Financial and Legal Analysis of Derivatives 25

Aliyev S.G.*

DOI: 10.25108/2304-1730-1749.i0lr.2024.74.25-34
UDC: 347.73

Financial and Legal Analysis of Derivatives

Abstract: This article delves into the derivatives market, focusing on its legal and financial
dimensions. Derivatives, financial instruments whose values are tied to underlying assets like com-
modities and currencies, serve pivotal roles in risk management and speculative investment. The
discourse outlines the dual utility of derivatives: firstly, as hedging tools that stabilize commodity
prices for producers and consumers, thereby insulating them from market volatilities; secondly, as
vehicles for speculators aiming to profit from price fluctuations. It categorizes derivatives into for-
wards, futures, options, and swaps, each with unique characteristics and applications in mitigating
specific financial risks such as liquidity and default risks.

The paper also examines regulatory responses, particularly in the aftermath of the 2007-2009
financial crisis, highlighting significant legislative reforms like the Dodd-Frank Act in the U.S. and
EMIR and MIFID Il in the EU. These regulations aim to enhance market transparency and reduce
systemic risks through stringent oversight.

In a comparative light, the document reviews Azerbaijan’s regulatory framework, underscor-
ing its alignment with global practices yet pointing out areas for improvement to avoid future crises.
This concise overview encapsulates the essence of derivatives, emphasizing their economic signifi-
cance, the inherent risks, and the critical need for effective regulation.

Keywords: derivatives; financial crisis; legislation of Azerbaijan; hedging; financial risks; in-
terest rate; types of derivatives; over-the-counter; CFTC; Markets in Financial Instruments Di-
rective.

Introduction

Trade of derivatives, as type of financial instruments, became a rapidly developed sector of
the financial markets over the past quarter of a century. A derivative is a financial instrument whose
value depends on, in the other words, derived from the value of some other financial instrument,
called the underlying asset [1]. Stocks, bonds, hard or soft commaodities (metals, petroleum, wheat
and other mining and agricultural products), currencies, stock exchange indices and etc. For easier
understanding, let’s define notion, types and explanation of the functions of derivatives.
Types of derivatives: how these derivatives overcome a number of financial risks

Rationale behind derivatives is manage or reduce risk originated from fluctuations in the price
movement which is inalineable part of modern economy. In this sense, two functions of using de-
rivatives come to the fore. First is hedging purposes, which buyers and producers of commodities
use derivative contracts for lock the price of commodities for a certain period of time in order to
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insure themselves from fluctuations in the market price, other words losing profit[5]. That is called
hedging against risk which may be resulted in losing profit. So, what is hedging, let’s define in a
several words. Hedging is a financial tool that party of a financial contract offsets a long position by
taking a short position and vice versa[4]. In other words, party who has taken long position through
buying security, then takes a short position via selling this security under financial contract in order
to hedging risks. Following example will explain the better understanding of derivatives in general
context.

Imagine a wheat farmer who plants a crop is concerned about the price of wheat which may
be fell before harvest. Therefore, farmer tends to sell the wheat under forward contract which is
type of derivative, in time of planting with a predetermined price, so that can eliminate profit lost in
time of harvest if the price has fallen. By doing this, the farmer moves from a long position to a
short position. At this time, the buyer of the forvard contract holding a long position under the for-
ward contract undertakes to buy the wheat, and the farmer holding a short position undertakes to
sell that wheat crop.At the time of harvest, three situations may happen. First, if the actual price of
wheat is equal to price of contract, interests of buyer and seller coincides and no one exposure any
price risks. In the second situation, actual price of wheat in time of harvest is less that contract
price, so farmer gained profit through hedging risks through lock the price with forward contract.
Last situation is generated when actual price of wheat exceed the contract price. In this time, farmer
is obligated to sell wheat under contract price even so, he could gain more profit according to cur-
rent price of wheat in time of harvest. Based on this example, it is worth to note that, hedging is not
designed to make profit, rather main purpose is the reduce or eliminate the risks against fluctuations
in the market prices [2].

