Financial Derivatives



This page intentionally left blank



Financial Derivatives:
A Blessing or a Curse?

BY

SIMON GRIMA
University of Malta, Malta

and

ELEFTHERIOS I. THALASSINOS

University of Piraeus, Greece

EDITED BY

REBECCA DALLI GONZI
University of Malta, Malta

and

IOANNIS E. THALASSINOS
Gulf University for Science and Technology, Kuwait

P cmerelo
PUBLISHING

United Kingdom — North America — Japan — India — Malaysia — China



Emerald Publishing Limited
Howard House, Wagon Lane, Bingley BD16 IWA, UK

First edition 2020
Copyright © 2020 Emerald Publishing Limited

Reprints and permissions service
Contact: permissions@emeraldinsight.com

No part of this book may be reproduced, stored in a retrieval system, transmitted in
any form or by any means electronic, mechanical, photocopying, recording or
otherwise without either the prior written permission of the publisher or a licence
permitting restricted copying issued in the UK by The Copyright Licensing Agency
and in the USA by The Copyright Clearance Center. Any opinions expressed in the
chapters are those of the authors. Whilst Emerald makes every effort to ensure the
quality and accuracy of its content, Emerald makes no representation implied or
otherwise, as to the chapters’ suitability and application and disclaims any warranties,
express or implied, to their use.

British Library Cataloguing in Publication Data
A catalogue record for this book is available from the British Library

ISBN: 978-1-78973-246-7 (Print)
ISBN: 978-1-78973-245-0 (Online)
ISBN: 978-1-78973-247-4 (Epub)

ISOQAR certified
Management System,
awarded to Emerald
for adherence to
Environmental

standard £y

ISOQAR S0 14001:2004. ¢ N

LN
-~

T~

Certificate Number 1985
1SO 14001 INVESTOR IN PEOPLE



Contents

About the Authors
Acknowledgements
Chapter 1 The Perception on Financial Derivatives:
The Underlying Problems and Doubts
Chapter 2 Financial Derivatives Use: A Literature Review

Chapter 3 A Thematic Analysis and a Revisit to Literature
on Cases of Improper Use of Derivatives

Chapter 4 The Financial Derivatives Myths and Doubts:
A Conclusion

Appendix: Summary of Cases
References

Index

Vi

viii

23

65

163

173

191
227



About the Authors

Dr Simon Grima, PhD (Melit.), MSc (Lond), MSc (BCU), BCom (Hons) (Melit.),
FFA, FAIA (Acad), is the Head of the Insurance Department, in charge of the under-
grad and postgrad degrees in Insurance and Risk Management and a Senior Lecturer
at the University of Malta. He served as the President of the Malta Association of
Risk Management and the Current President of the Malta Association of Compli-
ance Officers. Moreover, he is among the first Certified Risk Management Profes-
sional (The Federation of European Risk Management Associations, [FERMA)),
is the chairman of the Scientific Education Committee of Public Risk Management
Organisation (PRIMO) and served as a member of the curriculum development team
of The Professional Risk Managers’ International Association (PRMIA).

His research focus and consultancy is on internal controls (i.e. risk manage-
ment, internal audit and compliance) and has over 25 years of experience varied
between Financial Services and with public entities in internal controls, invest-
ments and information technology. He acts as an Independent Director for
Financial Services Firms sits on Risk, Compliance, Procurement, Investment and
Audit Committees and carries out duties as a Compliance Officer, Internal Audi-
tor and Risk Manager.

He has been a member of the scientific committees and chair of international
conferences and is a reviewer and chief editor of some journals, books and book
series. Moreover, he has been awarded Outstanding Reviewer for Journal of
Financial Regulation and Compliance in the 2017 Emerald Literati Awards.

Eleftherios I. Thalassinos holds a PhD in Quantitative Methods and International
Finance (UIC, Chicago, 1983), three Doctor Honorius Causa (DHC) degrees in
Business and Economics (Danube’s University of Galati, 2013; University of
Craiova, 2015; and Rostov University of Economics, 2018), an MBA in Interna-
tional Business (De-Paul University of Chicago, 1979) and a BA in Economics
(University of Athens, 1976).

