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ABSTRACT

Financial derivative instruments, which were irijialesigned to hedge currency risks and thus éwemt
financial instability after the collapse of the Boet-Woods System, exposed, particularly, develogiognomies to
remarkable risks and financial instabilities in th890s, and they played a much greater role thawiqusly
estimated in the international financial crises. ée¢aglobal financial crisis of 2008, once more tirnmalicated that
they have huge potential to be dangerous for eesmldped economies. However, their potential rolereating
instabilities in financial systems were ignoredumderestimated by the dominant “neo-liberal” pectspe which
have wanted to shape the world economy in a paenf{ial liberalization approach rather than finahoggulation.
In this respect, the paper aims to analyze anduisisthe proposed policies about the financial eggui of financial
derivatives in order to put what should be doneaféwin-win” solution since there can be two extendifferent
points of view about them.
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FINANSAL TUREV ARACLARIN “ INCE AYARI” iCIN ACIiL BiR GEREKL iLiK
OZET

Bretton-Woods sistemi yikildiktan sonra slaagicta kur riskini sabitlemek ve dolayisiyla fisal
istikrarsizlgl 6nlemek amaciyla tasarlanpuolan finansal tirev araglar 1990’larda 6zellikidignekte olan ulkeleri
ciddi risklere ve finansal istikrarsizliklara mardmrakti ve uluslararasi finansal krizlerde dahaedrniahmin
edildiginden ¢ok daha fazla bir rol oynadi. Son 2008 leiréieansal krizi bir kez daha gostegtii ki bu araglar
gelismis tlkeler icin bile tehlikeli olma ac¢isindan buyuatansiyele sahiptir. Fakat finansal sistemlerdi&ratsizlik
yaratmadaki bu potansiyel rolleri, finansal dizeméen cok tam bir finansal liberalizasyon igindenyii
ekonomisini sekillendirmek isteyen hakim “neo-liberal” gdrutarafindan ya goérmezden gelismiya da
kicimsenmitir. Bu baglamda, makale bu araclar konusunda skiigfarkll baks acisi olabilmesi dolayisiyla “kazan-
kazan” ¢6zimi icin ne yapilmasi gerghii ortaya koymak amaciyla finansal tirevlerin fisal dizenlemesi
hakkinda dnerilen politikalari analiz etmeyi vetitamayi amaglamaktadir.

Anahtar Kelimeler: Uluslararasi Finansal Krizler, Finansal Tirev @aa ve ‘ince-ayar’ Politikalari
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INTRODUCTION

Financial derivative’s which were initially designed to hedge currenisks and thus to
prevent financial instability after the collapse tfe Bretton-Woods Syst@m exposed,
particularly, developing economies to remarkald&giand financial instabilities in the 1990s,
and they played a much greater role than previoastymated in the international financial
crises. Recent global financial crisis of 2008, emeore time, indicated that they have huge
potential to be dangerous for even developed ec@msom

Compared to developed countries developing ecorsoar=more open to economically
harmful usages of derivatives since they do noetenough regulations to monitor these risks
and prevent such activities. On the other hanithefcurrent global financial crisis is considered
it is clear that even the financial systems of W8, UK, European and other developed
countries can be unable to regulate derivative ymtsdeffectively, so it does not mean that just
developing countries do not have required regulation derivatives. Moreover, sometimes, in
the more sophisticated cases as seen in the cgtodral financial crisis the existing regulations
can also remain inadequate in order to prevent aachunting tricketc. used by derivatives.

However, their potential role in creating instai®$ in financial systems were ignored or

!Derivative Instruments are the contracts, whoseevar price depends on, or is derived from, tharaither asset
such as a commodity, security, interest rate, inde»event or foreign exchange rate. The term Vdérie” is used to
stress the fact that the prices or values of thes@racts are “derived from” the price of an ungied item such as a
commodity, security or the value of interest rdtaeign exchange rate, index or an event (DeriestiGtudy
Centre/Derivatives Glossary). There are four mapesyof derivative instruments: Forwards, Futurgstiads and
Swaps. Beside these traditional types, there aree sgpecial purposed derivative instruments callegbtid
Instruments” which are determined by combining ¢hasditional instruments with each other or witle tother
traditional securities and debt instruments (Deies Study Centre/Derivative Instruments). Finaihdierivative
instruments, which constitute the main concerrh@ paper and will be called “derivatives” in whallows are the
subject of financial contracts whose value do rially depend on the contracts themselves, ratepend on the
new values of financial assets, which the mentiac@muracts are linked. Such new values of finarasslets, which
can be exchange rates, stock exchanges and intatest emerge according to the developments inriheket
conditions of financial assets.

2|t was just 1973 when putting an end to the Breidmods System of the fixed exchange rate in worleéwadd
starting to fluctuation of the currencies againstekican dollar. After this, exchange rate and thetdiation of the
exchange rate began to constitute a risk in terfisternational transactions. In this regard, ie 070s the first
financial derivatives markets were opened in Chicdlge USA, under some exchanges, such as the ChiReaual
of Trade (CBOT), which was established in 1848, amel €hicago Mercantile Exchange (CME), which was
established in 1919, keeping their leadershipsénforeign exchange derivative markets till todaglf, 2000: 143).
It was the same with the other financial derivaijv&ich as stock market derivatives and interésterivatives. It is
noted that the volatilities in interest rates stengrfrom the Federal Reserve’s switch from targetirtgrest rates to
monetary aggregates and volatility in stock markedsted with the stock market crash in 1987 ledusage of such
financial derivatives in order to avoid from thedtuations on assets’ values (McClintock, 1996: 18).

11



An Urgent Need For The “Fine Tune” Of Financial Ayca Sarialiglu HAYAL i

Derivative Instruments

underestimated by the dominant “neo-liberal” apphpavhich have wanted to shape the world
economy in a pure financial liberalization approeatmer than financial regulation.

