[image: image1.png]Americans for Financial Reform
Accountability, Fairness, Security





SHADOW MARKETS OP ED
We have to regulate derivates: Please keep reading 

Congress must enact comprehensive reform to regulate over the counter-derivatives. 

Are you still reading this?
Most people probably won’t get this far because derivatives – unlike say, health – doesn’t sound like something that directly affects them. And that’s what the billionaires are counting on. If people don’t understand the major role that the derivative or “shadow” markets played in the economic meltdown, then they won’t demand reform. We can’t let that happen. As technical or arcane as it sounds, our immediate economic recovery and long-term financial stability depend on Congress enacting comprehensive regulation of shadow markets. The proposal recently put forth by the U.S. Treasury Department offers a strong model for reform that could be strengthened still. 

The term “shadow markets” covers a range of financial instruments and entities, such as hedge funds, which operate without regulatory oversight. The past decade or so has seen an explosion in these markets that has all but eclipsed the trading of traditional securities.

In simplest terms, shadow markets are where major financial institutions lend to each other. To non-Wall Streeters this lending looks a lot like gambling. It is. Derivatives allow wealthy investors to profit from bets on everything - whether it will rain tomorrow, whether a home will go into foreclosure or when someone with life insurance will die. There is an emerging consensus that this kind of betting on the oil markets is what caused the wild fluctuations and $4-a-gallon prices on gas last summer.
The stock market is, of course, something of a casino as well. But it is a casino someone with rules and someone to enforce them. What is traded in the stock market has some underlying value and the trader must actually own what is being traded. In the shadow markets, bets are made in entirely unregulated markets with no public disclosure and no accountability. 

Lack of regulation led to an orgy of swapping, guessing, trading and so forth. When the day of reckoning came – let’s call it L-Day in honor of the now-defunct Lehman Brothers – it turned out that the companies making the bets did not have the money to cover them. The most notable and easiest to explain example of this is insurance giant AIG. 

AIG sold trillions of dollars in what was essentially bad bet insurance to investors – mostly banks. Insurance, of course, is something of a gamble itself. When it came time to pay up, they couldn’t. The rest is the stuff of bailout history. The taxpayers paid the debt.

The Obama Administration proposes bringing the shadow markets into the light of day by requiring that the vast majority of transactions – so-called “Over the Counter” derivatives – be traded on an open and regulated market. The proposal also mandates higher level of capitalization to back these transactions so conceivably; those making the bets are more likely to cover them. The Treasury plan also contains strong protections against fraud and manipulation of the markets. The Administration’s proposal however, contain a loophole. 

Under the Treasury proposal a certain type of widely used derivative could be traded off the market and in the shadows. The Administration has made clear that they will police this loophole diligently with a sharp eye toward keeping it as narrow as possible without shutting off all avenues for investors looking for instruments to reduce risk. But it seems all too likely that the existence of any loophole will be exploited. 

The billionaires who made their fortunes on derivatives have shown their hand here in lobbying against any proposal that would require full disclosure of all derivative products. As always when someone tries to reign in the excesses of Wall Street, the bankers have come back with allegations that regulation will stifle “innovation.” 

I, for one, have seen enough of what passes for innovation on Wall Street to know that innovating is not always for the best. Perhaps instead of coming up with new and better ways to gamble, some of that innovation – and the billions spent on it – could be turned toward investments that help build a real economy and create jobs. That’s a bet I’d be willing to take.
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