Second purpose of derivatives is using them by speculators for gaining profit from volatile
price in the market. Traders may use forward contracts to speculate on the future price movements
of an asset, hoping to profit from predicting market movements accurately. In this case, derivatives
allow additional opportunities for speculators to take on risk in the expectation that they will be able
to outguess the market [3]. In this sense, we can say that the purpose of derivatives is to transfer risk
from one person to another since risk can be sold and bought through such financial contracts [2].

Four types of derivatives are distinguished in financial markets. These are:

a) Forward contracts;

b) Futures contracts;

c) Options;

d) Swaps [6].

Forward contracts are fundamental financial instruments in the derivatives market, used by
parties to buy or sell an asset at a predetermined future date for a price agreed upon today. These
contracts are customizable and traded over-the-counter (OTC), directly between two parties, with-
out the intermediation of exchanges [2].

Generally, hedgers take advantage of forward contracts in order to reduce expected volatility
of a price of asset as in wheat harvest example given above. In addition to notion, some specific fea-
tures of the forward contract should be mentioned for better understanding.

First of all, customization opportunities allow traders to include flexible terms according to
circumstances as they want. So that, forward contracts are highly customizable, allowing the con-
tracting parties to specify the terms, such as quantity, quality, and delivery details of the underlying
asset, to suit their specific needs and requirements [4]. On the other hand, the underlying asset in a
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forward contract can be virtually anything of value, including commodities, currencies, securities,
and interest rates.

Other distinguished feature is related to over-the counter (OTC) market. OTC is the market in
which financial instuments are traded through brokder-dealer network instead of centralized ex-
changes like the NewYork Stock Exchange (NYSE) where dealers gathered in person to trade
stocks, usually through a system of “open outcry” - shouting bids and offers or using hand signals
to make agreements [11]. Unlike futures contracts (will be discussed detailed below) which are
standardized and traded on exchanges, forward contracts lack standardization and are negotiated
directly between parties [7; 8]. Since these contracts are private agreements, there is a risk that one
party may default on their obligations, known as counterparty risk. This risk is higher in forward
contracts compared to exchange-traded derivatives, which are typically cleared through a central
clearinghouse that guarantees the trade.

Futures contracts, which are essentially the same as forward contracts but differ in their
technical characteristics, are widely used by both institutional investors and retail investors. The
main feature that distinguishes these two types of derivative financial instruments is the places
where they are traded and standardized terms which are peculiar to futures [7; 9].

Futures contracts are much more affordable than forwards that they suffer from two main
problems that seriosly limit their practicality. First one is liquidity risk called as lack of liquidity
and another is default risk [4]. Following example on interest rate forward and future contracts will
provide better understanding about those risks, as well as, how futures cover and handle liquidity
and default risks.

Interest-rate forward contract is a future sale of a interes-rate based debt instrument such as
bonds and have several dimensions: (1) specification of the actual debt instrument that will be de-
livered at a future date, (2) amount of the debt instrument to be delivered, (3) price (interest rate) on
the debt instrument when it is delivered, and (4) date on which delivery will take place[4]. An ex-
ample of an interest-rate forward contract might be an agreement for the bank to sell to the retail
company, one year from today, 1000 AZN face value of the 5s of 2028 bonds of Ministry of Fi-
nance (coupon bonds with a 5% coupon rate that mature in 2028) at a price that yields the same in-
terest rate on these bonds as today’s, say, 6%. Because retail company will buy the securities at a
future date, it has taken a long position, while the bank, which will sell the securities, has taken a
short position.

Why would the bank wants to enter into such a contract with the company? Because these
bonds bought by the bank are medium-term bonds, it is worried about the value of the bonds falling
in the future if the interest rate rises. Therefore, the best way to get rid of said risk is to contract to
sell these bonds at a future date at the current face value price. In this case, bank get to agreement
with the retail company to sell 1000 AZN face value of the 5s of 2028 bonds of Ministry of Finance
at par one year from today. By entering into this forward contract, bank has locked in the future
price and so have eliminated the price risk the bank faces from interest-rate changes. In other words,
bank has successfully hedged against interest-rate risk.

