World Banker Eugene Rotherg overlooking the trading room

What is risk? Uncertainty, defined in terms of probability.
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Some people think money management is
an art, but at the World Bank Gene Rot-
berg and bis crew practice it like a science.

Smart answers to
dumb questions

By Ben Weberman

HE OLD» EINSTEIN JOKE: In heav-

en the great scientist meets a

chap with an IQ of 200. “Good,”

he replies, “I'll talk to you about my
new theory of relativity.” He meets
another chap, 1Q 140. “Ah," says Ein-
stein, “we can talk about world poli-
tics and the chances for world peace.”
Third man has an IQ of 100. Turning
to him, Einstein asks: “Where do vou
think interest rates will be a year

LT

from now!

110

Eugene H. Rotberg feels a little like
that. The man who manages $20 bil-
lion for the World Bank couldn’t
think of a dumber question than:
Where do you think interest rates are
headed? He always responds by ask-
ing a series of his own questions.

“Do you mean short-term or long-
term rates?! In which currency? Do
vou mean for a short period ahead or a
long time or in between? At the begin-
ning of the period or only at the end of
the period? In between, will they go
higher or lower? By how much?!”

This 56-year-old former SEC lawyer
needs to know all these things—and
more. Under his direction the World
Bank handles §5 rrillion of transac-
tions a year—not billion, trillion. The
multinational development institu-
tion is known for its advanced inter-
est rate forecasting techniques and for
success in putting money to work.
“We seek to predict interest rates for
six different instruments and for five
different time periods ranging from
one day to five vears at probabilities of
1-in-2, l-in-4 and l-in-10. We hold
that security which has the grearest
probability of giving us the highest
rate of rerurn with the least amount of
risk. Conversely, we sell those securi-
ties that have the lowest potential
return and the highest risk.”

Risk, he says, 1s defined as “uncer-
tainty—in probability terms.”

Rotberg and his twaders—they in-
clude seven Ph.D.s and numerous
M.5s in engineering, physics and
math, in addition to the M.B.A.s mos:
of them hold—engage in several
strongly disciplined approaches to in-
vestment management. For them,
how much a security cost is not a
material consideration in  judging
whether to hold it. “Book cost is a
past event. It tells nothing about
whether we should hold a security or
scll it,” Rotberg says. Put anothe:
way, there 1s no such thing as
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#hold” recommendation for the
World Bankers. “If we own it, we
would buy it—now. If its potential is
mediocre, we sell it. If we buy a secu-
rity at par and it trades at 105, and we
gell it, and it later trades at 110, we
made a mistake.”

Each mistake is rigorously ana-
lyzed. “We record what we said
should have been done, what we in
fact did and what would have hap-
pened if we had made optimal deci-
sions—in hindsight,” Rotberg says.
Most emphatically, however, the ana-
lyzing of mistakes is not done for pur-
poses of reward or punishment.

Says Rotberg: “There are no re-
wards or punishments for superb or
disastrous decision making. We be-
lieve that inhibits rational analysis.
Our egos, our fears, our concern about
jobs, capital and looking good have
nothing to do with predicting interest
rates. Therefore, to the extent possi-
ble, my responsibility is to relieve the
staff from external constraints and let
them concentrate on

borrow, where we borrow, at what
maturity, whether at fixed or floating
rates, in what currency, long or short,
publicly or privately.” The bank does
not want to be in the position of hav-
ing to borrow when it would prefer to
wait six months.

"We've seen a lot of banks and cor-
porations that assume the world is
stable and predictable. They also as-
sume that factors outside their con-
trol will never be harmful to them,
that markets will always be there for
them and for everyone else. They also
assume that they can predict interest
rates and exchange rates. They tend to
borrow cautiously because they as-
sume they can always get it later.

#They tend to borrow short rather
than long, variable rather than fixed,
because the immediate costs tend to
be lower,” he says. Rotberg and his
associates think this emphasis on
short-term costs is short-sighted and
self-defeating.

In the financial markets around the

world, Rotberg is held

things that fo into the _ in awe. Overall he and
political and economic There is no such his crew have been suc-
decisions which are thing as a “hold" cessful in helping the
likely to affect interest recommendation World Bank produce re-
rates.” for the World turns on earning assets

Rotberg is contemp-
tuous of the way most

Bankers. “If we
own it, we would

(loans plus cash| that
are far better than any

commercial banks buy it—now. If its of the US. 15000
handle their invest- is commercial banks in
ments. “The system mediocre, we sell recent years.

that U.S. commercial it,"” says Rotberg. The rate of return on

banks have of main-
taining portfolios at
original book cost inhibits rational
decision making. The portfolio man-
ager is restrained from selling to cut
losses because then the loss would be
visible,"” Rotberg says.

The rigor of the analysis at the
World Bank extends to insisting on
counting the opportunity cost of
money. "It is wrong to say you did not
lose money if you held cash when
bonds were paying 14% and they are
now paying 7%, and you still have all
your cash,” Rotberg says.

That 14% bond you did not buy
several years ago is selling now at 140,
and you have lost 40% because you
are still in cash.

Why does the World Bank maintain
its $20 billion worth of liquidity?
Why not lend it out, according to its
charter, to developing countries! The
bank believes that, for flexibility, a
portfolio manager should have a gen-
erous cushion against the time when
it may not be appropriate to borrow.
“When bond markets deteriorate, we
draw down our liquidity until mar-
kets stabilize,” Rotberg says. “That
gives us total flexibility as to when we
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carning assets for the

second half of 1985—
first half of the World Bank's fiscal
year—was 2%, about three times that
of a commercial bank. The return on
capital of 13% to 15% is about equial
to large money center banks, al-
though the World Bank has three
times as much capital as a typical
commercial bank.

Where do the profits go? [n part to
building reserves and in part for grants
to poorer countries. “We have been
able to minimize our charges to less
developed countries because of the re-
turn on our own liquid portfolio and
the low cost of our borrowings,” Rot-
berg says.

And now for the dumb question:
Whither interest rates! Rotberg says
that on the basis of a current 7.35%
return on 30-year Treasury bonds, the
chances are 65-to-35 that rates will
rise 100 basis points, to 8.35% a year
from now, as against the possibility
they will fall 100 basis points, to
6.35%. Explains Rotberg, “That
means | feel twice as strongly that
yields will be up by 1% rather than
down 1%, and that is how I would
arrange my portfolio.”
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