In this respect, the paper aims to analyze andusisthe proposed policies about the
financial regulation of financial derivatives indar to put what should be done for a “win-win”
solution since there can be two extremely diffeqgpints of view about them. In this regard,
while Savonaet al. (2000: 149) put them as “the greatest finanaimoivation of the late
twentieth century”, Buffet (2002: 2) can descrilberh as the “financial weapons of mass
destruction”. There should be a “fine tune” betwdasm in terms of policy options as Garber
and Lall (1996: 229) put it “The policy implicatidhat emerges from this is that the growth of
derivatives should be seen as a two-edged swotddimabe very beneficial if used properly but
can be harmful if not”. In this regard, after tiéroduction, in the first part, the role of finaaki
derivatives in financial crises is briefly tackledorder to put the need for financial regulation
for them. In the main part, the proposed policyuBohs in regulatory basis in the literature is
handled for all countries including both develop@d developing ones in order to put what can
be done to avoid from economically harmful usagéderivatives and to promote their

economically beneficial usages.

. THE ROLE OF FINANCIAL DERIVATIVES IN INTERNATION AL
FINANCIAL CRISES

Viewed at the macroeconomic level, derivative ustents can act as a destabilizing
factor creating vulnerability to crisis, and alafter the crisis began, the collapsing process was
accelerated and deepened by the usage of somdicspgaes of derivatives (Dodd 2000: 20-
21). In this regard, it can be said that in esgigciegeakly regulated, undercapitalized financial
systems and imbalanced derivative markets, deviestiare highly open to be used for
economically harmful purposes such as evading ptisdeegulations by leading to huge risky
positions represented by high leverages, manimglaticcounting rules and credit ratings,

avoiding from taxation and capital requirements.
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Moreover, during the crisis, the derivatives afféoe dynamics of the crisis by
speculation against local currency, “which is atedms one way bet” under pegged exchange
rate regimes, leading to massive capital outflowd the collapse of the currency. Lien and
Zhang (2008: 42) put it as follows: “The misusdinncial derivatives lays the foundation for
financial crisis, and financial derivatives can elecate capital outflow during a crisis. As a
consequence, the volatility of international cdpiiaw increases, which exacerbates the crisis
by rendering the dynamics of crisis more unpredieta In this respect, Savoret al. (2000:
166) argue that although at the microeconomic I¢ivete are advantages of derivatives for
market agents, at macro level, it should be paidntibn to “the great potential systemic
instability that derivatives could generate”. Ore thther hand, it can be said that even in
microeconomic level, there have been potential lehges for market agents, which Naor
(2006: 286) puts as follows:

“A complementary effect to the scarcity in regudati germane to this paper, was the
lack of clear accounting standards governing rémprbn derivatives. A possible
outcome of these effects is the fact that finand@lvatives were the subject matter of
several financial fiascos in the '90s, such as @ib&reetings, Procter & Gamble,
Orange County, as well as the infamous Enron c@$adr, 2006: 286).

It can be said that this list can be enlarged bgirepthe last cases of Wall Street
investment banks such as Bear Sterns, Lehman Bsothkerrill Lynch, Goldman Sachs and
Morgan Stanley, in addition to American Interna@ibrGroup Inc, the largest insurance
company in the world (Cintra and Farhi, 2009: Bfjer the last global financial crisis, which
points out that even regulated financial systenmsremain vulnerable to crises by virtue of the
sophisticated Over the Counter (OTC) derivativashsas Credit Default Swaps (CDSSs).

The Role of Financial Derivative Instruments inelmational Financial Crises can be
handled and redefined as follows: 1-Direct Crisiie@s and 2-Indirect Crisis Effects of the

Financial Derivative Instruments in Internationaldncial Crises.
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A. The Direct Crisis Effects

Within the framework of the direct crisis effect dlerivatives, the presence of
derivatives in the unregulated derivatives markéideveloping world of the 1990s is tackled as
a destabilizing factor of the financial sector ath@ economy as a whole, which creates
vulnerability to crisis, namely, affects the dynambf a crisis, whether in the floating or fixed
exchange rate systems. As a next step, duringriie,dn the fixed exchange rate system case,
whether a hard, soft or crawling peg, the presafiaerivatives is handled as a special set of
challenges for a government which tries to maintaenfixed exchange rate (Dodd, 2002b: 14).
In this case, the derivative products are handéethey affect the dynamics of the exchange rate
during the crisis and once crisis begin they cbate to the volatility of the exchange ritin
this regard, it can be said that developing ecoasraire highly open to economically harmful
usages of derivatives due to they do not have dnoegulations to monitor these risks and
prevent such activities. They mostly do not haverapriate legal framework or power to
implement such framework and have political coriauptor market failures such as moral
hazard problems or asymmetric information. In the#ieations, the derivatives obtain a
significant potential in making the developing ctrigs vulnerable to financial crises more
rapidly and destructively. Thus, improperly regethtderivative and financial markets of
developing countries contribute the crisis effdai@rivatives as well as increasing the negative
effects of crisis as transforming them into ecorwanises with severe social consequences.

It can be said that compared to developed countise®loping economies are more
open to economically harmful usages of derivatisexe they do not have strong enough
regulations to monitor these risks and prevent sgtivities. On the other hand, if the current
global financial crisis is considered it is cledat even US, European and other developed
countries’ financial systems are unable to regulat@vative products effectively, so it does not
mean that just developing countries do not haveired regulations on derivatives. Moreover,
sometimes, in the more sophisticated cases asisdabe global financial crisis of 2008 the

existing regulations can also remain inadequatarder to prevent such accounting triaks.

