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Abstract

As to development of interest rate derivatives, Chinese practice
which began not long ago, and has been guided and pushed forward by
the government to a great extent, is different in essence from the pat-
tern of overseas, especially the western developed countries. Therefore
it is necessary to analyze first theoretically and systematically the con-
ditions and relevant running mechanism, and then demonstrate accord-
ing to Chinese reality. The book studies on the basis of the above logi-
cal line, trying to establish a relatively completed analyzing frame for
Chinese practice of developing interest rate derivatives.

1. Main Contents

The book includes two parts of preface and text. The preface first
sets forth foreign and domestic backgrounds and significance of the
subject, then reviews foreign and domestic studying state about the
subject from such five aspects as emerging and developing impetus of
interest rate derivatives, characteristic of market principals’ demands
for interest rate derivatives, conditions and operational mechanism for
developing interest rate derivatives, pricing of interest rate derivatives
and risk management and supervision for interest rate derivatives. Fi-

nally it expounds features of studying methods, main innovation or
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contribution and some topics waiting for continuous studying.

The text contains five chapters. Chapter I is the analysis of func-
tion mechanism of interest rate derivatives. It first identifies the notion
and classification of interest rate derivatives, then, basing on analy-
zing the mechanism of their three types of functions, hedge, arbitrage
and speculation, compares the risk, cost and yield between different
interest rate derivatives emerged when they provide those functions.
This chapter is the logical starting point of the whole text, which es-
tablishes necessary theoretical foundation for the latter logical seg-
ments.

Chapter Il is demand analysis of interest rate derivatives. Be-
cause whether a product can form a market and develop continuously
depends eventually on two factors of supply and demand, the issue of
what conditions are necessary for developing interest rate derivatives is
naturally decomposed into supply conditions and demand conditions.
However, this chapter is not entangled in discussion of whether or not
the demands exist, but analyzes separately demand characteristics of
various types of market principals. It obtains some conclusions about
how such factors as duration mismatch, sizes, capital level and credit
affect the demand for interest rate derivatives, which are proved fur-
ther through analyzing the foreign emergence and development of inter-
est rate derivatives. Finally, it analyzes quantitatively the demand
characteristics of Chinese financial institutions using relavent data, so
as to settle to practical analysis of demand conditions of interest rate
derivatives in China.

Chapter III is the analysis of environmental conditions for develo-
ping interest rate derivatives. Following the demand analysis of Chap-

ter II, this chapter focuses on two aspects of supply conditions, the in-
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stitutional environment and market environment of interest rate deriva-
tives development. In terms of conditions on the institutional environ-
ment, the chapter first theoretically demonstrates that the development
of interest rate derivatives requires a certain degree of market-oriented
interest rate and suitable trading systems. Then an empirical testing is
done through analyzing the related foreign practice, and the chapter
settles into the analysis of corresponding conditions on the institutional
environment of China. In terms of conditions on the market environ-
ment, the chapter gives discussion separately from ‘the structure of
traders, the size of native market, the benchmark interest rates and
the market suppliers. So far, this chapter together with chapter II es-
tablishes a theoretical system of conditions on the development of in-
terest rate derivatives.

Chapter 1V is the operational mechanism design of interest rate
derivatives. The topdown nature of Chinese interest rate derivatives
practice determines that it is necessary in the operational mechanism
design to resolve the problem of strategy selection first, then that of
the operating mechanism design of the product itself. The contents of
this chapter are arranged just in accordance with this line. As for the
strategy selection, the chapter first discusses how to select order ac-
cording to such five principles as “easy-to-complex”, “meeting mar-
ket demand” , “having a mature native market”, “holding the supply
conditions” and “easy to control risks”. It then discusses the timing
selection separately from the points of view of the financial institutions
and regulatory authorities, and finally discusses how to select location
based on weighing operational efficiency and risk management. As for
the operating mechanism design of the product itself, the chapter ex-

plores in detail from the contract design and trading mechanism de-
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sign.

