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DERIVATIVESUSAGE IN RISK MANAGEMENT
BY TURKISH NON-FINANCIAL FIRMSAND BANKS:
A COMPARATIVE STUDY

Yakup Selvi
Ash Turef

ABSTRACT: The purpose of this study to compareptbeious research about how the non-
financial companies listed in the Istanbul Stocklange (ISE) and deposit banks in Turkey have
disclosed information regarding the usage of ddmxes, and the accounting treatment of these
derivatives. The results of these studies inditiaé banks and the non-financial companies listed
in the ISE-100 Indices, which represent 86 % ofrtfagket capitalization, use derivatives mainly
for hedging purposes. However, the evidence thayt tisually prefer reporting their gains/losses
arising from these transactions as “held for tragininstead of applying “hedge accounting”,
since they could not meet the compulsory criteraescribed in the IAS 39.
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Introduction

Over the last decade the business environmentdwsrie more and more global, which has
led to an increasing level of competition but ads@bled entities to gain access to new customers
and additional resource markets. With a growingediity of international business operations an
increase in risks naturally comes along, especialth risks related to financial issues such as
fluctuating currencies, commodity prices and ingemates. When companies face those kinds of
risks, a common way to deal with such issue isubage of hedge instruments. Hedging can
basically be described as an attempt to reduceskef an underlying transaction by concluding an
adverse transaction in order to offset the riskau@ih M.et al., 2008). New financial instruments
such as derivatives have been intensively usedetigén these risks. Derivatives are kinds of
financial instruments whose changes in market vaee depending on changes in underlying
variables(asset and/or liabilities)Common examples of underlying variables are @#terates,
exchange rates, stock prices, stock-market indargsrices of commaodities. Besides hedging risks,
derivatives can be used for trading (speculativeppsesThough the primary users of derivatives
are financial institutions such as banks, insuractawepanies, and investment managers, the usage
of derivatives by non-financial firms is considdeBartram Sohnke M. et al., 2006, p.4).

To improve the transparency with respect to dereatnstruments and to avoid large
derivative losses from speculation, the StandatteSehave required firms to disclose more and
more of their derivatives information (Nan L., 200Globally, International Accounting Standard
Board (IASB) has been issuing standards about aticgufor derivatives.

In this study, we compare the previous researchlvi(Seet al., 2007, Turel A., 2008) about
the usage of derivatives and the accounting tredtmiethese derivatives in the annual reports by
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the non-financial companies listed in the IstarBidck Exchange (ISE) and deposit banks operate
in the Turkish Banking Sector (TBS).

Prior Research

Several studies have investigated derivatives u$agesk management purposes in the
United States (US). The often cited Wharton Surv@§sdnar et al.,, 1998) provide detailed
descriptions of derivatives usage among US nomtiad firms. A number of similar studies have
examined derivatives usage in several countriasdi&t include: New Zealand (Berkman et al.,
1997), Sweden (Alkeback and Hagelin, 1999), Germglyamornsiri and Schroeder, 2004),
Belgium (De Ceuster et al., 2000), UK (Joseph, 2008llin et al., 2001). Purpose of this paper is
to add to the countries in this list by investiggtderivatives use among firms in Turkey.

Bodnar et al. (1998) found that derivatives useaswidespread, with less than half of the
population of firms using financial derivatives ariy kind. While the intensity of derivatives use
appears to be increasing among the firms usingateres, no compelling evidence iuggests that
the total percentage of firms using derivatives tla@nged dramatically over the past four years.
Foreign-currency derivatives are the most commasigd, followed by interest-rate, commodity,
and equity derivatives, respectively.

Alkeback and Hagelin (1999) studied derivativesgesia Sweden. Their findings show that
the lack of knowledge about derivatives within fimen is the main concern of Swedish firms. De
Ceuster et al. (2000) found that Belgian firms fodheir hedging strategies more on reducing
earnings volatility than on reducing cash flow \ibity.

