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Experts Warn That Innovations Pose Hazard

For Financial System,

The wave of inacvation that has swept
aver financial markets in recent years has
mcreased risks and groblems for the world
manetary svsiem and threatens to impede
the flow of capital to developing coun-
tries, financrai executives were told at a
June 26-27 conference in New York.

An audience of some 200 commercial
tankers, investment bankers, and corpo-
rate financial officials—attending a con-
ierence on Innovatian in the Capital Mar-
ke's sponsored by Institutional tavestor
magazine—heard warnings that the ad-
went of new rinancial producis, innovative
trading sirategies, and the global integra-
tion of financial markets not only has
made the financial svstem riskier but has
created new difficuites in data measure-
ment, reguiation, 3rd the conduct of
monetary poiicy. And in the wake of these
developments, according o conference
speakers, syncicated bank lending to low-
income counireas :s drying up.

The Impetus to lnnovate. John C. Hei-
mann, Vice Chairman of Merrill Lynch
Capiias Markats, told the opening session
confersnce that “fundamental
farces are seshaoing the world's financial
markets and bansing svstems.” Mr. Hei-
mann. i rormer U5, Comptroller of the
Currency ang ~ew York State Banking Su-
pernniendent, ‘dentified these forces as
1) te ner=as, e gomination of stock and
pord marksrs ov sucn institubions as pen-
s:0n “ungs and nsurance compdnies,
2! the amoac: aof technology, i3) the
1foDet sorasd of geregulation and compe-
ntion. and 2 attemprs o cope with high
Aratidn 4nd soiad-ie interest rates and ex-
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intne s saoint, Me, Heimann noted

A ImsoieT 1nad L ngs Managers increas-
Pty wand 0 23l aen gcanks and oroker-
843 2y Cond C3is—iouving and selling
far e mitgai o fieaas ind bonds. “Inter-
e thut Jecome Counterpar-
s, o irade an ctheir
T 2oL’ Re sad. T mesns they
ATUR MArREE TIERE ATCh ware prayigusly
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S ocamal thin Bedore

3 ] PEla - ]

rg thew Ziz-tal

SELECTED TOPICS

Developing Countrigs
to support a given volume of tragsac-
tions.” But even with bigger capital bises,
he observed, they still must employ “dpm-
plex hedging techniques” to reduce
risks they face as principals.

Second, Mr. Heimann said, technologi-
cal advances in electronic data processing
have fostered a proliferation of new finan-
cia! products and the “securitization” of
assets—the packaging of traditicnal bank
loans into marketable securities and the
making of markets in those securities.
“Perhaps mest important,” he added,
“technology breaks down the bariers be-
tween national markets, a change compa-
rable in its importance to such inventions
as the telegraph wire or the telephone.”

Third, according to Mr. Heimann, de-
regulation has encouraged governments
to open their financial markets to foreign
competition and has led to a dismantling
of controls on interest rates, exchange
rates, bank credit, and
brokerage commissions.
Finally, he said, attempts
to deal with volatile infla-

tion, interest rates, and
exchange rates  have
prompted the develop-

ment of such “derivative”
instruments as futures and

options,  designed o
transfer rivk 1o athers.
Another speaker, Eu-

gene H. Rotberg, Vice
President and Treasurer of
the World Bank, listed ad-
ditional forces that have
fostered financial innava- fomers”

tion in recent years: the unce-tain access
of borrowers (o rescurces, a change in the
pattern and volume of world savings as
lapan and the Organization of Petraleum
Exporting Countries have become mors
graminent parucipants, the “massive in-
creases n government borrowings that
compete for scarce funds.” capital flight,
the increasing competition among inter-
medianes for interest-sensitive assats, the
debt crisis in developing countries, and
“enarmous balance of pavments shifis.”

John G, Heimann:
“Ineur market risks ... pre-
rvlously borne by thelr cus-

Mr. Rotberg 2xpressed skepticism gver
the value of hedg: Lggies-io-rssuers —.
or investafs. “\Ve'.e never done an option
or ture vet, an ~«ner the asset or liaoai-
sica,” he said, citing a paper bv a
orld Bank colleague with the suggesiive
title, "There Is Mo Free Lunch at the Fancy
Financing Cafeteria.” The new instra-
ments may save appearances through
“unreal” accounting effects, he said, but
the cost of such insurance is high. “They
are for the most part badly prnced
land] . .. like much of finance . . . af
doubtful economic beneiit and value. It 15
aring of unknown risks. £ nknown
benefi 8 which is simply, at the
time, market clearing.”

Problems :nd Risks. Fir incial innovanian
raises several regulatory concerns, Mr,
Rotberg said. Measuring tha money suo-
ply and conducting monetary policy be.
come d.ificult “when vou have enormous
amounts of investments available, pariic-
ularly in short-term or ileating-rate insiru-
ments, where the holders are not banxs
and where the credit risk is not in the
hands of banks.” The risk 10 banks “rom
off-balance-sheet activity is aiso a marter
of regulatory concern, he said. Do not
assume , . . that innovative instrumenis
and financial engineering avoid risk auro-

Eugene H. Rotberg: no free
lunch at the fancy finsnc-
ing cafeteria

banks

matically . . . or even hedge 1.”

Mr. Heimann of Merrili Lynch ex-
pressed concesn over the undercuiting of
“the interme liaries’ traditional roie o
suppiving expertise on where to bo: ow
and where 1o lend,” alorg with the ce-
mands on their capital bases irom the ore-
vision of liguidity 1o make secondary mar-
kets in the new instruments thev are
supplving. 3och instruments as futures
and ootion:, designed to tanifer risd o
others, “zannot lesian the nskiness of 116





