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Financial markets in context
The financial system 
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Financial markets in context: International financial sector 
architecture for global collaborative solutions
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In 2019/20 the IMF and World Bank  
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Financial markets in context: the Committee on Payments and 
Market Infrastructure’s principles for financial market infrastructures

• FMIs should have governance measures in place that promote the safety 
and soundness of the FMI and support the safety of the financial system

• FMIs should have sound risk management frameworks for the 
comprehensive management of risks including legal, credit, liquidity, 
operational and other risks

• FMIs should identify, monitor, and manage their business risk and hold 
sufficient liquid net assets funded by equity to cover potential business 
losses so they can 

 continue operations and services as a going concern if the losses materialise 
or 

 ensure a recovery or orderly wind-down of critical operations and services

• FMIs should have robust and comprehensive recovery or orderly wind-
down plans 

7



Financial markets in context: the Committee on Payments and 
Market Infrastructure’s principles for financial market infrastructures 

• As key elements of a CCP’s overall risk-management framework, it should 
have 

 An effective risk-based margin system that is regularly reviewed

 An effective stress-testing framework that is regularly reviewed

• The board of a CCP has ultimate responsibility to ensure that the CCP’s 
margin system and stress-testing framework are designed to 

 Set and to maintain on an ongoing basis the required level of financial 
resources

 Determine the amount of a CCP’s own financial resources and the 
characteristics of those resources to absorb certain losses 
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Financial markets in context: regulation by self-regulatory 
organisations (SROs)

• Many financial markets are regulated by several FMIs (exchanges, CSDs) 
that are SROs

• Essentially SROs have a dual mandate 

 Regulatory (licensing, rules, enforcement of rules, surveillance) 

 Member/customer (products and services, fees, commissions)

• This dual mandate has inherent conflicts of interest   

• The existence of several FMI-SROs

 Good for competition with better pricing and product and service offerings

 Less good for price discovery 

 Intensifies and may result in the exploiting of conflicts of interest

• SRO regulatory model is under review 

 Remove SROs’ regulatory mandate

 Restrict SROs’ regulatory mandate to non-core regulatory activities
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The rise of central counterparties  - governing central counterparties 

• CCPs are described as the only hero's of the financial market crisis 
because of their 

 Resilience during the crisis, continuing to clear contracts even when bilateral 
(OTC) markets dried up

 Managing down Lehman’s positions without losses to members

• In recognition of the risk management benefits offered by CCPs G20 
leaders agreed in 2009 that standardised OTC derivative transactions 
should be centrally cleared 

• Almost two thirds of over-the-counter (OTC) interest rate derivative 
contracts are now cleared via CCPs – up from around one fifth in 2009. 
Central clearing in other OTC product markets such as credit derivatives 
has also grown

• But as clearing of OTC derivatives has grown, it has become increasingly 
concentrated in a few CCPs

• As a result increased regulatory attention is being paid to CCPs’ risk 
management
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The rise of central counterparties  - governing central counterparties
Global standards for the resilience of CCPs have strengthened 

• CCPs use a default waterfall — a sequence of financial resources — to 
cover exposure to financial obligations in case of counterparty default 

• All counterparties post an initial margin as a guarantee of performance

• Daily or more frequent marking-to-market to determine gains and losses. 
Losses must be covered by additional (or variation) margin

• If a counterparty fails to meet a margin call its positions are closed out, 
with the pool of already-provided margin deposits applied to its losses

• If the amount held is insufficient, the CCP covers losses from three 
possible sources, in a prescribed order: 

 CCPs own capital

 Default fund (contributions from non-defaulting members)

 Additional funds injected by clearing members 
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The rise of central counterparties  - governing central counterparties 
The bankruptcy of Lehman Brothers 

• When Lehman Brothers sought Chapter 11 bankruptcy protection from 
its creditors in the United States on 15 September 2008, trillions worth of 
transactions conducted across the world by and through the bank and its 
subsidiaries were in jeopardy, and assets worth billions were out of the 
immediate reach of creditors and would remain so for many years

• However, the trades conducted on securities exchanges escaped the 
worst of the Lehman disaster because they were cleared by CCPs.