Berkman et al. (1997) studied derivatives usageN@w Zealand. They found that, in
comparison with US firms, New Zealand firms hedgaenfinancial risk across all size categories.
Mallin et al. (2001) sent a questionnaire to theaficial directors of 800 UK non-financial listed
firms. They found that the primary objective citeyl the firms for using derivatives is to manage
fluctuations in accounting earnings, a view thainsonsistent with theoretical arguments on risk
management.

Bhamornsiri and Schroeder (2004) examined the dmeparts of the 30 companies that
comprise the Dow Jones Industrial Average to datexnthe extent to which these companies
complied with the provisions of SFAS No. 133. Adliag to their findings, a large number of the
sample companies reported that the effect of thealging activities was immaterial. The study also
found that the information disclosed about the \dgives held by the sample of companies was
scattered throughout their annual reports, hardunderstand, difficult to follow and lacked
uniformity.

Zhang (2009) found that, volatility of cash flowdansk exposures related to interest rate,
foreign exchange rate, and commodity price decreasgnificantly for Ineffective
Hedger/Speculator firms but not for Effective Hedgi#rms, suggesting that Ineffective
Hedger/Speculator firms engaged in more prudektmanagement activities after the adoption of
SFAS No0133.

Joseph (2000) studied the relationship betweenustee of hedging techniques and the
characteristics of UK multinational enterprises (EBY. All the firms in his sample hedge foreign
exchange (FX) exposure. The results indicate thafitins focus on a very narrow set of hedging
techniques. They make much greater use of deraatiian internal hedging techniques. Clark
(2009) found that there is no direct link betweésk rmanagement and hedge accounting. In
particular, hedge accounting is not applied teatinomic hedge relationships.

Bartram et al. (2009) found strong evidence thatube of financial derivatives reduces both
total risk and systematic risk. The effect of dative use on firm value is positive but more
sensitive to endogeneity and omitted variable corseceHowever, using derivatives is associated
with significantly higher value, abnormal returasid larger profits during the economic downturn
in 2001-2002, suggesting firms are hedging downssgike
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Bartram et al. (2006) found that derivative ussighificantly related to important financial
characteristics such as leverage, debt maturity,hetdings of liquid assets, dividend policy, and
operational hedges. Their results suggest thatesulesit research should examine more complex
models of firm risk that can better explain theeroff derivatives in overall financial policy and
potentially resolve some of the apparent confiath theory that we document.

The Regulatory Framework for Derivatives

Some problems exist related to the accounting ambrting practices for derivative
instruments and hedging activities. Such as;

a)Recognition problem. How to record them?

b) Measurement problem.

a.Do we measure them at the reporting date?

b.If yes, which value will be used for measurement?

c.And, how to record the gain or losses that is #sailt of the measurement?

c)Disclosure problem. How to disclose them in finahstatements?

To overcome these accounting problems, standatersétave been issuing some standards
locally or globally. Globally the IASB, issued IAS2 (Financial Instruments: Disclosure and
Presentation) in June 1995 and IAS 39 (Financisifrliments: Realization and Measurement) in
December 1998. After considerable debates abobilgms of these standards, IASB revised these
two standards. Lastly, International Financial Répg Standard (IFRS) 7 “Financial Instruments:
Disclosures” was published in August 2005.

The objective of IAS 32 is to enhance financialtestzgent users' understanding of the
significance of financial instruments to an ensitfjhancial position, performance, and cash fldws.
The objective of IAS 39 is to establish principléss recognizing, and measuring financial
instruments in the financial statements of busirergerprises (Deloitte Touche Tohmatsu (eds.),
2002, p.76). The objective of IFRS 7 is to requargities to provide disclosures in their financial
statements that enable users to evafuate

a) the significance of financial instruments for thatig’'s financial position and
performance;

b) the nature and extent of risks arising from finahanstruments to which the entity is
exposed at the reporting date, and how the entilyages them.

IASs and IFRSs have become effective in the membentries of European Union since
January 1, 2005.

