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Be On Guard in the Giittery World
Of Financial Innovation

Eugena H. Rotbarg
The asotena inetruments, sire teglan and techiigues ihel have Bprung up in the

Past len years as & resull of dereg
erm ot 1o be somaething

ton and
lnas than mests the aye. Worid Bank vice prescent and

N wolallity quite often

traasurer Eugane H. Aotberg i a B0, in Swery senee ol the wond, on this subject.

Him remarks below,
Contarence of June
sanEe thet goss on.

Financial inpo-
wALion 13 & new and
challenging fieid.

Firat. why ail
these new lorma
ol “inmavation?”
[They hive sprung
upl in the past
decade of volatll-
ity and dereguia-
tion. [a3 3 conse-
quence af |

I. Vaolatile ex-
change ratles

L Valatile inter-
eat rates CUGEME 1 A7 1 BERG

1. Uncertamn access to funds
™ workd-rsimme S petterme

ol savinga
3. Increased government horrme ngs
. Restrictions on flowsof capital in some
counires: dersgulation in others
T Capitai Mlight
B Increasing competition amangat inter-
mediaries for interest rate sensitive assety
#. BPO shafts (4] price changes)
10. LD debt crims
I1. Increased eommunication links
Handling Volatility

Given wolatility, how dn managers and
their 3tail3 in fact, make decisions What
are the " Instrumenis? Thers are 3 number
of [actors which affect “decizion making'™
inamy srganization

Probability theory—Realm o mathe
MAaLCE. A pretense for the numerate:

* The certanty [aetor—while death ia
inevitable and cantrol is not possinie. we iy
o exercise control in our carerrs In fj-
Rance we pretend Lo predict riskaor market
behavior L gives us a sense of control

where it may not be avaiiahie o (sewnere

* How much is the luss = The dresd fae-
tor. Will we be wiped .yt 1 we move 180
3000 ar 160 much. I yes, be careful

= Will we be found ow” Marayered®
Identifird ax the wrongier - the reeom.
mender af unwisdem ' 185 one thing Lo be
Wrong, andther (o b e s

* Will we be hassled™ By peers aupers.

ore, the buresvcrsey. By Hoards becsioss
thay do ol anderstand and may wish (o
cover their leck of Information under the
cover of prodencs; becauss thay are (right-
ened by stockholders suils. Because recome
mendationa (rom subordinates are threat-
ening the superiory’ scclimatkon with the
sysiem particularty if the new wheas come
Irom Lhe youngest and brightest.

* Have wa sxperienced ihe pain; made
miztakes; seen (oriunes or lives dams »
by unanticipated market moves? Uy (3 it
referred pain, historieal, read aboul. Did
wa actuslly expertence that sinking (eeling
when rates rose from § per cent Lo L8 per
cenl and we beid long-term b

= The comiort in knowing thal opporto-
ndlles lowt are rarely Freasur~d when rates
dropped from |8 per cent to |0 par cent.
Were we neld sccountable far not having
Bought long term borda * Proganly ned.

Dased on his informal sddress (o the inatituilonal Investor
27, 1988, Maw York Clty, exposes the sham and tha ron-

Everyone's ln op-

¢ The berd instinct,
Elonm or futires,

= & The availability or

lor rightness or

¢ Present plessure——{uture pain: lag

JOMeone alid pick up pieces b

eollect luier ) d P it aam

rewards and pans

H!Nbum-mmu-mummm.

f“ 3 to redece or ellminats the sbove
BCLoTS in developing & fnancial policy
Which makes senss. The bottom line is that
ir egoa, féars of potential punishment or
rewards, the extent to which accounting
conventions permit ua (o cover up ar look
than we are, have nothing to do with
Interest rates, currency
avallabdlity of resources,
!unnrwhnnull
Given volatillty in markets and g rathar
complex environment for making recom-
l'ﬂ!ﬂd.llﬂql-lﬂlnulint dectsions, what are
the reasons given by financtal advisors/
mansger for wanting (o innovate and " pra-
tect”™ their institution?® All wtart off by talk-
Ing aboat volatility, risk and eXposures,
Later, however. after extermive pavehothes
raph¥ ar cross examinstion { ng on
the style of the (ather figure), the follawing
L. Capture real sconomic prodli—simply,
Create new Lnstruments and bope you get
risk, and hedging

the arbitrages, bagis

1 Cut future antici pated real
lnsurance. Le. options, sl

1. Create unrea| piblle sccounting ef-

'—‘ll‘l!ﬂlrﬂ Faind by taking them—avaid
- "losses” by not taklng them, ’

4. A desire to remove the pressure which
causes (he [inamcial manager o ba risk
averse becauss of absencs of lapuidity, Le.,
Eﬁu‘tbuy:n Fear bonds in size: Il one (3
tw wo can't get out. Therefors Inagi-

& [atures program, The effect s sim
that, inevitably, [utures CAUSa one nup‘l:
have the same senss af markat risk—

~Mear—n making initig) decislons, because
oo ean “liquidate,” throogh the process o™
m;‘rmu[ o market, oif 3
Lis visibla® Doss it look good? Exame
ple Fool the CEQ by embedding warrantay
In the bood and pretend that past volatility
COTTRCLIY priced warrants,

4. The vee of new instruments provides &
learning venicle for less complicated studf?

7. Leverage is fun,

8. Force mistakes (o be shown, A lough
Lot becauss of marking to mariet lmplieit
In Lthe innovation,

The key ia rar MaNAger to kngw

* Which are the rea) FEASONS 7

. are :?:‘y acreplable?

o Han objective in fact wor
practics. Don'i switch Mml\rutm;:
fact because the ohjectives arg 50 diverss,
Any sutcome, can be Jaatified

Un balanes, flnancis) Innovation will
force participants g make visible their er.

will be pressure (o be misasare llabiilty per-
formance, just g we NOW MEREUrY §gne
eriermance

miavénmaents or the

) © Check Poluts

What considerations should as a bor-
rower be concerned about in consldering
irarsactions brought by banker lotermedi-
ariea?