• Within days of the Lehman bankruptcy most outstanding open positions 
relating to Lehman trades were hedged to prevent further losses to 
creditors, and by late October 2008 CCPs in leading financial markets 
reported that they had managed down the biggest default in financial 
history at no cost to members 

• Chris Tupker, Group Chairperson of LCH.Clearnet “At the moment Lehman 
sought Chapter 11 protection, every exchange in London was clearing 
through us. No other CCP had the variety and size of positions on its 
books that we did. I shudder to think what might have happened to the 
marketplace if we had failed.”
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The rise of central counterparties  - governing central counterparties 
The bankruptcy of Lehman Brothers 

• It was different for OTC transactions - when Lehman Brothers filed for 
bankruptcy in 2008 the volume of credit default swap and other OTC 
derivatives trades impacted by its default were unknown

• Since the OTC derivatives markets had no reporting requirements and 
hence no post-trade transparency, it was virtually impossible to gain a 
realistic view on risk positions. The lack of transparency misled regulators 
and market participants about the risks and risk concentrations 

• This lack of information hampered the ability of regulators to intervene 
and caused uncertainties that eroded market confidence

• It is estimated that Lehman Brothers had over 22 000 counterparties and 
held 134 000 active OTC derivatives contracts 

• Counterparties were impacted in a chain reaction of negative spillover 
effects 
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The rise of central counterparties  - governing central counterparties 
The default of Einar Aas, a single Norwegian trader

• In 2018 (ten years after the collapse of Lehman Brothers) a private trader 
and one of Norway’s richest men suffered a €114 million (USD132.6 
million) loss on energy-futures traded on Nasdaq

• When Nasdaq made a margin call that Aas failed to pay in full, he was put 
into  default

• Nasdaq sought to manage the default by selling the position - an auction 
was held and the winning bid resulted in a loss of €114 million in excess 
of the collateral Aas had provided (It is unusual for a CCP to exhaust a 
defaulter’s collateral) 

• The rest of Nasdaq’s default waterfall started with capital of €7 million, 
after which it tapped a €166 million fund made up of contributions from 
the non-defaulting members - the default took two-thirds of Nasdaq’s 
mutual default fund, 

• Members of the clearing house must now make substantial cash 
contributions to rebuild that cushion

• Given derivative-market and counterparty credit risk of USD13 trillion, 
the losses were relatively small and the risk was contained
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The rise of central counterparties  - governing central counterparties 
What does the future hold?

• Central clearing is a highly concentrated business, in terms of both 
providers (CCPs) and users/members (which are, primarily, systemically 
important banks)

• While central clearing has reduced risk in the financial system overall, 
banks and CCPs could interact in ways that may lead to a destabilising 
feedback loop, amplifying stress

• Global standards are set to increase to secure systemic stability and 
further improve transparency and regulatory oversight – unsurprisingly 
the latest standard-setting bodies’ papers deal with CCPs’ default 
management auctions
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The regulation of FMIs in South Africa
What does the future hold?

• In South Africa, reviews are underway of
 The Financial Markets Act

 The National Payment System Act

• Why review the Financial Markets Act
 The Act does not regulate all financial markets e.g., OTC

 The Act focusses mainly on market infrastructures 

 The market abuse provisions in the Act apply only to regulated markets

 In general the Act is exclusive with complex definitions e.g., exchanges rather 
than trading venues

 The Act places substantial reliance on SROs to regulate market activity

 The Act provides no framework for regulating for systemic stability (except for 
central counterparties in 2018 regulations)

• Why review the National Payment System Act 
 Ensure SA is aligned with international standards – the PFMIs

 Make provision for emerging payment methods, technologies, services, 
functionalities, providers and systems

 Review SRO model
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Governance failures that have undermined investors’ belief  in South 
African equities 

• JSE’s credibility as a regulator and South Africa as an investment destination 
undermined

 Steinhoff: accounting fraud  

 EOH under pressure due to governance concerns revealed by forensic 
investigation by ENSafrica, 

 Tongaat Hullett announced that its 2018 financial would have to be restated and 
could amount to as much as R4.5 billion 