In national dimension, Banking Regulation and Swvigean Agency of Turkey, Capital
Market Board of Turkey and Turkish Accounting Startd Board (TSAB) published accounting
regulations about derivatives and hedge accouniihg. TASB translated the complete set of the
IFRS’s and IAS’s and published the translation lacldring them as the Turkish Financial
Reporting Standards (TFRS'’s) in April 2006. Thisswthe major move from the Turkish
government towards a complete adoption to the IBRS&listed and unlisted Turkish companies.
TFRS’s are fully compatible with IFRS’s. By this phementation accounting practices become
compatible with the regulations of the EU and 1I0SQQernational Organization of Securities
Commission).

In Turkey, the Capital Market Board of Turkey (CMB)the regulatory and supervisory
authority in charge of the securities markets. ChMBued a broad set of financial reporting
standards(Capital Markets Board, 2003) that ary tdmpatible with all International Financial

® http://www.iasplus.com/standard/ias32.htm, July 2006.
*http://www.kpmg.lu/Download/IFRS%20Briefing/IFRSBfing%20Sheet%20-%20Issue%2034.september2005.pdf,
July 20, 2006.
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Reporting Standards. These standards become weffefdr the financial statement of listed
companies in the ISE covering periods beginningoafter January 1, 2005. The Turkish Capital
Markets Board published the latest communiqué alamebunting on April 9, 2008 (Capital
Markets Board, 2008). According to the latest comigué, companies registered at the Turkish
Capital Markets Board have to implement Turkishaitial Reporting Standards as adopted by the
EU and disclose this fact in their published finahstatements.

The Turkish Banking Regulation and Supervising Ageissued fegulation on accounting
principles’ on June 22, 2002. The purpose of this regulatvas to determine the basis, principles
and procedures regarding to provide transparendyuaiformity in accounting and record order of
banks. With publishing the new document, the agetoepted the implementation of the Turkish
Financial Reporting Standard’s starting by Jandarg007.

However, the most effective standard setter in &yrkhe Ministry of Finance had not yet
eliminated its regulation on accounting standamigsén M.A., 2008, pp.13). The Ministry of
Finance’s Uniform Accounting Standards and the Rdl&lan of Accounts are still operative until
now. All tax-paying accounting units in Turkey htw prepare their income and corporation tax
returns in accordance with the Ministry of Finastandards and Chart of Accounts published on
26 December 1992.

Turkish Experience about Derivatives

Two empirical studies (Selvi Y. et al., 2007; Turel 2008) have been made about the
derivatives disclosed in financial statements ink€y. The aims of these studies are to find out the
use of derivatives and the accounting treatmettteif transactions by the non-financial companies
listed in the Istanbul Stock Exchange 100 IndeXE{I®0) (ISE-100 listed companies represent
86% of market capitalization), and the deposit Isahiat operate in Turkish Banking sector.

For this purpose, December 31, 2006 dated consetidaancial statements and disclosures
related to these financial statements of 79 noariimal companies and 33 Deposit Banks are
examined. From 33 Deposit Banks 21 of them aredist ISE-100 Index.

Table no.1
Companiesthat arelisted in the I stanbul Stock Exchange-100
Financial Non-Financial | Total
Companies | Companies
ISE-100 21 79 100

Table no.1 and Table no. 2 reports the number®wipanies that are listed in the Istanbul
Stock Exchange-100 and the number of banks opgratifurkey. Although in Turkey 50 banks
are operating in 2006, our study only covers thmdi banks (33 banks).

Table no. 2
Banks Operating in Turkey Based on Operation
Deposit Participation, |Total
Banks Development
& Investment
Number of Banks 33 17 5(

Table no. 3 shows the percentage of using derisitdi non financial companies in ISE-100
Index and deposit banks. According to the Tabld53p of the non financial companies in ISE-100
Index and 85% of deposit banks in Turkey are usliegvative instruments. This finding supports
that derivatives are widely used by banks in Turkey
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Table no. 3
Usage of Derivative I nstruments
Yes No Total
| SE-100 28 51 79
% in ISE-100 35%| 65%| 100%
DEPOSIT BANKS 28 5 33
% in 33 DB 85%| 15%| 100%

Table no. 4 breaks down derivatives usage by typmstruments. Forwards (64%) and
swaps (39%) are the most commonly used instrumesige options (18%) and futures (11%) are
much less common by non financial companies in 18&-Index. Also we observed that forwards
(89%) and, swaps (100%) are both extensively ugetdamks in Turkey. On the other hand, we

found that deposit banks use futures and option® xtensively than non financial companies in
ISE-100 Index.