A [s the pew instrument a [oss leader for
futare business,

b In it & profit center? How do they cope
with the profitability or |sck of It of the
various parts? Swap desi: underwriting
deak: foreign exchange desk.

e, Wil the risks Laken by our bankers be

#oid of T To whom? At what cost? Wil our
nemee be invalved? What will be the effect
om sécondary marketa?

d. Can the firm really produce what the
new products division iy offering T Whae i3 in
charge of overall risk management at the
firm* Do we care? Should we care?

5. All of us must also recognize and de-
detstand Lhe regulaiory concerna aver fi-
nancial engineering:

= diflicuity of . vnirol of money supply

+ exceanive credil risk by nom-bania

& increassd volatility of markets

® who showld take credt risks

All are issues & concern to
authoritles as commercisl banks ln re-
Sponse Lo the rather narrow profit margine
on siralght lending, seek (o increase off
mmwmlﬂmm
take market. as distinguisbed from credit

Na Fool Proef Guarantes
Do not axsume that inbovative lnstru-

ments and financial Bowever,
|1'qhhmlnrm::u';:¢|tf. Many of the
Instrumants are based on:

+ Payiog insurance which can CAFTY &
VITY expenalve cost (optiona),

« Br & RAFTOW certain of

profit, Le., producs certainty while forego- i

ing profit.

s Pretending that a given time frame for
s investment or borrowing dectiion is the
“right” or “wrong"* ane.

. Th-nur:ulu"uﬂnmhdn‘md[!
ﬂurqhil.ﬂlldthunn-r-mwh

Overzold Innovations

Many new instruments have developed
of peeT pressure: they are poariy
priced with little scademic or market Fli-
tionale. Most Innovations have uncertain
eeonomic benelit—they typically lnvolve a
sharing of unknown risks for unknown ben-
eflt at & price which ls simply market clear-
Ing. There also i3 & bit of the ‘berd’ |g-
stinet—by intermediaries, |ssuers and
Investora. There i3 competitive pressure to
simply execute the lateat instrument for a
client or to crests the next one, whether ar
not i makes sense, simply Because It s
market clearing at a cost which dppears

low compared to sema other benchmark,

A Chailenge
Essentially. innovation reflects the Inge-
auity to flnish the sentence, | promise Lo
PAY you ..." lfi & multiplicity of WAYE €.
* Wha are you?
-_* What will you pay?
4 Ta It unknowm or known. fixed or Mot
Ing, or indexed?
& When are you paving (t*
+ To whom are you payung |t7
-?l.rm what circumstances will you
pay
* With what kind of extra ri Rhis or
« penaities?
Eseh of these variahies can produce real

gaina, unreal gains, hide risks, avoid oppor-
tunity cost or measure cosla,
The objectives are so divese, Lhey always,
ane way of anciher, will let one argoe or
preiend that Lha decizion was & wise one.

Seruor managers and their reguistors
will find it & challenge—to say the |easi-to
find cut whae is going o0 and wheeher it
makes sense. But unfortunately, | mmpect
wisgom ex post will likely be measured by
an accounting convention.

Flgure This Oue Owt

Permil to conciude with & transaction

* A bank makes s loan o an LDC i
lixed-rate dollare

+ The loan is converted into & security
and sold into the trading market, with & 20
per cenl guarantee by an AAA Insurance
COmpany.

» The LDC doss & cross-currency inter-
exl awap with an investiment bank, whereby
the investment bank exchanges with the
country floating-rate dallars for fxed rate
DM, every quarter,

+ The investment bank buys an over-the-
counter apilon [rom another commercial

[ bank ta cap the floater at 12 per cent. That

mennd Il short-lerm rates go above 13 per
cenl, way (0 13 per cent, the investment
banks will receive §3 on esch hundred (rom
the commercial banks, to sdd Lo its $12, ta
exchange with th LDC for (lzed-rate DM, _
¢ The LD now buys a currency option
fremm the Philadel phia sxchange for protec

ton on the DM rate.
== The permutas

This is just the ber-
tons could go on any - Ami consider the
sources and (ranemiksion of lnslabdlity that
axist beeases of the pyramid of Intermedia-
Uon. If the LOC has liguidity problems, it ls
Impessible 1o reschedule given the diver-
sity of security bolders who have become
lendera— whether or not “of record.” More-
over, the quality of the sasel can be km-
paired by problems at the options exchange
{ler DM, problems at the second commer-
clal bank (lor the swaps sxchange), and a
downgrading of the Insurance company (fer
the underiying value of tie dollar assetl
Mow [ ask you, who cannot. given the
apportunities Lo (8] measare real gain, or
{b) epportunities not lost, or ic) create se-
counting effects, or (d) deseribe what could
hsve been, not (lnd in that Lransaction,
something wise or profitable in every pleca
for every participant, =]