Why would the retail company wants to enter into such a contract with the bank? Thus, the re-
tail company intends to invest for the next year in order to obtain premiums from the bonds, but it is
wary of the increase in the value of the bonds due to the decrease in the interest rate in the period
between now and next year. By using the forward contract, company is able to lock in the 5% inter-
est rate on the MF bonds which will be sold to it by the bank.
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The advantage of forward contracts is that they can be as flexible as the parties involved want
them to be. This means that parties may be able to hedge completely the interest-rate risk for the
exact security it is holding in its portfolio, just as it has in our example.

As we said at the beginning, forwards suffer two main pitfalls: lack of liquidity and default
risk. It is hard to find out most appropriate counterparty, since contract itself comprised of specific
terms which are customized according to will of the seller [2]. Another reason is that unlike futures
contracts, forward contracts typically do not have a secondary market, making them less liquid. Par-
ties generally cannot easily exit their obligations without the consent of the other party, unless they
negotiate a cancellation or offsetting contract. Therefore, in the parlance of financial world, forward
market suffers from lack of liquidity.

The second problem with forward contracts is that they are subject to default risk [2; 4]. Sup-
pose that in one year s time, interest rates rise so that the price of the 5s of 2028 falls. Retail compa-
ny might then decide that it would like to default on the forward contract with the bank because it
can now buy the bonds at a price lower than the agreed price in the forward contract. Or perhaps
company will go bankrupt during the year and therefore no longer exist to meet the terms of the
forward contract. Since there is no outside organization guaranteeing the contract, the only recourse
is for the bank to go to the courts to sue compant, but this process will be costly. Furthermore, if
retail company is already insolvent, the bank will suffer a loss; the bank can no longer sell the
bonds at the price it had agreed with retail company, but instead will have to sell them at a much
lower price because the price of these bonds has fallen.The presence of default risk in forward con-
tracts means that the parties to the forward contract must ensure that each other is financially stable
and will fulfill their contractual obligations.

A number of features of futures contracts are designed to overcome the liquidity problem in-
herent in forward contracts. The first feature is that, unlike forward contracts, the delivered quanti-
ties and delivery dates of futures contracts are standardized, which increases the possibility of
matching the various parties in the futures market, thereby increasing market liquidity. The second
feature is that a futures contract can be traded (bought or sold) at any time after it is bought or sold,
until the delivery date. In contrast, a forward contract cannot normally be traded once agreed.

In order to deal with the default risk problem, trading in the futures market is organized
somewhat differently from the forward market. Thus, in both types of contracts, the buyer who
takes a long position and the seller who takes a short position must participate. However, the parties
to the futures contract do not make a contract with each other but with the clearing house or clearing
corporation separately [2]. The clearing corporation, which operates like a large insurance compa-
ny, is the counterparty to both sides of a transaction, guaranteeing that they will meet their obliga-
tions. In this case, buyer of the futures contract does not need to worry about the financial health or
reliability of the seller, or vice versa, as in the forward market. As long as the clearing house is fi-
nancially sound, buyers and sellers of futures contracts do not have to worry about the risk of de-
fault. Only requirement is to deposit in the minimum amount which is called as margin requirement
and demanded by clearing house to assure that none of parties will prejudice contract and will pro-
vide financial stability of clearing house [4].

Another instrument for hedging interest-rate, foreign exchange, and stock market risk in-
volves the use of options on underlying assets. The parties to the option are the option writer, who
acts as the seller, and the option holder, who acts as the buyer, on the other hand. An option is simi-
lar to futures and forward contracts, but unlike the above, an option is an obligation for only one
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party. The holder of the option can exercise the option only if it is profitable. Options are contracts
that give the purchaser the option, or right, to buy or sell the underlying asset at a specified price,
called the exercise price or strike price, within a specific period of time (the term to expiration)
[10].Obligation of the seller is to buy or sell the underlying asset to the buyer, if the buyer who is
the option holder afterwards, realize his right to sell or buy. The option holder has no obligation to
exercise the option and may even let to expire the option without using it. In contrast, the seller has
no choice but to buy or sell the option if it is exercised by the option holder. There are two types of
option: call and put options [2].