3 See Sarialioglu-Hayali (2010) for a detailed asalpf the mechanisms of the direct crisis efféatasivatives.

14



An Urgent Need For The “Fine Tune” Of Financial Ayca Sarialiglu HAYAL i

Derivative Instruments

used by derivatives, especially the OTC ones. Is thgard, such potential risks of OTC
derivatives shed light on the last global finan@asis, in which CDSs were in pléyln this
regard, there was no transparency by being ofarza sheets of these derivatives. There were
highly leveraged positions pointing to the illiqiydwith financial fragility with a position of
“high risk-high return” and high potential to creaystemic risks Moreover, such CDSs were
very open to be used for harmful purposes of spéatd which are calledtaked CDSs” in
which “the buyer of protection does not own the enyng bond” and refers to a
harmful situation which is put by Roy (2009a) afidfes: “Once lauded as a way of
offering protection against the risk of companiesfadlting, CDSs instead magnified
uncertainty as buyers wondered whether sellersdcaally afford to pay up if called on”. In
this regard, Marcos and Cinta (2009: 11) highligie fact in terms of the “global shadow
banking systen?’as follows: “Not being credit ‘originators’, théodpal shadow banking system
institutions mainly assumed the short position liese derivatives, since they could thus

‘synthetically’ reproduce exposure to credit and tteeir gains”. Although neo-liberal

“Marcos and Cinta (2009: 11) put them as follows: éTdredit default swaps (CDS), which transfer riskdir

between the agent that purchases the protectiorth@ndounterparty that accepts to sell it. By thischanism, the
holder of a credit portfolio purchases protectipays a premium) from the protection seller. In exgye, the seller
assumes, for a predetermined period of time thegatidn to pay the agreed sums in the cases spédifi the

contract, ranging from default and bankruptcy t@duction of credit rating or other events whichyreatail a drop
in the portfolio value.”

%It is noted that “By resorting to the already exigtswap mechanisms, the credit derivatives allobsstks to move
risks off their balance sheets at the same timethieaglobal shadow banking system’s financialiingons found

new means of risk exposure and profit on the creditket... The fact that these risks were transfedid not

eliminate them and they remained present at the samsolidated amount. This risk transfer only mehat they

would no longer appear on the balance sheet ah#ftitution that originated that credit and becaheresponsibility
of the institution that constituted the operatioodsinterparty. In an aggregate manner, the finhigtitutions of the
global shadow banking system became the counteparftbanks in these operations, since they ctwaecess the
credit operations regarded as highly profitableeyTbnly had to raise resources on the commercizmpaarket and
purchase credit-backed long-term bonds and/or asssimort positions on the derivatives market in orte

“synthetically” reproduce a credit operation. listtvay, the OTC markets became the center stadeofdgotiation
of the financial institutions’ assets and liabd&i As such, they became a source of funding arestiment for the
financial institutions which participated in theifarcos and Cinta, 2009: 11-12).

%The global shadow banking system includes all sgémvolved in leveraged loans which do not haveess to

deposit insurances and/or to rediscount operatdreentral banks. These agents are not subjediggtudential
regulations of the Basel Agreements (Cintra & Pra2898a and Freitas, 2008). This definition encorspadarge
independent investment banks (brokers-dealersigen@uthds, investment funds, private equity funtls, different

special investment vehicles, pension funds andamae companies. In the US, one must further irecthe regional
banks specialized in mortgage credit (which havaceuess to rediscount) and quasi-public agencesn(e Mae and
Freddie Mac), created with the purpose of providiggidity for the US real estate market” (CintradaRarhi, 2009:
3).
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perspective once again does not accept or undesdss the role of derivatives, in this case
CDSs, mostly the “naked” ones, in the debt cri@gece officials maintain that they suffered
from the harmful usages of such derivatives. Iis ti@igard, it is noted that “Greece’s prime
minister argued that speculators were using thesw@bet against his country’s debt. He said
this has escalated Greece’s borrowing costs, makimgrder to dig out of its debt crisis” (The

Financial Regulation Forum (FRF), 2010a). In tleigard, Marcos and Cinta (2009: 11) put it as
follows: “Not being credit ‘originators’, the globahadow banking system institutions mainly
assumed the short position in these derivativesesihey could thus ‘synthetically’ reproduce
exposure to credit and to their gains”. In thispexg, the derivatives obtain a significant
potential in making especially the developing coest vulnerable to financial crises more

rapidly and destructively. Thus, improperly regathtderivative and financial markets of

developing countries contribute more to the criffect of derivatives as well as increasing the
negative effects of crisis as transforming thero etonomic crises.

Moreover, pension funds and insurance companieishvdre restricted to have foreign
currency assets, can use such hybrid derivatisestalavoid such restrictions in order to have
more risky high yield portfolios. For example, argmsuch derivatives, structured notes can be
used to evade restrictions on foreign exchange sxpoon the balance sheets of financial
institutions and to manipulate accounting rulesrider to show high yield-high risk notes as if
they were top rated credit instruments in ordesitcumvent capital requirements. Putable debts
can convert short-term loans to long-term onedye&Short-term dollar loans can be indicated
as if they were portfolio investment by virtue obtdl Return Swaps (TRS). All these
information distortions create challenges for firtasmake an accurate assessment of their
counterparty’s creditworthiness and for regulatanghorities to find out how much risk their
financial markets are exposed to, by leading toesyie risk, “which refers to the vulnerability

of the financial system to shocks” (McClintock, $926).
B. The Indirect Crisis Effects

The indirect crisis effects of derivative instrurtem international financial crisis can

be handled as “accelerating the crisis” effect ickening and deepening the crisis. In this
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regard, especially some types of derivatives sschRS and Putable Debts have also a role as
crises accelerators, pointing out the quick camtéflows, which Dodd (2000: 21) ironically
calls “microwave money” when compared to the dgsiam of “hot money”. The indirect crisis
effect of derivatives can also be handled in teahSincreasing the lending boom” through
fuelling capital inflows to developing world.

