardless of the institutional battles outcome, London is
likely to preserve its dominance & leading European derivatives center.

4.2. Consolidation or proliferation of exchanges?

Looking through the derivatives glassoffers a new perspedive on the question of con-
solidation of European exchanges. It introduces a dynamic dimension. The aitical ques-
tion is no longer: Who will control the trading of European blue dhip equities or leading
market indexes but: Who will grab the lions' share of new products and instruments and
asociated products and services? In other words, does the emergence of new products
creae opportunities for new entrants and if yes, where such entrants are likely to come
from?

Lessons of B2B ‘boam and bwt’: no placefor amateurs

One may argue that the derivatives do not fundamentally improve newcomers' chances

of success

- One of the clea lesons of the B2B e-markets boom and bust between 1999and
2001isthat thisis not an areafor amateurs no matter how entrepreneurial and well-
heeled they may be. In thisdomain, the Silicon Valley garage model is not applica-
ble.

- Onereason for it isthat neither users nor regulators of financial markets are willing
to underwrite the aedit and reputational risks creaed by such newcomers.

- Arelated reason is the need for in depth expertise not only in trading but also in
cleaing and settlement. And, on this score, existing exchanges have astrong advan-
tage

- Another and probably more fundamental reason is the remarkable abil ity of incum-
bents to integrate innovation. Clayton Christensen’s model of disruptive innovation
appeas lesspertinent in financial sedorsthan in others. Financial institutions,
whether retail banks, investment banks or exchanges, demonstrated time and again
their cgpacity to internalize entrepreneurship and innovation and to turn those to
their advantage.'®

Therole of users

Y et, the barriers to entry for entrepreneurs do not imply that no newcomer stands a
chanceto succeel. Thiswas certainly not the cae during the first wave of the financial
derivatives development, where newcomers sich as OM or previously peripheral play-
ers such as CME established strong and durable market positions.
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In the emerging landscape, energy and environment represent critical marketplaces
where battle between newcomers and incumbents will be fought. As discussed above, in
those markets, involvement of users, large utilities and/or transmission service operators
is absolutely critical. Those users are sophisticated and resource-rich. Furthermore, for
them energy and environment trading constitute a core business. The only question isto
what extent they will put their eggs in co-operative baskets and to what extent they will
pursue proprietary or clubby solutions?

4.3. Internal outlook and posture of securities exchanges

Securities exchanges in general and the European exchanges in particular have under-
gone fundamental changes in all aspects of their business in arelatively short timespan.
From clubby non-profit co-operatives they have become aggressive profit-driven public
companies. Some of them emphasise their technological prowess, other their market
depth and diversity.

Y et, their transformation is far from over. Constantly changing mix of offerings and
products is bound to have a deep impact on their outlook and posture. Exchanges will
have to learn how to manage product lifecycle: incubating new products, timing their
roll-out and, if necessary, precipitating their withdrawal. They will have to become
more adept at cusomisation and personalization of their products as boundaries be-
tween OTC and exchange-traded products will continue to blur. At present, they see
other securities exchanges as competitors. They also are beginning to compete with
their erstwhile owners and present major customers, large financial institutions. As e-
commerce progresses, they will need to confront challenges from businesses such as e-
Bay, which already became a large B2B market (for used industrial equipment for in-
stance).

5. PUBLICPOLICY ISSUES

5.1. Contentiousness

One thing should be clear from this overview: the derivatives are unlikely to wither
away. If anything their visibility and importance in the public policy debate is likely to
increase, particularly if financial derivatives are to be used as support of social and envi-
ronmental policies. Such use will not eliminate the controversy about potential risks of
derivatives. For one thing, the controversy is almost theological in nature, with protago-
nists basing their arguments as much on their deeply held convictions as on objective
and empirical analysis. For another, while the derivatives may mitigate the problem they
are meant to address they may not eliminate it completely.

In any case, the actual impact of derivativesis difficult to assess, given the difficulty of
establishing appropriate comparison benchmarks. Do the derivatives contribute to a
more frequent occurrence of financial crises or to do they increase the resilience of fi-
nancial systems. In their absence, would the crises be less frequent or more disruptive?
There are no definite answersto these questions. Yet, it is likely that the use of deriva-
tives as a price discovery mechanism for a broad range of topics may contribute to a
greater price volatility. To the extent that the ascendance of markets is not well under-
stood and widely seen as a dictatorship of blind economic forces, it can generate a
strong social backlash.
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In the cae of social derivatives, their widespread use is likely to raise the speder of
‘moral hazad': the existence of income insurance programs may induce redless behav-
iour, work avoidance and excessive spending. Shiller addresses the moral hazard issue
diredly but it is not certain that he has fully convinced the skeptics.

One possible solution to the growing contentiousnesscould be the aedion of contro-
versy futures markets. Such markets would allow a closer monitoring and maybe even
an economic valuation of shiftsin opinions and judgments. They would crystallize
Keynes' ideaof the “beauty context”: it is not enough to judge an ideaon its merits,
one has to take into consideration what opinions and views of other judges.*® Deriva-
tives technologies offer a structured approacd to the aygregation of conflicting views
and opinions.

5.2. Regulation
Regulators will need to adopt a greater flexibility in their definition and acceptance of
derivatives. Can the mutual recognition principle, today applied acossgeographical
boundaries in the EU, be extended aaoss £dors? For instance, can a cmpany author-
ised to offer sporting bets automatically be licensed for financial spread-betting and
vice-versa, can afinancial spread-betting supplier offer sport betting to his customers.
Regulators are dready showing flexibility in their treament of customized derivatives.
The proposed Multilateral Trading Facility, to be aithorized as part of the new EU In-
vestment Services Diredives, can be seen as regulatory response to standardiza-
tior/personalization dilemma.?
Y et at the same time, regulators have to remain vigilant to ensure the level-playing field.
Will energy exchanges, controlled by utilities or TSOs be subjeded to similar regula-
tory regime & financial exchanges? What should be the treatment of private exchanges
and eledronic auction platforms? Should it be uniform or differentiated in function of
size and market power of the exchange?
Asthe derivatives become more important in revealing price discovery aaossnew
socio-ecnomic aess, regulators will need to ensure the integrity of the process ® asto
avoid price manipulation. This is going to an even more hallenging task than for main-
stream securities, due to the key role of users in capacity markets and the growing ab-
straction of derivatives instruments. Statistical indicators sich as the unemployment rate
or the budget deficit are already highly controversial. Will their use & a basis for socio-
eonomic derivatives made them less or more reliable?
Finally, should the derivatives be used to reducethe burden of regulatory oversight and
increase regulatory efficiency? All market participants complain about increasing costs
of regulation yet we sorely lack mechanismsto cdibrate and allocae these wsts. If we
were to consider regulatory licenses as put options granted by regulatorsto underlying
entities could we value such options? I s regulatory derivatives market a blue-sky ideaor
a aoncept worth further exploration?
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