Call option grants to the option holder the right to buy a underlying asset (stock) from the op-
tion writer at a prearranged price within a contract period. For example, any investor buys a call op-
tion on shares at a strike price of 100 AZN from any company. If the price shares of company will
rise from strike price, option holder will buy it and gain profit. Suppose that, at the end of the con-
tract, price of shares goes up and now price of shares is 130 AZN. In this case, option writer must
sell the shares at a stike price, if option holder uses his right to buy. Thus, by buying a share worth
130 AZN at a strike price of 100 AZN, the option holder gets a profit of AZN 30, just as he can sell
shares in the open market at the current price.

Put option, conversely, grants to the option holder the right to sell a underlying asset (stock)
to the option writer at a prearranged price within a contract period [3; 4]. Let's go back to our ex-
ample above. Now, investor buys a put option on shares at a strike price of 100 AZN from cop-
many. If the value of shares will falls below strike price, option holder will sell them in order to get
benefit. For instance, price of shares falls and price of shares is 80 AZN at the end of the contract.
Option holder will sell shares at a strike price of 100 AZN and will gain 20 AZN profit.

Through the examples shown, we can see how options stack up against the stock risk that in-
vestors may face while trading operations.

Swaps are private agreements between parties to exchange cash flows or other financial in-
struments [6]. Interest rate swaps and currency swaps are common, used mainly for hedging [7].
Currency swaps are about exchange of set of payments in one currency with exchange of set of
payments in another. For example, commercial bank in Azerbaijan enters into a contract to buy
USD at a today’s rate, let’s say at rate of 1.70 in the exchange of AZN with any commercial bank in
USA for next year. By doing so, the local bank protects itself from currency risk that may occur
within a year. Interest-rate swaps involve the exchange of one set of interest payments for another
set of interest payments, all denominated in the same currency. For instance, one party concurs to
pay fixed interest rate, and in exchange the counterparty agrees to pay fixed interest rate. In this
case, the parties protect themselves against financial loss in the event of interest rate fluctuations by
equating their fixed-rate income with their variable-rate liabilities, or vice versa.

Legal regulation of derivatives within the framework of comparison of foreign and national
legislation

Financial market risks proves that participants of derivative market is vulnerable in case of
absence of comprehensive and well-designed regulatory mechanisms [13]. Therefore, the deriva-
tives market should be regulated at the national or regional level, like the securities market, and in-
stitutions should be organized to carry out this regulation. The conducted observations suggest that
since derivatives trading is more widespread in the United States and Europe, the relevant mecha-
nisms for their regulation have also been implemented in these regions. Of course, it is an undenia-
ble fact that the financial crisis of 2007-2009 also led to large-scale reforms in the regulation of se-
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curities and derivatives markets [17]. Application of Dodd-Frank Wall Street Reform and Consum-
er Protection Act in USA and The European Market Infrastructure Regulation (EMIR) and The
Markets in Financial Instruments Directive Il (MiFID I1) in EU can be examples for such mecha-
nisms. Also, the “unregulated” or “less regulated” over-the counter (OTC) derivative market, which
was left out of centralized public control, was the main reason for the emergence of financial-legal
regulations [15].

In USA, the main legal authorities for derivatives regulation are the Commaodity Exchange
Act (the CEAct) and the regulations of the Commodity Futures Trading Commission (the CFTC)
[12]. There is no meaningful regulation of the derivatives markets at the state or local levels, and
the CFTC, with certain exceptions, acts as the sole and exclusive regulator of that activity at the
federal level.