Chapter V, which is the last chapter of the book, is risk manage-
ment and supervision of interest rate derivatives. Because of the riski-
ness of interest rate derivatives themselves, a naturally extended seg-
ment is the discussion about risk management and supervision, vie-
wing whether from the guarantee of continuous and steady development
or from the improvement of operating mechanism. The chapter aims to
explore how to prevent and control risk through internal management
and external supervision according to the characteristic of risk of inter-
est rate derivatives. Based on this, the chapter first defines and analy-
zes the main risks and their causes and characteristics of interest rate
derivatives, then focuses on the measurement and control of market,
default and operating risk and establishment of internal risk manage-
ment system. Finally, the chapter explores the topic on external su-
pervision of interest rate derivatives from regulatory regime, regulatory
supervision and inspection of institutions, capital adequacy require-
ments, disclosure of information and international cooperation.

2. Main Innovation or Contribution

The main innovation or contribution of the book may reflect in the
following aspects :

First, as for the theoretical research, the book analyzes the char-
acteristics of various market players’ demand for interest rate deriva-
tives from multiple angles and demonstrates systematically the condi-
tions of institutional environment and market environment for the de-
velopment of interest rate derivatives from various aspects, thus estab-
lishes a theoretical system about the conditions for the development of
interest rate derivatives. In addition, both the demonstration about or-

der selection and general principles of the contract design and trading
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mechanism design, and the general analysis combined with the charac-
teristics of interest rate derivatives, are trial studying carried out by
the book, which reflects its contribution to relative theoretical system.

Second, as far as the practice research is concerned, the book,
using relevant data and by quantitative analysis, probes initially the
demand characteristics of Chinese financial institutions for interest rate
derivatives and the relations between the demand characteristics and
the running status of interest rate derivatives, thus provides a valuable
reference for understanding deeper the demand situation faced by in-
terest rate derivatives in China and for strategy selection for further de-
velopment of interest rate derivatives. Additionally, using extensive
collection and collation of data or cases, the book carries out a number
of empirical studies on foreign market demand conditions, the develop-
ment order, operating mechanisms, risk management and regulatory of
interest rate derivatives. By means of the combination of this empirical
system with the above-mentioned theoretical system, a useful analyti-
cal framework can be provided for future similar studies.

Finally, the book’s innovation or contribution reflects on some of
the main view points.

1) Size is an important factor affecting the market principals’ de-
mands for interest rate derivatives and shows positive effects, mainly
due to the existence of scale effects in interest rate derivative busi-
ness. This view point has been proved by theoretical analysis and for-
eign empirical studies, but does not apply to the demand of Chinese fi-
nancial institutions for interest rate derivatives. This situation implies
that large Chinese financial institutions participate in interest rate de-
rivatives yet to a lower extent.

2) The development of interest rate derivatives does not need the
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premise of complete market-oriented interest rate, but need the condi-
tion of implementation process of market-oriented interest rate. This is
because both the market-oriented and controlled interest rates fluctuate
in the implementation process of market-oriented interest rate, thus
causing demands for interest rate derivatives.

3) The development of interest rate derivatives must be condi-
tioned by enough scale of native markets. Considering that the ratio of
Chinese short-term government bonds to its GDP in the end of 2007
exceeded the level of most countries when they launched the first
short-term interest rate futures, a conclusion can be drawn that China
has possessed relatively mature conditions of native markets for launch-
ing short-term interest rate futures.

4) The order selection of the development of interest rate deriva-
tives should abide by such five principles as “ easy-to-complex”,
“meeting market demand” , “having a mature native market” , “hold-
ing the supply conditions” and “easy to control risks”. Weighing all
of these principles, an order can be selected as forward rate agree-
ment, interest rate swap, interest rate option and interest rate futures.

5) When the contract design of interest rate derivatives is made,
both the liquidity and risk control should be taken into consideration.
As for the contract period, forward rate agreement should not have too
long period, but interest rate swap and option may have relatively long
period. The way of determining final settlement price makes the short-
term interest rate futures possibly have further delivery month than
long-term interest rate futures.

Key words: interest rate derivatives condition mechanism

risk
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