 Group 5 entered business rescue and share suspended from trading  

 Omnia under a massive debt burden, will restructure balance sheet and sell new 
shares   

 Aspen reaches a resolution of GBP8million with UK Competition and Markets 
Authority 

 Mediclinic takeover of Matlosana Medical Heath Services blocked by 
Competition Tribunal, accused of high charges and abuse of market power

 Tiger Brands will defend the class action by those affected by listeriosis outbreak 

• Few scandals as a % of total listed companies. Does this indicate that for the 
most part firms are well governed and managed? 17



Governance failures that have undermined investors’ belief  in South 
African bonds

• Concerns about bond market regulation following corporate governance 
failings of state-owned entities 

• Financial Markets Review end-2018 recommended regulators investigate 
and improve the characteristics and structure of the South African 
corporate primary and secondary bond markets, including listing 
requirements, liquidity, transparency, participants and use of trading 
technology and venues

• Late 2018 The JSE published draft debt listing requirements to improve 
bond market listing bring debt listing requirements in line with those for 
equity listings 

 Create more transparency 

 Improve disclosure of directors and regulation of debt issuers 

 Improve governance of issuers

 Introduced an investor representative appointed by bond issuer to look 
after the interests of investors
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And other financial markets?
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High frequency trading

• High Frequency trading is a form of automated trading that has:

 algorithms for decision making, order initiation, generation, routing, or 
execution for each individual transaction without human direction 

 low-latency technology that is designed to minimize response times, 
including proximity and co-location services; 

 high speed connections to markets for order entry; and 

 high message rates (orders, quotes or cancellations)

• Arguments for (disputed):

 Provides liquidity to the markets 

 Improves consistency of pricing across markets

• Arguments against (disputed)

 Causes non-HFT market participants to withdraw from the markets

 Contributes to the transmission of shocks across markets 

20



High frequency trading

• Liquidity is necessary for exchanges to survive

• Internationally high frequency traders are the new liquidity providers and 
they send their order flow to trading venues that offer the most extensive 
trading facilities and concessions (proprietary data feeds, special order 
types)

• This encourages exchanges and other trading venues to give up 
investment in governance to meet the needs of and trading preferences 
of high-powered liquidity providers

• However high frequency traders have proved to be fair-weather liquidity 
providers. As put by Andrew Haldane of the Bank of England, they “add 
liquidity during a monsoon and absorb … it during a drought”

• Systematic empirical evidence is plentiful in flash crashes that occur daily. 
About 18 500 mini flash crashes occurred in US stock exchanges over a 
five-year period starting in 2006
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High frequency trading
Flash crashes

• Flash crash 6 May 2010

 Temporarily erased USD862billion in the value of about 8000 US shares and 
ETFs

 Recalibrated market-wide circuit breakers to pause trading if substantial 
swings (10%) over short period of time (preceding 5 minutes) 

• Knight Capital 1 August 2012

 Algorithmic trading system executed erroneous orders in 148 shares listed 
on the NYSE pushing prices sharply higher and lower

 Circuit breakers introduced after May 2010 did not kick in as they start 
operating 15 minutes into the trading day

 Amassed a USD7billion position, offloaded at a loss of about USD440 million  

• Foreign exchange markets

 Frankenshock or Flash Crash Swiss Franc  on 15 January 2015

 Flash Crash of the British Pound on 6 October 2016 (fell 6% in 2 minutes)

 Flash Crash of Japanese Yen on 2 January 2019 (fell 4% in a few minutes)
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High frequency trading
What is the view of regulators?

• In South Africa in May 2014 the JSE launched its co-location centre to 
allow faster access and reduce latency
 The JSE expects this to have ‘a significant impact on trading volumes by 

attracting a greater share of high frequency trading’ (conflict of interest?)

