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ABSTRACT

This paper attempts to reveal whether the foreign exchange (FX) derivatives market effectively and
efficiently reduces the volatility to foreign exchange rate fluctuations. Cross-country evidence
suggests that development of the FX derivatives market does not boost up spot exchange rate volatility
and reduces aggregate exposure to currency risk. Intraday evidence for Chile shows that activity in
the forward market has not been associated with higher volatility in the exchange rate following the
adoption of a floating exchange rate regime. The study also found no evidence that net positions of
large participants in the FX derivatives market help to predict the exchange rate. These findings
support the view that development of the FX derivatives market is valuable to reduce aggregate
currency risk.
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1. INTRODUCTION

A Foreign Exchange (FX) derivatives market,
however, may not be effective in diminishing an
economy’s aggregate vulnerability to exchange
rate fluctuations. FX derivatives reduce the cost
of adjustment of foreign exchange positions
both for participants in the market that want to
hedge their initial positions, as for those that
want to increase their exposure to foreign
exchange risk. They can also help amplify the
stabilizing (or destabilizing) effects of agents’
decisions on the foreign exchange rate. In the
aggregate, the net effects of FX derivatives
could be to increase the volatility of the
exchange rate or the overall exposure of the
agents of the economy to fluctuations in the
exchange rate. The end result could be more,
rather than less, overall vulnerability to foreign
currency risk.

In addition, even if a FX derivatives market may
contribute to reduce currency risk, the efficiency
with which it operates may be unsatisfactory.
Two aspects of particular concern are market
transparency and competition. No participants
should systematically have superior information

about exchange rate movements that would
enable them to take more profitable positions
when they foresee a convenient movement in the
foreign currency, or have sufficient market
power that their actions generate significant
changes in the exchange rate. In short, there
should be no asymmetric information among
traders that may be price relevant.

The issue whether FX derivatives are effective
and efficient in reducing currency risk is
particularly relevant in the case of emerging
market economies. Potential problems in FX
derivatives markets are likely to be accentuated
in these economies, given their relatively
thinner, less liquid, and less developed financial
markets. Consequently, agents in these countries
are debating the merits of foreign exchange
derivatives as a mechanism for reducing
currency risk, in particular in light of concerns
stemming from the fairly recent adoption of
floating exchange rate regimes.

This paper provides empirical evidence on
whether foreign exchange derivatives markets
effectively and efficiently reduce currency risk,
with a special focus on the Chilean economy.
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Among emerging market economies, Chile
offers a particularly interesting case. The
country adopted a floating exchange rate in
September 1999, after a decade of enforcing an
exchange rate band whose width and level were
often revised. The new floating exchange rate
regime is widely perceived as successful. In
addition, while its foreign exchange derivatives
market has grown into a reasonably active
market given the size of the economy, the degree
of market development is still far from the level
in advanced economies, and the market’s
usefulness as a mechanism for reducing agents’
currency risk has often been called into question.
Finally, this research was able to access a unique
daily and intraday database on the purchases and
sales of most market participants.

1.1. Literature Review

Empirical evidence on whether and how the FX
derivatives market reduces vulnerability to
foreign exchange rate fluctuations is scant.
While a few studies address the effects of
derivatives on the volatility of other financial
prices, we are not aware of previous attempts to
empirically assess the effects of foreign
exchange derivatives on foreign exchange rate
volatility, for either advanced or emerging
market economies. Allayannis and Ofek (2001)
and Caballero, Cowan and Kearns (2004),
among others, suggest that foreign exchange
derivatives indeed tend to reduce currency
exposure, but these valuable studies were
conducted only at the firm level. Works such as
Klitgaard and Weir (2004) take on the issue of
whether traders in foreign exchange derivatives
markets possess price-relevant asymmetric
information, based on weekly data for U.S.
markets using; no studies to date use daily or
intraday data or extend the analysis to emerging
market economies.Cornell (1981), by associat-
ing volatility with uncertainty, argues that
volatility may lead to an increase in both hedging
and speculative trading in derivatives contracts.
Stein (1987) develops a model in which prices
are determined by the interaction between
hedgers and informed speculators. In this model;
(1) The derivatives market improves risk sharing
and therefore reduces price volatility, and (2) If
the speculators observe a noisy but informative
signal, the hedgers react to the noise in the

speculative trades, producing an increase in
volatility. In contrast, the future markets
improve market depth and reduce volatility
because the cost of informed traders of respond-
ing to mispricing is reduced. Models developed
by Kyle (1985) and Ross (1989) among many
others, associate the volatility of the asset to the
rate of information flow. Their models imply
that the volatility of the asset price will increase
as the rate of information flow increases. Thus, if
forward operations increase the flow of
information, the volatility of the spot price must
change accordingly. In recent years there have
been a number of empirical studies of the effects
of index futures on the volatility of the underly-
ing index. Some of them strongly support the
view that index futures do not increase the long-
run volatility of the spot price. They also
conclude that stock market volatility is not
related to either the existence of, or the level of
activity in the futures market. Although other
studies reach the exact opposite conclusion
claiming that futures increase the volatility of
the spot price (see Brorsen, 1991, among others).

1.2. Objective of the Study

The major objective of this study is to analyze
whether the use of currency derivatives is
effective in reducing currency risk of foreign
exchange market for a specific country or for a
group of countries.

1.3. Methodology of the Study

The study has been divided into two parts where
first part deals with the relationship between the
Foreign exchange derivatives market and the
volatility of spot exchange rate and the second
part deals with measuring efficiency of using
foreign exchange derivatives instruments to
minimize currency risk causing exchange rate
exposure in global financial market.

2. RELATIONSHIP BETWEEN THE FX
DERIVATIVES MARKET AND THE
VOLATILITY OF THE SPOT
EXCHANGE RATE

2.1. Nexus between Volatility and Activity in
the derivatives Market

Earlier Models predict different relations
between price and volume that depend on the
rate of information flow to the market, how the
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