The accelerating crisis effect of derivative instants can be handled as the quickening
and deepening the crisis after the crisis beganaankbng as continue. These kinds of crisis
accelerator effects can be experienced more frelguérthere is the usage of some specific
types of derivatives, such as TRS, Structured Nateb Putable Debtstc., since all these
derivatives require some margin or collateral regaients, pointing out the capital outflows in
the wake of the crises in which capital or liquidis most required. Moreover, since futures
have margin requirements and daily marking to madteracter beside dynamic hedging
techniqueg they also have potential crisis accelerator ¢fféike options in which unlimited
loss situations of option writers have also potdrtiisis-accelerating effects.

Within the framework of quickening the process dncbe said that the derivative
transactions of financial institutions of develapitountries generally require strict collateral or
margin requirements such as hard currencies oriesubecause of the default risk of these
relatively weak economies. Dodd (2003: 18) argues &t the beginning of devaluation or
much more broad financial crises causing a shdrpnfahe price of the underlying collateral
such firms are immediately required to add hardenay assets to their collateral in proportion
to the loss in the present value of their derigiyposition. This causes rapid outflows of
foreign currency reserves as local currency andrailsets were exchanged into hard currency
in order to meet the collateral requirements (D&2003: 18), causing a shortage of liquidity,
which is defined as “the ability to match obligasowith the ability to pay” (Kelly, 1995: 230).
Within the framework of deepening the impact of thisis, in the case of the high leverage that

derivatives provide the process of effort to mastateral requirements will accelerate the size

7 Granville (1999: 722) puts them as the ones ‘feglace human judgement with computerized decisiting

analogous to stop-loss orders on the stock exchigmgjating to their widespread use and rapid impatation

through ordering immediate sales of the weak cusreluring a defence of Central Bank increasing istarages in a
currency attack situation, thus making such defersetess.
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of the losses to the whole financial system. ltreabg deepens the impact of the crisis by
creating international financial instability.

In the unregulated derivatives markets of develppiorld of the 1990s, the presence
of derivatives is also tackled as an indirect srisifect due to derivatives promoting capital
inflows to developing world in huge amounts, mdnart needed. Because of those facts that
firstly, derivatives can be a very useful risk shij tool and secondly, they can easily be used to
avoid prudential regulations, such as capital or requirements, capital flows which were
increased, mostly the short-term volatile ones,tw@eveloping world for high returns. In this
regard, such capital inflows in huge amounts, whignt to developing world in the 1990s,
financed risky projects of the private sector owvge consumption through banking sector,
leading to “lending boom”, created balance shestugitions in the financial sectors, namely,
open positions in terms of foreign exchange, aad avaluated the local currency having led to
the Current Account Deficit (CAD). Moreover, detives contributed to the capital in and out
flows, which are in short-run speculative charat#ading to volatility in the exchange rate. All

these contributed to crises of emerging marke&nimdirect way.

lll. THE PROPOSED POLICY SOLUTIONS IN REGULATORY BA SIS AND
THEIR DISCUSSIONS

The proposed policies about the financial regutatb financial derivatives should be
tackled in terms of a “win-win” solution since tleecan be two extremely different points of
view about them. So it can be said that there shbela “fine tune” between them in terms of
policy options. This can be done by the policiest thoth “encourage the use of derivatives for
risk management purposes whiécouraging their use in unproductive pursuits timéght
create dangerous levels ekposure to market risk, as well as credit riskJead to reverse
capital flows” (Dodd, 2002a: 16). In this regardithin the framework of hedging, “the
destabilising hedging activities” should not bedggd also. In other words, hedging activities
are not totally innocent. So, the starting poirddt be first admitting the potential dangers of
all kinds of financial derivatives including botpexulative and hedging purposes and including
both OTC and exchange traded derivatives. Altholghthe last global financial crisis OTC
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derivatives, especially CDSs, are considered teebgalated in order to prevent “manipulation,
fraud, insider trading and other abuses in the gtariRoy, 2009b) the financial crises in the
1990s indicated that exchange traded derivatives algo able to be used for harmful purposes,
such as speculation with manipulation, high levenagsitions and illiquidity.

A paradigm shift is urgently essential since evemesd on regulations on OTC
derivatives can be criticised by the neo-liberaprapch (The FRF, 2010a). In this regard,
although it can be concluded that “The global fiiahcrisis was partly caused by diverse,
sophisticated and obscure financial products amateve instruments. [So, there is] need to
balance the need for financial innovation againstrteed for ensuring systemic stability. [So] in
order to keep a ‘closer eye’ on derivative tradiagd to reduce some of the risks (e.g.
settlement risk) the G-20 has proposed that dévievarading takes place through central
counterparties (i.e. on exchange)” (Momoniat, 20T, regulations on OTC derivatives keep
to be a controversial subject between regulatodsdamivatives operators in the markets (The
FRF, 2010a). It is put as follows:

“To European officials, financial derivatives arangerous weapons that worsened
Greece's debt crisis and should be curbed. To Btadlet, they're tools that reduce risk
and generate profits and should be left alone. Nmgulators on both sides of the
Atlantic are trying to figure out who's right andhat to do about it. At stake are
billions in profits that banks say would be threwte by too much regulation. Yet
supporters of tougher rules say the global findnsistem is at risk as long as

derivatives remain largely unregulated” (The FRF12a).