 High frequency trading is not viewed as a major risk because
₋ At the time JSE had a single execution venue, unlike the US which has multiple 

exchanges

₋ Circuit breakers are in place for big changes in volatility, which may not be 
sufficient in a multiple exchange environment

• Senior Supervisors Group (UK, US, EU, France, Italy, Spain, Germany, 
Japan, Netherlands…)
 Questions whether the risks associated with HFT have outpaced control 

improvements

 Systemic risk may be amplified – an error in a small firm may cascade 
through markets impacting central counterparties and clearing members

• Regulators will need to consider mitigating risk with market-making 
guidelines, “global” circuit-breakers and minimum resting periods for 
trades (i.e., speed limits on trading)

23



Dark pools

• Dark-pool trading mechanisms allow participants to execute trades 
without exposing their trading interest to the market

• Dark pools are useful for traders who want to deal in large volumes of 
shares or other assets without showing their intention to the rest of the 
market and possibly moving the market against them

• Dark trading is a growing trend in equity markets around the world

 In the US the volume of dark trading has tripled in less than a decade to 
about 37% of all trading in 2017

 In Europe dark trading amounts to about 10% of total trading

 In Australia about 27% of all equity trading is dark

• Dark pools trading venues are provided by broker-dealers as well as 
exchanges
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Dark pools
Governance challenges

• Broker-dealers face conflicts of interest

 Must ensure that clients receive the best prices as well as speedy and low-
cost executions and comply with good governance principles such as 

₋ Adequate safeguards to protect confidential client trading information 

₋ Oversight to ensure the safeguards are followed

₋ Regulatory reporting on material changes to operation of dark pools

 Economic considerations in addition to fees it charges clients 

₋ Additional revenues from its own proprietary trading desks having access to the 
dark pool to transact against client order flow

₋ Additional profitability and liquidity by attracting external high frequency 
liquidity providers

• For example 

 Broker-dealers may be tempted to send all client orders to their own dark 
pool even though they may receive better execution elsewhere

 Or a dark pool operator may be tempted to use confidential client trading 
information to trade ahead of clients 
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Dark pools
Dark by design

• Total gains from cheating are large and therefore rational 

 Quick detection by regulators is unlikely

 Potential reputational damage and monetary penalties are minor

• Dark by design 

 Dark pools are not transparent about the process of order matching, order 
types, routing methodology, order fill characteristics and fees

 Difficult to monitor dark trading and assess its impact on overall market 
quality or establish clear proof of deliberate and systematic fraud

• Settlement with regulator is likely in the event of an enforcement action 
and penalties are likely to be relatively minor. Reputation risk is mitigated 
by not admitting wrongdoing
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Dark pools
Enforcement actions by SEC

27

Dark 
pool

Period Outcome
Penalty
USD million

Violations

Deutsche 
Bank

2012-
2014

Charges settled 
admitted 
violations

18.5

Misled clients
Lack of transparency in 
relations with regulators

Barclays
2011-
2014

Charges settled 
admitted 
violations

35.0

Misled clients
Lack of transparency in 
relations with regulators

Credit 
Suisse

2008 -
2014

Charges settled 
without 
admitting 
violations

20.0
Misled clients
Lack of transparency in 
relations with regulators

UBS
2008 -
2012

Charges settled 
without 
admitting 
violations

12.0
Misled clients
Lack of transparency in 
relations with regulators

Goldman 
Sachs

2011 -
2013

Charges settled 
without 
admitting 
violations

7.0
Misled clients
Lack of transparency in 
relations with regulators



Final thoughts

• Good governance exists when governors / overseers and stakeholders 
have strong incentives to punish bad apples and criminals and invest in 
standards, rules, regulations, surveillance and enforcement to deter bad 
behaviour by a few to protect the interests of many 

• Bad governance rewards bad behavior. Deception and misrepresentation 
are pervasive as are the creation of exploitative schemes by powerful 
participants to maximise their profits at the expense of investors:
 Market surveillance is difficult

 New technologies are not used primarily to improve market governance but 
to offer lucrative preferential market access to select clients 

• “If a firm’s reputation for honest dealing isn’t determined by whether 
fellow traders or customers catch you doing something bad (where 
getting caught was almost certain and punishment was severe), but 
whether regulators catch you (which is remote and usually entails mild 
punishment even if it happens), why would you not go ahead and 
abandon customers and just call the dice? “

Steve Wunsch’s dark pool comment letter to SEC
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