On the other hand, the Dodd Frank Act was introduced as a response to the financial crisis
and to prevent such a crisis from happening again [14]. So that, soft regulations up to crisis, led to
extremely risky lending practices, which caused a housing sector bubble that ultimately burst and
drove the global crisis, the need for public bailouts of financial institutions, and the recession.
Through passing this act, it is established a number of new government agencies whose main tasks
are supervising the various components of the law within the financial system. Financial Stability
Oversight Council and the Orderly Liquidation Authority were created in order to monitor the fi-
nancial stability of major financial firms for ensuring financial stability within entire countiry in na-
tional and federal level. Also, the Consumer Financial Protection Bureau (CFPB) was established to
prevent predacious mortgage lending practices and assisting to customers to understand the terms of
contract before arrangament which were inalienable reasons for 2008-2009 financial crisis [14].

One of the regulatory mechanisms in EU is EMIR which came into force on 16 August 2012
and “introduced requirements aimed at improving the transparency of Over-The-Counter (OTC)
derivatives markets and to reduce the risks associated with those markets. In order to achieve this,
EMIR requires that OTC derivatives meeting certain requirements are subject to the clearing obliga-
tion and for all OTC derivatives that are not centrally cleared that risk mitigation techniques apply.
In addition, all derivatives transactions need to be reported to trade repositories (TRs). Finally,
EMIR establishes organisational conduct of business and prudential standards for both trade reposi-
tories (TRs) and central counterparties (CCPs). In order to achieve its goals, the EMIR is introduc-
ing a number of key obligations for counterparties in the derivatives markets [18]”. As a result we
can say that, the objective of the European Market Infrastructure Regulation (“EMIR”) framework
is to reduce financial infrastructure systemic risk’s.

The Markets in Financial Instruments Directive as another regulatory mechanism of EU, was
drafted in 2004 and came into force after 2007 within whole EU territory. But because MiFID was
limited to equities and did not regulate derivatives, was replaced by MiFID Il in 2018 which is ex-
tended the requirements to issuers of all types of securities, including debt securities, derivatives
and structured instruments [16].

There are relevant legislative acts regulating the trading of derivatives in the financial market
of Azerbaijan. The main normative legal acts in this field include the Civil Code and the Law “On
Securities Market” of Republic of Azerbaijan. Article 403-1 of the Civil Code is about derivatives
and defines their types, definition, general norms of placement and circulation. As can be seen from
the article, only futures, options and swaps are related to derivatives in the Republic of Azerbaijan,
and it is determined that their trading should be carried out on the stock exchange [19].
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Furthermore, Law “On Securities Market” determines principles and procedures for issue,
state registration, public offering of investment securities; depository and post trading systems; cir-
culation of securities and derivative instruments; organization, management and liquidation of per-
sons holding licenses in the securities market and the central depository; legal and economic
grounds for relations related to protection of investors’ rights and as well as regulation and supervi-
sion in the securities market [20]. This law also regulates the duties and general rules of activities of
investment companies that carry out transactions with derivatives, the stock exchange that organizes
public trading of derivatives, clearing organizations that carry out settlements, as well as issues re-
lated to the prevention of abuses in the derivatives market. It should also be noted that the “Regula-
tion on placement and circulation of derivative financial instruments” adopted by the decision of the
State Committee on Securities of the Republic of Azerbaijan regulates technical issues such as
placement and circulation of derivative financial instruments through the stock exchange in a stand-
ardized form [21].

Conclusion

In conclusion, as a result of the comparative analysis of local and foreign legislation, it can be
concluded that the purchase and sale of derivatives is not allowed over-the-counter like in other
countries. Perhaps it is for this reason that the regulation of forward contracts, and hence their at-
tribution to derivatives, has not been determined by legislation. Otherwise, derivatives, which are
still new concepts in terms of modest financial instruments for our country, would be left out of
such lax regulation and centralized state control, putting other market participants in a difficult situ-
ation, and worst of all, it could lead to a repetition of the 2007-2009 crisis in the United States.
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DUHAHCOBO-NIPABOBOI aHAJIN3 1ePUBATHBOB