If it is considered that without derivatives, ndal®TC derivatives, global financial
crisis in such scale would remain just a typicaktit crisis” experienced in the US, the role of
OTC derivatives in the crisis cannot be seen élitdan thought” or “not a key factor”. At this
stage, it can be said that if the harmful usagebhe@fOTC derivatives were not case such global
crisis would not be occurred. Cintra and Farhi @08) put this as follows: “This specific
architecture turned a classic credit crisis infinancial and banking crisis of vast proportions,

reaching a systemic dimension. In a classic credgis, the sum of the potential losses
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(corresponding to loans granted against poor evi§jtwould be already known. In the current
framework of the financial system, the credit datives and the structured products attached to
different credit operations have replicated andtiplied these losses by an unknown factor and
have redistributed the ensuing risks to an entgsvork of financial institutions at a global
scale”.

Moreover, it can be said that there is also anagmarkable dilemma of the neo-liberal
approach towards the regulations for developeddaweloping countries. Dodd (2002a: 21-22)
puts this issue as “After all, US financial marketsvith the exception of the OTC derivatives
markets — are closely regulated and so the ‘WashinGonsensus’ towards a liberalized, free-
market approach to developing country finance nmarkenounts to advocating ‘do as we say,
not as we do’”. However, at this stage after thebgl crisis, for the regulations of OTC

derivatives or bans some of them, such as “thech@kaSs” for both developed and developing

countries seem a challenging way. Although sevierahcial summits at the global ledekere
held and some policy proposals as regulatory basi® agreed on, the action base is still
problematic. Even for the case of US, it can bel shat although the Congress passed the
relevant act (Dodd-Frank Act) in the summer of 2043 noted that it will be hard to put it into
practice since there are still powerful lobbyingup of derivatives (The FRF, 2010b). It is put
as follows: “Because the most potentially nucleams of derivatives are privately arranged
and loosely monitored, two clear goals of the legjien are greater price transparency and the
opening of transactions to more market participatg not everyone wants these aims to be
met. And early signs indicate that the big firmsrently in control of the derivatives market

view the rules-writing process as an opportunitynintain the status quo in one of their most

8after the global financial crisis, the G-20 incladi both developed and developing countries heleries of
meetings such as Washington Summit in November ,2068don Summit in April 2009, Pitsburgh Summit in
September 2009. In this regard, in April 2009 theaRcial Stability Board (FSB), an extended form ofl ahe
successor to the Financial Stability Forum (FSFictvlwas established in 1999, has funded as “thdrkeynational
regulatory board” of which last meeting was in @&o 2010 in Seul, South Korea. It includes not jGs20
countries, but also significant financial centreshrsas Hong Kong and global financial institutisnsh as IMF, WB,
BIS, OECD, ECBetc. (Momoniat, 2010: 4-5). Thereby, by virtue of “aostger institutional ground with an
expanded membership” it can be said that “the FS#pes the initiative role to develop and implemeatrtong
regulatory, supervisory and other policies in pitrstifinancial stability” (Ki Yeon, 2010).
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lucrative lines of business — or win back what thesl they lost amid the legislative wrangling
earlier this year” (The FRF, 2010b).

The debate still continues on the prohibition omsokinds of derivatives, such as
speculative CDSs, the so called “naked CDSs". Alfio European regulators maintain that
they are so dangerous the US regulators do notagth them supporting the pro arguments
which Roy (2009a) puts as follows: “The impact obhbition could be dramatic: up to 80% of
CDSs are thought to be naked. Marketmakers say avbald make it harder for them to offset
risks, since speculative buyers are a big sourdiguitlity. That could, in turn, raise borrowing
costs for bond issuers” (Roy, 2009a). On the otterd, European regulators insist on that
“some derivatives are too harmful to be left alongiey conclude that “...they may ban some
credit default swaps, a type of derivative thatuies debt, [which is a]...speculative trading of
credit default swaps by investors who don’t actuallvn a country’s underlying debt” (The
FRF, 2010a).

In this regard, the debate goes on through Greebealisis. Although Greece officials
insist on the harmful speculative usages of suctvatéves through “the bet on their debt” by
making their debt insolvent, neoliberal approachetber with the main lobbying group for
derivatives totally disagree with this. They maintéhat “the amount invested in the swaps
cannot destabilize Greece because it represents @ntmall fraction of the country’s
outstanding debt. Investors hold $406 billion woofhoutstanding Greek bonds, according to
Citigroup. But they hold only $9 billion in insure@ against that debt through credit default
swaps” (The FRF, 2010a). It can be said that thitude was also the case after the 1990s’
crises, but at that time for the hedge funds. Is tbgard, Harmes (2002: 158) maintained that
the neoclassical view, having shaped the worldipalieconomy, has had a tendency to handle
hedge funds as mostly “too-small-to-matter” in terof public policy, although they should
have been of the utmost importance for policymakegsause of their ability to become
“extensively overleveraged” and “to act as marketers”. So, it can be said that similar to the
hedge funds in the 1990s, these tools in Greeaamdd act as “market leaders” although their
size was relatively small. On the other hand, it ba said that “A major cause of the rise in

credit default swap rates has been growing demamnefdging against Greek risk, according to
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BaFin. It said [that] data released by the US DepsTrust & Clearing Corp. ‘do not point to
massive speculative activities”(The FRF, 2010&Jowever, this fact seems to point out “the
destabilizing hedging cases” handled before. Arab a reminds us theecognition of the
Brazilian authorities (Ex-Monetary Policy Directof the Brazilian Central Bank) after their
crisis in 1999 as follows: “There was no evidenéea @enuine speculative attack; it looked
more like a moderate increase in the demand fogdneBut the press, the general public and
IMF staff soon learned about the swift loss of rese and in their minds this was clear
evidence of a speculative attack. Market specgalgho understood the role played by the
futures-spot spread knew better, but they also kiewthe reserve loss could put Brazil ‘in
play’ for international speculators...” (Lopes, 20085).