He holds a Jean Monnet Chair (1997) experienced in European Economic Integra-
tion and International Finance. He is the Editor-in-Chief of the European Research
Studies Journal since 1998, a 22-year-old international publication; the International
Journal of Economics and Business Administration since 2013, a 7-year-old interna-
tional publication; and the Founder and Chair of the International Conference on
Applied Business and Economics, an 18-year-old international conference.

He participates as an editorial board member in various journals; he is an
external advisor in European projects and an international consultant in public



About the Authors  vii

and private entities. His professional experience includes quantitative analysis,
technical and financial analysis, banking, business consulting, project evalua-
tions, international business, international finance and shipping.

He has an extensive record of lecturing in several universities around the world
(Europe, America and Asia), participating in international conferences as a key
note speaker, coaching PhD students, cooperating in projects and scientific initia-
tives through a worldwide network channel, the International Strategic Manage-
ment Association a non-profit scientific association, where he holds the position
of the Chair of the Board of Directors.

He has received three DHC degrees as a recognition to his efforts to promote
research and cooperation in former Eastern European countries. He has also
received a Honorius Medal of high recognition from the Rostov State University
of Economics in 2016 and from the University of National and World Economy
in 2017. Among others he is organising specific workshops promoting scientific
research and writing tips to young researchers and academics.

He has a long track of publications in many journals, collective volumes and
chapter books. Among them a publication as a chapter book in the World Scien-
tific Handbook in Financial Economics Series, Vol. 5, dedicated to the memory of
Late Milton Miller, Nobel Prize winner in Economics in 1990.

He is the editor of two collective volumes in Contemporary Studies in
Economic and Financial Analysis Series, Vol. 100 and Vol. 101, published by
Emerald and in Business, Technology and Finance Series (2019) published by
NOVA Science Publishers.

Parallel to his academic career he has performed as Banking Director for
12 years, Ministerial Advisor for 6 years, Public Servant for 4 years and independ-
ent consultant for many years.

About the Editors

Dr Rebecca Dalli Gonza, PhD, is a Lecturer at the Department for Construction
and Property Management. She is a registered and certified Civil Engineer by the
Chamber of Architects, Malta, and founded a business advisory service to assist
businesses in taking strategic decisions in 2013.

Dr Ioannis E. Thalassinos, PhD (University of Piraeus, Greece), MSc in Finance
(London Business School, UK), MBA and MSc in Economics (University of
Illinois, Chicago, USA) and BA (Athens University of Economics and Business,
Greece), is an Adjunct Professor at Gulf University for Science and Technology in
Kuwait. He has over 15 years of international finance experience including invest-
ment banking, corporate banking, strategic advisory and corporate development.
He works as a Global Investment Manager for the MA Kharafi & Sons Group
in Kuwait. He has previously worked for NM Rothschild & Sons and Barclays
Capital in London and Unicredit Corporate & Investment Banking and Deloitte
Management Consulting in Athens. His research experience includes quantitative
analysis, technical and financial analysis, banking, business consulting, project
evaluations, international business, international finance and shipping.



Acknowledgements

This work is largely based on an unpublished PhD thesis by Dr Simon Grima,
finished in 2011, ‘A study of Uses and Misuses of Derivatives’, at the University
of Malta, Banking and Finance Department, and some of his papers which are
referenced in the bibliography and text. Here, the authors introduce and discuss
financial derivatives, their uses and the debates surrounding their use by digging
into literature, theory and famous case studies.

We wish to express our gratitude to Dr Rebecca Dalli Gonzi and Dr Ioannis
E. Thalassinos for carrying out the editing of this book.

Moreover, we would like to show our warmest gratitude to our family especially
our wives Leanne and Sortiria for their continual support, patience, encourage-
ment and love and to God for giving us the strength and encouragement needed
to carry out this task.

