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Be On Guard in the Glittery World

o
T ~~""Check Poluts

Financial Innovation

Eugene H. Rotberg

ts, strategi

treasurer Eugene H. Rotberg is » pro, in ovary sense of the word, on this subject,
His remarks below, based on his informal address to the Institutional investor
Conference of June 27, 1986, New York Chty, exposes the sham and the non-

sense that goes on.

Financial inna-
vationisanew and
challenging field.

First, why ali
these new forms
of “innovation?"
[They have sprung
upl in the past
decade of volatil-
ity and deregula-
tion. [as a conse-
quence of |

1. Volatile ex-
change rates

2. Volatile inter-
est rates EUGENE H. RDTHERG

3. Uncertain access to funds

«~ 4 Change in worid-veinme and petterms
of savings

5. Increased government borrowings

6. Restrictions on flows of capital insome
countries: deregulation in others

7 Capital flight

8. Increasing competition amongst inter-
mediaries for interest rate sensitive assets

8. BPO shifts (Ofl price changes)

10. LDC debt crisis
11. Increased communication links
Handling Volatitity

Given volatility, how do managers and
their staffs in fact. make decisions. What
arethe “instruments?" There are a nember
of factors which affect “decision making"”
in am arganization,

Probability theory—Realm of mathe-
matics. A pretense for the numerate:

® The certainty factor—white death ig
inevitable and controf is not possihle, we try
to exercise control in our careers. [n fj-
nance we pretend to predict risks or market
behavior. It gives us a sense of control

where it may nnt be available elsewhere.

s How much is the toss~—The dread fac-
tor. Will we be wiped out if we move (oo
300n oF toe much. If yes, be careful.

e Will we be found out? Discovered?
Identified as the wrongdoer—the recum-
mender of unwisdom? It's one thing to he
wrong. another to be identified.

* Will we he hassled? By peers. superi-

ors, the bureaucracy. By Boards because
Uleydorntundetmnd-ndmywﬂxto
cover their lack of information under the
cover of prudence; because they are {right-
ened by stockholders suits. Because recom-
mendations from subordinates are threat-
ening the superiors’ scclimation with the
system particuiarly if the new ideas come
from the youngest and brightest.

* Have we experienced the pain; made
mistakes; seen fortunes or lives damau; +
by unanticipated market moves? Or is it
referred pain, historical, read about. Did
we actually experience that sinking {eeling
when rates rose from 8 per cent to 1§ per
cent and we heid long-term bonda?

* The comfort in knowing that opporta-
nitles lost are rarely measured when Tatas
dropped {rom 16 per cent to 10 per cent,
Were we held accountable for not having
bought long term boods? Probably not.

. fear—in making (nitla} decis;

® The herd instinct. Everyone's in op-

tions or futures,
~ o The availability or rewards and pan-
t for rightness or wrongness.
® Present pleasure——future pain: let
else pick up pieces, (Lend now,
coliect later. ) be

My ic% ac munager of & financial com- -

plex ig to reduce or eliminate the above
factors in developing a financial policy
which makes sense. The bottom line is that

our egos, fears of potential punishment or -

availability of resources.
Rensons for Innovating

Glven volatility in markets and a rather
complex environment for ma recom-
mendations and making decisions, what are
the reasons given by financial advisors/
manager for wanting to innovate and “pro~
tect” their institution? A} start off by tajk-
ing about volatility, risk and exposure,
Later, however, after extensive psychothe-
raphy or cross examination (depending on
the style of the father figure), the following
mm():n- e‘:‘nerge:l L

1. Capture rea economic 14—stmpl
create new instruments andp't.:)‘pe you ge{
the arbltragu, basis risk, and hedging

A ) :

2.Cut lutun; anticipated real louu—-buy
insurance, je. options,
3. Create unreal public accounting ef-

fects—record gains by taking them—avoigd
: them, .

4. A desire to removye the pressure which
causex the financiaj TDanager to be risk -
Averse bacause of absence of liquidity, Le.,
v_don’t buy 30 year bonds in size: if one i
“wrong' we can't get out. Therefore insti.

"“tutea futures program. The effect is simply

that, inevitably, futures Cause one not to

have the same sense of market rigk—

| ons, because

-You can “liquidate,” through the process of *
mnr}lng to market, if wrong.

5. It I8 visible? Does it look good? Exam-
ple: Fool the CEO by embedding warrants
in the bond and pretend that past volatility:

ts.

' correctly prices warran

8. The use of new instrumenty provides a

‘Vzlurnlng vehicle for lesy complicated stuff!] .

* 7. Leverage is fun,
8. Force mistakes to be shown. A tough
because of marking to market {mplicit

- 1n the innovation,

The key 15 for manager to know-

® Which are the reaj reasons?

. I,A}re :gzy acceptabje?