It is noted that “In a recent report, Citigroupeitled Greece’s stance to ‘blaming the
mirror for your ugly face™ (The FRF, 2010a). Orisgt quoted that “Credit default swaps didn’t
cause Greece’s problems...Greece caused Greecelsmpsil{The FRF, 2010a). It can be said
that once again neo-liberal approach together thighmarket operators selling such securities
do not want to see the realities about financialvdéves or underestimate these facts. This
approach arguing the totally innocence of deriveiin crises should change immediately and
comprehensively at the first beginning. And themibgulatory basis should come in action.

There are two types of regulatory proposals. Thst fiype is the one including
“reporting and registration requirements” whichéatesigned to improve the transparency —
and thus the pricing efficiency — in the market36dd, 2002a: 16). Dodd (2003: 20) maintains
that “Reporting requirements also enable the gowent, and other market surveillance
authorities such as exchanges, to better detectlaredt fraud and manipulation. Registration
requirements are especially useful in preventiagidf. The second type is the one including
“capital and collateral (also known as margin) iegments” of which capital requirements are
put as the ones “function to provide both a buffgainst the vicissitudes of the market and a
governor on the tendency of market competition tiwed participants towards seeking high
returns and thus higher risks” and collateral resyaents are put as the ones which “have

basically the same effect, although collateral iregpients apply to transactions in particular and
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not institutions” by also covering the “non-finaakinstitutions”, which normally would not be

obeyed to capital requirements on their derivativaéssactions (Dodd, 2002a: 17).

A. The Policies for All Countries Including both Developed and Developing Ones

All policies should be harmonised between develoged developing countries and
also between developed countries in order to ptevesgulatory arbitrage-geographical
arbitrage”, which Tickell (1999: 92) puts as “Ingtions exploit spatial variation, seeking out
jurisdictions with a relatively light supervisorguch in order to reduce the costs of compliance
or to carry out activities that are restricted efsere”. Cintra and Farhj2009: 5) refer to
Gowan (2008) which puts it as “the place where gould do what you couldn’t do back home:
a place of regulatory arbitrage” (Cintra and Fa#iQ9: 5). The concerns about this issue are
put as follows: “Coordination of any derivativegyuéation is vital. Unless rules in the United
States and Europe are synchronized, global tradevgably would shift to wherever the most
lenient rules exist” (The FRF, 2010a). Cintra aaghi~(2009: 14) put this fact as follows: “The
systemic risk of a breakdown of the entire finahsigstem makeshe adoption of a broader
system of regulation and supervision more and moseyitable. This ought to imply a
consolidation of the different regulatory agenchasth in Europe and in the United States”.

In this regard, the rules should be harmonised emordinated not just between
countries and also among the institutions withim ¢buntry requiring “the consolidatiaf the
country’s different regulatory agencies”. Withinetltountry, the regulatory or supervisory
authorities should get “increased powers” in ordesupervise “banks, insurance companies
and investment funds (including the hedogeds)” beside “financial holdings” (Cintra and
Farhi, 2009: 14). Cintra and Farf2009: 14) argue that by this way, Basel Il at abgl scale
would be improved by virtue of “the new rules fbetstructure of financial systems”, about
“the degreeof leverage stresstestsfor new instrumentsand corporate governance reflecting
the fiduciary responsibilities of financial instiilons”. Since they conclude that “The crisis laid
bare the obsolescence of the decentralized supeyvistructures, due to the degree of

interconnection among the different financial ingtons (banks, pension funds, insurance
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companies, investment funds) and markets (crealgitalsand derivatives)” (Cintra and Farhi,
2009: 14).

1. Regulations on Reporting, Registration, Liquidiy, Anti-Fraud and Anti-
Manipulation

a. Reporting and Registration Requirements

The first proposal is about “registering all detivas dealers and brokers”. This will
enable “a minimum competence level for the indigldl, who want to be derivatives dealers
and brokers, and also “background checks to détmatl and theft convictions for salespeople
and proper business organization for the institgiqDodd, 2002a: 17). In this regard, some
electronic derivatives trading platforms shouldab& paid attention since they “function like
brokers, and unforeseeable changes in the markaysagain elevate the role of brokers”.
Moreover, such derivatives dealers and brokers|dhaport all derivatives transactions, in
which they involved to the, designated regulatangharity. Such information on derivatives
transaction should cover all the details such a&épvolume, open interest, put-call volume
and ratios, maturity, instrument, underlying iteamounts traded between other dealers and
with end-users, and collateral arrangements” (Dafi)2a: 18). This would both improve
transparency and also protect the proprietary ddiiah would be kept “by the regulator in
order to detect and deter fraud, manipulation aotkrgial systemic breaks in the markets”
(Dodd, 2002a: 18). Cintra and Fa(BD09: 10) put it as follows:

“...the products negotiated on the OTC market hageofficial price, as they are

negotiated at prices not made public by the parfiéss lack of transparency in OTC
market prices, especially concerning those ofelitliquidity or in complex and

sophisticated packages, may prevent or hinder #hatuation... Already in the late
1990s some cases of losses on OTC markets werddamtified by companies at the
delivery date and not in the course of the opematind were at the origin of many
lawsuits against the financial intermediaries afséh operations. In the current crisis,

the problem resurfaced much more dramatica@thtra and Farhi, 2009: 10).
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The second proposal is about “requiring participaftounterparties) in derivatives
contracts to report their transactions to the dedigd regulatory authority”. Although all
exchange traded derivatives are reported to thbagxye and their clearing houses, most OTC
derivatives are not reported to such an authofityey are undertaken between two parties
through ISDA Master Trading Agreement (“Master Agrent”), which only “requires that the
counterparties to the derivatives trades exchawogéirmation messages to insure that all the
key terms are understood”. However, by this repgrtequirement by a CC the email message
or fax to the regulatory authority, OTC derivatiwgsuld be more transparent (Dodd, 2003: 21-
22).