Finally, we would like to thank Charlotte Maiorana for her interest and sup-
port and Charlotte Wilson for their wonderful step-by-step continuous guidance
through the production process. You have made working with Emerald most
rewarding.



Chapter 1

The Perception on Financial Derivatives:
The Underlying Problems and Doubts

This opening chapter introduces derivatives and the debates surrounding their
use. It highlights the scope for this book, provides the objectives, the intended
contribution, presents the problem and discusses some questions and curiosities
surrounding their use. Moreover, previous studies carried out on derivatives are
summarised herein.

1.1. Overview

Edington (1994) sees the opinions on derivatives as two opposing camps: ‘those
who embrace them as the “Holy Grail” of the new investment era, and those who
denigrate them as the financial Antichrist’. As this quote suggests, there are many
conflicting views and opinions on derivatives and their use. Derivatives are seen
either as useful instruments or as a complete waste of time and money (Dodd,
2002b). As defined by Hull (2008), derivatives are any ‘financial instruments that
derive their value from the value(s) of other, more basic, underlying variables’.
The underlying can be anything, for example, a financial asset or a rate, with
payments that are linked to an index, the weather in a specific region or the profit-
ability of selected companies (Stulz, 2005).

Stulz (2004) in his paper ‘Should We Fear Derivatives?’ specifies ‘two types
of derivatives: plain vanilla and exotic’. Plain vanilla derivatives are forward and
future contracts, swaps, options or a combination of these. Exotic derivatives are
all other remaining derivatives. These will be described in more detail in the sec-
ond chapter.

‘A Chronology of Derivatives’, by Chance (1995), focuses on the history and
development of derivatives. He notes that the start of derivatives came about at
around 580 Bc, ‘when Thales the Milesian, purchased options on olive presses
and made a fortune off a bumper crop in olives’. According to Chance, in 1700
BC, Jacob (Bible, Genesis chapter 29), ‘purchased an option, at a cost of seven
years of labour, that granted him the right to marry Laban’s daughter, Rachel’.
Chance identifies key historical moments in the derivatives development: the very
first derivatives exchange was the ‘Royal Exchange in London’, where forward
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contracts were carried out. The first ‘futures’ contracts are said to have been exe-
cuted in the 1650s in Osaka on Japan’s Yodoya rice market. Chance notes that the
next most important ‘event happened with the formation of the Chicago Board
of Trade in 1848’.

In another paper, ‘Demystifying Financial Derivatives’, Stulz (2005) notes that
until the 1970s, the derivatives markets were not always so large. However, the
changes in the economic climate and the advances in the pricing methodologies
of derivatives led to spectacular growth. During that period, the instability of
‘interest rates and currency exchange rates increased sharply, making it crucial to
find ways to hedge the relative risks more efficiently. Meanwhile, deregulation in
a variety of industries, along with soaring international trade and capital flows,
added to the demand for financial products to manage risk’. According to Stulz
(2005), the development, in the early 1970s of the Black-Scholes formula and
technology innovations which enabled faster and more efficient management of
computations, stronger network and communication infrastructures, changed
trading of derivatives drastically. Thereafter, financial engineers could build new
derivative products and find their value more easily.

The market for derivatives, according to the Bank for International Settle-
ments (BIS) Quarterly Review (2019), in the first half of 2018 stood at a notional
amount of outstanding of all types of over-the-counter (OTC) derivative con-
tracts of US$544.4 trillion at the end of June 2018 (gross market value of
US$9,662 billion). Although large, this was a slight decline from end-June to end-
December 2018, of approximately US$50.6 trillion.

Exchange-traded futures and options derivatives, however, measured by
notional amounts, stood at US$39 trillion and US$68.2 trillion as at December
2018 (BIS, 2019).

Therefore, there is a considerable need to further understand and contribute to
the scholarship on derivatives. Moreover, the large and variable market size neces-
sitates controls that are constantly kept up to date in order to prevent a potential
global financial crisis started by this instrument.