AHHOTauus: PaccMarpuBaeTcsi ppIHOK AEPUBATUBOB, €TO MPABOBBIE U (DMHAHCOBBIEC ACTIEKTHI.
JlepuBaTuBBl — 3TO (PMHAHCOBBIE MHCTPYMEHTHI, CTOUMOCTb KOTOPBIX 3aBUCHT OT 0a30BBIX aKTH-
BOB, TAKUX KaK TOBApHI U BaTtOThl. OHU BBIMOJIHAIOT KJIIOUEBbIE (PYHKIIMH B YIIPABIEHUU PUCKAMH U
CHEKYJISATUBHBIX MHBECTULMAX. ONUCHIBAIOTCS JABE OCHOBHBbIE (DYHKIIMU JAECPUBATUBOB: BO-TIEPBBIX,
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KaK MHCTPYMEHTOB XE€KUPOBAHMSI, CTAOMIM3UPYIOUIUX IIEHBI HA TOBAapbl IS MPOU3BOAMUTENCH U
noTpeduTesneil M 3alUIIAINUX UX OT PHIHOYHBIX BOJIATHUIBHOCTEH; BO-BTOPBIX, KaK CPEACTB IS
CIEKYJISTHTOB, CTPEMSIIUXCS M3BJICUb MPUOBLIH U3 KOJeOAHUU 1eH. AHAMH3 KIACCUPUIUPYET JIe-
puBaTUBLI Ha (hopBapbl, PHIOUEPCHI, OMIIUOHBI U CBOIIBI, KAXK/IBIH U3 KOTOPBIX UMEET YHUKAIILHBIC
XapaKTEPUCTUKU U PUMEHEHHE JIJIsI CMSITUYEHUsI KOHKPETHBIX (DMHAHCOBBIX PUCKOB, TAKUX KaK PHUC-
KM JINKBUTHOCTH ¥ HEBBITTOJTHEHUST 00513aTEIHCTB.

Kpowme Toro, paccmarpuBaeTcsi peakiysi peryisTopoB, 0COOCHHO ociie (UHAHCOBOTO KPU3HU-
ca 2007-2009 romoB, BbIACIAS 3HAYUTEIBbHBIE 3aKOHOAATEIIbHBIC peOpMbI, Takue Kak 3akoH Jloj-
na-®panka B CIIIA u EMIR u MiFID II B EC. DTu perynsauuu HarpaBiieHbl Ha yBEIUYCHHUE MPO-
3payHOCTH PbIHKA U CHUYKEHUE CUCTEMHBIX PUCKOB UY€pe3 CTPOroe HaJA30pHOE PEryIUPOBAHUE.

B cpaBHUTENbHOM KOHTEKCTE pacCMaTpHUBAETCs PETYJsATUBHAs paMmka AsepOaiikaHa, MOJ-
YEPKHUBACTCS €€ COOTBETCTBHE MUPOBBIM IMPAKTHKAM, HO TaKXKe YKa3bIBass Ha 00JIacTH JUIsl YITydIle-
HUS, 9TOOBI M30€KaTh OYIyIIUX KPU3HCOB. DTOT KpaTKUii 0030p 3aXBaThIBACT CYTh JCPUBATHUBOB,
MOAYEPKHUBAsi X YKOHOMUYECKOE 3HAYCHHUE, CBSI3aHHBIE C HUMU PUCKU M KPUTHUUECKYI0 HEOOXOIu-
MOCTb 3()(PEKTUBHOTO PErYyIHUPOBAHUSL.

KitoueBble cioBa: nepuBaTuBbl; (PMHAHCOBBIM KPU3UC; 3aKOHOJATENILCTBO A3epOaiimikaHa,
XeKUpOoBaHue; (pUHAHCOBBIE PUCKH, MPOLIEHTHAS CTaBKa; BHUJbI JI€PUBATHUBOB; BHEOUPKEBOU phI-
Hok; CFTC; JlupextuBa o pblHKaxX (PMHAHCOBBIX HHCTPYMEHTOB.
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