The third proposal is about “requiring publiclydesd corporations to include an explicit
statement of their derivatives activities”. Sucformation would include “notional value (long
and short), maturity, instrument and collaterahagements”. Dodd (2003: 22) maintains that
“this would enable investors to better determinestubr the firm was under- or over-hedged,
and whether they were primarily acting as a prodocevholesaler”. This would be done “in
order to bring off-balance sheet activities inte #ame light as balance sheets”.

The fourth proposal is about “modernizing accouptinles and other financial market
regulations in order to properly account for emletiderivatives”. Although hybrid derivatives
which combine regular securities and loans witlivagives have an accelerating amount of use,
existing accounting rules or financial regulatioesnain inadequate to detect their potential
risks in order to charge extra capital for suckgisr even to prohibit such derivatives to certain
financial institutions, such as pension funds osumnce companies. It is noted that
“Modernized rules should reflect the market rislsasated with the attached or embedded
derivative and not merely the credit risk of théngiple of the security” (Dodd, 2002a: 18).
However, if such market risk is measured by jusatknto market (adjusting to market values)”
approach, then it will be inadequate for the OT@wagives. Cintra and Farlj2009: 10) put the

issue as follows:

“The new accounting rules, which ought to ensure #®ystem’s stability and
transparency, have contributed to enhance itsilitfadind lack of transparency, thus

triggering a liquidity crisis coupled with a trugtrisis. Indeed, level 1 assets
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(encompasses assets whose prices are establisHepiidnmarkets) only represented
about 9% of the total assets of US financial inftihs, 91% belonging to levels 2
(includes assets whose prices depend on modelsimgtits based on the prices of
assets negotiated on other markets) and 3 (refeaxssets whose markets are less liquid
and whose prices can only be determined by meammtifematical modef$)it is thus
difficult to deny that these financial institutioheld an excess of illiquid assets, which

the financial crisis re-priced at levels close ¢oa? (Cintra and Farhi, 2009: 10).

b. Liquidity Requirements

The proposal is requiring “OTC derivatives dealérsact as market makers and
maintain bid-ask quotes throughout the trading daybrder to maintain “market liquidity”.
Dodd maintain that dealers who have “privilege’nsteing from their role in the market and
have “privy to the most current changes in the mtirkhould have responsibility of market
makers by “maintaining liquidity and an orderly ket” (Dodd, 2002a: 18-19). In this regard,
Roy (2009a) maintains that “The administration jmsgs that most derivatives be traded on
exchanges, like stocks and bonds, and that dealgparticularly banks — buying and selling
derivatives meet robust requirements” (Roy, 200@a)this regard, he notes that if possible
“standardized” CDSs should be traded on excharmeasat least they should go through “a
central clearing hous order to reduce systemic risk when counterpartsl’ (Roy

2009a) On the other hand, he puts his concerns abobtgoposals as followsEven if

this measure is sidestepped, there are plentytadr atevils in the detail. How much of the
market should be “standardised”? ...Should the mumif clearing houses—which have
sprouted on both sides of the Atlantic—be limite@l?monopoly would be unhealthy, a
multiplicity inefficient (since netting would be tder). And who will regulate what? The

Securities and Exchange Commission and the Comynddittures Trading Commission

%It is noted that “By the end of 2006, the Finandaicounting Standards Board (FASB), which regulates t
accounting information of financial institutionstioduced a new classification of financial assetsetter determine
their prices” as “level 1, level 2 and level 3".tlms regard, it is argued that “A large portiontieé OTC derivatives
is to be found in level 2, whereas the mortgagesbaassets or other types of credit and investmengsivate
equity belong to level 3" (Cintra and Farhi, 2000).1
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(CFTC) will oversee contracts based on securitim$ @ommodities, respectively, but some

swaps straddle both categories” (Roy, 2009a).

c. Anti-fraud and Anti-Manipulation Authority

The first proposal is “strictly prohibiting frauchahe market and the manipulation of
market prices and making it punishable by civil arichinal penalties”. Dodd (2002a) puts it as
“In order to protect the integrity of market prices that they encourage the widest possible
market participation and do not signal distortingnals throughout the economy, fraud and
manipulation should be strictly prohibited and miwaible by civil and criminal penalties”
(Dodd, 2002a: 18).

The second proposal is about the “requirement tepafr large trader positions”. In
order to find out and prevent market manipulatibe,information regarding the each entity that
IS over a certain size of position in the markebréed by the derivatives dealers and exchanges,
would put together across markets. This proposglire extending the “know thy customer
rules” to “all financial institutions conducting rding, underwriting, repurchase agreement
transactions, securities lending transactions, ahdlerivatives transactions with entities in
developing countries”. In this regard, Dodd (200P8) maintains that some harmful derivative
vehicle such as Principal Exchange Rate Linked SI@RERLS) would be banned since they
“served no positive purpose for East Asian investond were primarily a stealth vehicle for
financial institutions in developed countries t@uaice long-dated short positions in developing
country currencie€®. In this regard, related with the last global finl crisis some CDSs, the

so-called “naked CDSs” would be banned also inm@@revent such speculative purposes.
2. Regulations on Capital and Collateral Requiremets
a. Capital Requirements

Capital requirements are about renewing existinmtaarequirements for “all financial

institutions, especially derivatives dealers thightinot otherwise be registered as a financial