As we shall see in the next chapters, experience has indicated that derivative
products have transformed the way firms view financial risk and mitigate it. It
is no longer relatively simple and risks are changing continuously with innova-
tion. Risks are no longer nationwide but global and the internet and other fast
communication channels have further complicated the issue. In her article, ‘Are
Derivatives Financial “Weapons of Mass Destruction”?’ Simon (2008) explains
that although derivative instruments have been used to hedge risks that were pre-
viously left open, there are still those who are sceptical about using these instru-
ments. As the Group of Thirty (G30) (1993) note, users from ‘both inside and
outside of the financial industry, remain uncomfortable with derivatives activity’.
Moreover, over the years, we have seen a widespread increase in employment of
derivatives with adequate risk management systems. Nevertheless, not all firms
are immune to derivatives misuse.

In Philippe Jorion’s (1995, p. 4) ‘Big Bets Gone Bad’, he recites the words
of a Wall Street wise man Felix Rohatyn, who described derivatives as ‘finan-
cial hydrogen bombs created by 26 year-olds with computers’. He notes the
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description given to derivatives ‘a monstrous global electronic Ponzi scheme’, by
Henry Gonzalez, former House Banking Committee chairman. In a March 1995
broadcast of the CBS TV show 60 Minutes, derivatives were depicted as ‘too
complicated to explain but too important to ignore’. This show suggested that
derivatives are ‘highly exotic, little understood and virtually unregulated. Some
people believe they are so unpredictable they could bring down the world banking
system’ (Jorion, 1995, p. 4).

Hull (2008) highlights that the perception of derivatives as inherently bad
financial instruments which have led to large financial failures of companies and
government institutions. However, according to Cochran (2007), the understand-
ing of the concept of derivatives — ‘which most economists view as a positive
innovation that emerged over the past 30 years’ — is a predominant factor in the
global financial markets. Since many derivatives involve cross-border trading,
‘the derivatives market has brought increased international financial fragility
and the attendant need for greater supranational governance of the instrument’
(McClintock, 1996).

Becketti (1995) notes the popular belief that firm-specific risk and systemic
risk are increased by derivatives use and perceived to have threatening effects on
both the real sector and the financial system. Firm-specific risk includes ‘credit or
default risk, legal risk, market and liquidity risk, operating or management risk’.

He highlighted further that the greater competition and interconnectedness
between the financial institutions (both credit institutions and non-credit institu-
tions) and financial markets, the increasing concentration of derivative off bal-
ance sheet trading resulted in reduced transparency in disclosure of information
have intensified reactions to market disturbances.

Warren Buffett (2003), as noted by Simon (2008), describes derivatives in the
Berkshire Hathaway Inc. 2002 Annual Report as being ‘financial weapons of
mass destruction and contracts devised by madmen’. An article by Das (2005),
‘Traders, Guns and Money’, highlighted that ‘ever since Warren Buffett memo-
rably described derivatives as ‘financial weapons of mass destruction’ there has
been a thriller waiting to be written about them’.

Following the numerous cases of losses where derivatives have been used, the
question is whether derivatives and their markets are the real culprit that brings
about large failure and the losses by companies and government entities. Some of
these cases are summarised in the following chapters. Table 1.1 lists a summary
of some of the renowned trading losses ever, highlighted in literature. It demon-
strates the trouble that these derivatives instruments are perceived to have brought
to the economy and the losses derived from their use. All, except for a few (such
as Daiwa Bank in 1995), have involved the use of, and trading in, derivatives. In
addition, just to give a perspective of the losses, we added the percentage of the
total losses as summarised in this table. Moreover, Barth and McCarthy (2012)
note in their article, “Trading Losses: A Little Perspective on a Large Problem’,
when seen through the lens of relative size relative to the net equity, the losses of,
for example, Amaranth Advisors and LTCM and at the Investment bank Barings
were nearly equal to or exceeded those firms’ net equity and pushed all the three
into or close to insolvency.
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