Table no. 4
Types of Derivative I nstruments Used
Forward |Futures |Option |Swap |Other |Not

Mentioned
| SE-100 18 3 5 11 0 1
% in 28 Companies 64% 11% 18%| 39% 0 4%
% in ISE-100 of 79 23% 4% 6%| 14% 0 1%
Deposit Banks 25 11 14 28 6 0
% in 28 DB 89% 39% 50%| 100%| 21% 0
% in 33 DB 76% 33% 42%| 85%| 18% 0

Derivatives users are classified by the underlyaget in Table-5. Most common is the use
of currency derivatives (82%) by non financial canigs in ISE-100 Index, (100%) by deposit
bank, followed closely by interest rate derivati@4%) by deposit banks and (25%) by non

financial companies in ISE-100 Index. Only one dgfplobank employs derivatives in order to stock
index derivatives.

Table no. 5
Used Derivative Instruments that are based on

Currency |Interest Commodity /| Stock

Price I ndex
| SE-100 23 7 6 0
% in 28 Companies 82% 25% 21% -
% in ISE-100 of 79 29% 9% 8% -
Deposit Banks 28 18 0 1
% in 28 DB 100% 64% 0 4%
% in 33 DB 85% 55% 0 3%

Table no. 6 reveals the objectives of the derieatisage by non financial companies in ISE-
100 Index and banks in Turkey. We observed that 82%e non financial companies in ISE-100
Index and 86% of the banks in Turkey use derivatiee hedging purposes. On the other hand, 7%

of the non financial companies in ISE-100 Index 4686 of the banks use derivatives also for
speculative purposes.
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Table no. 6
The Purpose of Involving to Derivative I nstruments

Hedge Purpose | Speculative Purpose | Not Mentioned
| SE-100 23 2 5
% in 28 Companies 82% 7% 18%
% in ISE-100 of 79 29% 3% 6%
Deposit Banks 24 13 2
% in 28 DB 86% 46% 7%
% in 33 DB 73% 39% 21%

Table no.7 reveals the preference of non finaremaipanies in ISE-100 Index and banks in
Turkey recording derivatives according to hedgeoanting which is permitted by the IAS 39.
Also, Table-7 reveals that only 39% of the non ficial companies in ISE-100 Index and 17% of
the banks in Turkey prefer recording their hedgeppse derivatives according to hedge
accounting. We observed that 48% of the non firlm@@mpanies in ISE-100 Index and 83% of the
banks in Turkey prefer recording their hedge puepterivatives according to held for trading.

Table no.7
Did They Use the Hedge Accounting?
Yes No Not Tot
Mentioned al
| SE-100 9 11 3 23
% Companies of 23 39% 48% 13% 100%
% in ISE-100 of 79 11% 14% 4% -
Deposit Banks 4 20 0 24
% in 24 DB 17% 83% 0 100%
% in 33 DB 12% 61% 0 -

According to Table no. 8, six of the eleven norafinial companies and eleven of the
twenty deposit banks that not reported the hedtragsaction according to “hedge accounting”
policies disclosed the reason of “Not Using Hedgecdunting”. In their footnotes they gave
following explanation: “Even though certain derivat transactions, while providing effective
economic hedges under the banks’ risk managemaesitiqgpyp do not qualify for hedge accounting

under the specific rules in Accounting ApplicatiBegulation and therefore, they are treated as
derivatives held for trading.”