19 see Partnoy (1998) in order to find out how tHasguments were used.
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*1 in order not only to prevent “the exposure toddréoss, but also potential future

institution
exposure and value at risk (VAR)” (Dodd, 2003: ZB)is is also critical issue for preventing
systemic risk in which the problems of one firm d@mtome the problems of others, especially,
for the dealers, of which “failure can lead to nergroblems such as illiquidity (market freeze-
up) or meltdown”. In this regard putting capitakhao functions. First it acts as an insurance as
“a buffer when the firm suffers from an adversergVeand second, it discourages the risky
positions due to “the capital requirement is appetely structured to be proportional to risk
exposure” (Dodd, 2003: 23). This issue is also wngial if the last global financial crisis is
considered with its background of “global shadowkKiag system”. This system is put by
Cintra and Farh{2009: 2) as follows: “A set of institutions whiadperated as banks without
being banks, raising resources in the short teparaiing with very high leverage and investing
in long-term and illiquid assets. Unlike banks, lear, these institutions were loosely
regulated and supervised, they did not have resest/eapital, they had no access to deposit
insurance, to the rediscount operations or to disé flesort credit lines of central banks. As a
result, they were highly vulnerable both to an Btees’ run (withdrawal of resources or
mistrust of short-term markets) and to asset infzaadevaluation of assets as compared to
liabilities)”.

Cintra and Farh{2009: 4) also put the way going to the participasftsuch institutions
in the credit markets as follows: “Since they condil create money by granting credit directly,
they made use of these short-term resources tomassbe counterparty of the banks”
operations, whether on the derivatives market,ingelprotection against credit risks, or
acquiring the credit backed securities or structupgoducts issued by the banks, whose

profitability was attached to the amortization loé toans. They thus came to participate in the

"Dodd (2003: 23) gives the examples to non-finanéilmhs acting as derivatives dealers as followsrdEn
Williams, El Paso and Duke energy corporations.
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credit market, raising short-term resources to fiamgj-term credit (such as 30-year mortgages)
and acting as quasi-banks” (Cintra and Farhi, 2@p9:

On the other hand, it is noted that capital in lagiounts should not be the case since it
has potential to create monopoly/oligopoly in tharkets in terms of financial institutions
acting as clearinghouses. It is put as follows: Keep new participants out of the business of
clearing trades, the established firms have rudgsiring incoming members to hold a certain
amount of net capital — in some cases $5 billionard they want to keep these thresholds
intact. While such a requirement sounds like a Wwagduce risk in the market by ensuring that
only players with deep pockets are allowed in, scemalysts say it heightens risk by
eliminating competition and allowing the systenbtdominated by institutions that are too big
and politically interconnected to fail” (The FRFQIDb). So, “multiple clearing brokers
involved with the clearinghouse to distribute tisk rand multiple dealers to provide liquidity
and continuity in markets in times of crisis” am@posed. However, it is very hard to put it in
action since it is put that “the big firms that baso dominated the swaps market will do all they
can to hang on to their hegemony. After all, swiading is one of the last bastions of lush
profitability, and Wall Street is desperate to pobtit” (The FRF, 2010Db).

b. Collateral Requirements

Collateral requirements are on “adequate and apptepcollateral or margin to be
posted and maintained on all derivatives transastioThey act as capital, but for transactions
not just for financial institutions. Thereby, itigs to prevent systemic risk in terms of
transactions. In other words, “in doing so it reglkdhe likelihood of default or other credit
related losses, and it reducing the market’'s valbiéty to a freeze-up or meltdown” (Dodd,
2002a: 20). The current market practice for theafseollateral is tackled both inadequate and

dangerous. Dodd (2003: 21) puts it as follows:

“Many firms trade derivatives without collateralpeactice known as trading on capital,
or trade with a high threshold of exposure befoollateral is required. Another
dangerous practice is to use illiquid assets dateohl. Yet another problem practice is

the requirement that a counterpart become ‘supegimed’ if its credit rating drops
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substantially. This change requires a derivativesinterparty to post substantial
amounts of additional collateral, and amounts karge demand for fresh capital just at
the time the firm is experiencing problems withdegquate capital. This market practice

creates a crisis accelerator” (Dodd, 2003: 21).

CONCLUSION

Since the beginning, there have been two main thets differentiate social sciences
from natural sciences: First is the fact that thsults that were reached at the end of a social
science study have not certain end like the onesradtural science study, due to there can be
two opponent results on the same subject, whiclestremely different from each other. The
second is that the researcher and the researclbtdaave “enough distance” in social sciences
because of the nature of the topics of the sociahses. These two facts have been observed
much more in especially vital subjects on the feitaf societies or markets, such as financial
openness or globalization. In this regard, denestiare one of these subjects since there have
been two opponent views about them, which are edhe different from each other of which
two examples are as follows:

“The derivatives genie is now well out of the betthnd these instruments will almost
certainly multiply in variety and number until soregent makes their toxicity clear. Central
banks and governments have so far found no efteatay to control, or even monitor, the risks
posed by these contracts. In my view, derivativesf@ancial weapons of mass destruction,
carrying dangers that, while now latent, are padiptiethal” (Buffet, 2002: 2).

The same topic, derivatives, is put by Savetra. (2000: 149) as follows: “Derivatives
are the greatest financial innovation of the laterttieth century”. Similar dilemma, which is
about the “delicate distance” that should be betwibe researcher and his/her research, is also
observed for derivatives, when the researcher peaally working for financial institutions
selling such contracts as dealers or working feerimational institutions of which their big
paradigmse.g. neo-liberal perspective, shape all their sub viemsorks.

So, the policy options should be as Garber and (1#B6: 229) put it “The policy
implication that emerges from this is that the giowf derivatives should be seen as a two-

edged sword that can be very beneficial if useggmy but can be harmful if not” for a win-
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win solution. Because, financial derivatives seém tell phones, which were also announced
as “the invention of the century”, good when useapprly, but when they are used improperly,
so long, for instance, they can be dangerous emeadult people, but in any case, they can be

much more dangerous for children. However, thissda# mean that they should be all banned.
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