¢ fastheobjective in fact work: :
practice. Don't switch objectives :fdteoru:;:
fact because the objectives are 5o diverse,
any outcome, can be Justified, - '

What considerations should az a bor-
rower be concerned about in considering
transactions brought by banker intermedi-
artea? .

4. Is the new instrument a loss leader for
future business. .

b. Is it & profit center? How do they cope
with the profitability or lack of it of the
various parts? Swap desk: underwriting
deak: foreign exchange desk.

c. Wiil the risks taken by our bankers be
sold of{? To whom? At what cost? Will our
name be involved? What will be the effect
oa secondary markets?

d. Can the firm really produce what the
new products division is aftering? Whao is in
charge of overall risk management at the
firm? Do we care? Should we care?

5. All of us must aiso recognize and un-
derstand the regulatory concerns aver fi-
nancial engineering:

= difficulty of Lunlrolof money Suppiy

* excesgive credit risk by non-banks

® increased volatility of markets

* who should take credit risks

All are isaues of concern to regulatory
authorities as commercia! banks in re-
Spoase to the rather narrow profit margins
on straight lending, seek to increase off
balance sheet service income, leverage and
take market, as distinguished from credit
risks.,

. Ne Fool Proef Guarsntee

Do not assume that innovative instru-
ments and {inancial engineering, however,
avoids risk or even hedges it. Many of the
instruments are based on:

¢ Paying insurance which can carry a
Very expensive cost {options).

¢ Bracketing a narrow certain range of
profit, Le., produce certainty while forego-
ing profit.

* Pretending that a glven time frame for
the investment or borrowing dectsion is the
“right” or “‘wrong' one.

» Thereisrarelya "“pertect hedge” and if
Hmultwuleuhercun-yamuorbe
useless. . |

. Oversold Innovations

Many new instruments bave developed
because of peer pressure; they are poorly
priced with little academic or market ra-
tionale. Most Innovations have uncertain
economic benefit—they typically invoive a
sharing of unknown risks for unknown ben-
efit at a price which is simply market clear-
ing. There also Is a bit of the ‘herd’ in-
stinct—by intermedlartes, issuers and

, investors. There iy competitive pressure to
simply execute the latest instrument for a
client or to create the next one, whether or
not it makes sense, simply because it {a
market clearing at a cost which appears
low compared to some other benchmark.

A Challenge

Essentially, innovation reflects the inge-
nuity to finish the sentence, "'[ promise to
payyou..”"ina muitiplicity of ways: e.g.:

* Who are you?

‘=, ® What will you pay?

“**& T itunknown or khown, fixed or float-
Ing, or indexed?

- When are you paying {t?

-~ & Towhom are you paying it?

* e Under what circumstances wil} you
pay? '

« With what kind of extra rights or

- penalties?

. Each of these variahles can produce real

gains, unreat gains, hide risks, avoid oppor-
tunity cost or messure opportunity costs.
The objectives are so divese, they alwayx,
one way or another, will let one argue or
pretend that the decision was a wise one.

Senior managers and their regulators
will find it & challenge—to say the least-to
find out what s going on and whether it
makes sense. But unfortunately, i suspect
wisdom ex post will likely be measured by
an accounting convention.

Figure This One Out

Permit to conclude with a transaction:

* A bank makes a loan to an LDC in
fixed-rate dollars.

* The loan is converted into & security
and sold into the trading market, with a 20
per cent guarantee by an AAA insurance
company.

e The LDC does 2 cross-currency inter-
est swap with an investment bank, whereby
the investment bank exchanges with the
country floating-rate dollars for fixed rate
DM, every quarter.

e The investment bank buys an over-the-
counter option from another commercial
bank to cap the floater at 12 per cent. That
meang {f short-term rates go above 12 per
cent, say {0 15 per cent, the investment
banks wiil receive $3 on each hundred from
the commercial banks, to add to its 312, to
exchange with th LDC for fixed-rate DM.

e The LDC now buys a currency option
from the Philadelphia exchange for protec-
tion on the DM rate.

This is just the ber 'no The permuta-
tions could go on any . And copsider the
sources and transmission of instability that
exist because of the pyramid of intermedia-
tion. If the LDC has liquidity problems, it is

tmpossible to reschedule given the diver-
sity of security holders who have become
lenders-—whether or not “of record.” More-
over, the quality of the asset can be im-
paired by prablems at the options exchange
(for DM), problems at the second commer-
cial bank (for the swaps exchange), and a
downgrading of the Insurance company {for
the underlying value of the dollar amet).

Now I ask you, wha cannot, given the
opportunities to: (a) measure real gain, or
(b) opportunities not lost, or (c) create ac-
counting effects, or (d) describe what could
have been, not find in that transaction,
something wise or profitable in every piece
for every participant. =]