Table no. 8
Did They Disclose Why Hedge Accounting is not used?
Yes No Total
| SE-100 6 5 11
% Companies of 11 55% 45% 100%
Deposit Banks 11 9 20
% in 20 DB 55% 45% 100%

Table no. 9 provides the hedge relationships of fireancial companies in ISE-100 Index
and banks who report according to hedge accounting.five of the non-financial companies and
three of the deposit banksghich reported according to hedge accounting peBdisclosed that
they had been a party to a derivative contractdemoto “fair value hedge”. The four non-financial
companies and one deposit bamhich reported according to hedge accounting pe8dlisclosed
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that they had been a party to a derivative contracrder to “cash flow hedge”. None of them
which reported according to hedge accounting peBdisclosed that they had been a party to a
derivative contract in order to “Hedge of Net Inweent in a Foreign Operation”.

Table no.9
Types of Hedge that Used

Fair Value|Cash Flow |Hedge of Net Investment in a|Total

Hedge Hedge Foreign Operation
| SE-100 5 4 0 9
% of Companies 9 56% 44% - 100%
% in ISE-100 of 79 6% 5% - -
Deposit Banks 3 1 0 4
% in 4 DB 75% 25% - 100%
% in 33 DB 9% 3% - 12%

Conclusion and Empirical Findings

In recent years, the corporate use of derivatigguments such as forwards, futures, swaps
and options has been subject to rapid growth, lboterms of the extent of use and the complexity
of the instruments employed. An effective finangaésentation of the certain risks is therefore
vital fort the users’, especially for the investotmderstanding of financial reports for their
decision-making processes. This is of special itgmme when it comes to hedge accounting and an
understanding of the companies’ risk managementips] and how hedging affects the entities’
financial performances and risk situations. WariBaffett, former Chairman of Berkshire
Hathaway, said in his 2002 Chairman’s letter that derivatives are financial weapons of mass
destruction, carrying dangers that, while now Igteare potentially lethal”’. To improve the
transparency with respect to derivative instrumesms to avoid large derivative losses from
speculation, the Standard Setters have requiret fio disclose more and more of their derivatives
information (Nan L., 2007).

This study compares two previous researches adwutuse of derivatives, types of
derivatives used, derivative use across risk ckassgectives for derivatives used, and reportihg o
derivatives according to hedging relationshipslébanbul Stock Exchange-100 companies and the
deposit banks in Turkey. 35% of the non financianpanies in ISE-100 Index and 85% of the
deposit banks use derivatives. This finding suptrat derivatives are widely used by banks in
Turkey. In nature of forwards and swaps one patih@fcontract should be bank. Therefore, in these
type of contracts both part may be banks but ranely financial companies. According to our
results all of the deposit banks use swaps and @89 forward. On the other hand, a big majority
(64%) of non financial companies in ISE-100 Indeefer using forwards. Futures are traded in
organized market. Since futures market in Turkeyery new and not effective, the level of futures
usage is low non financial companies in ISE-10Ceindnd bank. According to our results, banks
use the futures relatively higher than non finahc@mpanies in ISE-100 Index, 39% and 11%
respectively, because of their ability of tradingnternational organized markets.

The usage of derivatives that based on commoditgis not common for banks because of
their main operating targets. On the other hand ubage of commodity/price derivatives is
expected for non financial companies in nature. @axt finding indicates that both non financial
companies in ISE-100 Index and deposit banks uswatiges primarily to manage foreign
exchange risk followed by an interest rate risk.

Derivative markets need speculators to exist. Bar&s play this role easily than non
financial companies especially in the countriest ttee market is developing. Since Turkey’s
derivative market is developing, 46% of the depbsibks use derivatives for trading purposes,
whereas 7% of the non financial companies in ISE4bdex use derivatives for trading purposes.
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Although banks and non financial companies prefeiuse derivatives for hedging we
noticed that only a small portion of non finanat@ampanies in ISE-100 Index (39%) and deposit
banks (17%) prefer to use hedge accounting. Acogrtti their footnotes they said that they could
not qualify for hedge accounting under IAS 39, #fiere they reported as held for trading. In
summary the difficulty of complying with the burdame requirements for hedge accounting in
IAS 39 could be the reason that Turkish companies lzanks do not utilize hedge accounting.
International Accounting Standards Board (IASB)wdamprove the hedge accounting part of the
IAS 39. IASB should clearly state how to deal vittle requirements of hedge accounting.
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