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I will talk about four ov five different things.

Firgt the causes of finaneial innovation and second the
managerial setting in which it occurred, third the reaction of
the congtituanca to financial innovation and fourth what a paot
borrower might do and is llkely to do.

Well, let’'s talk a little bit about volatility in the passed in
a little bhit longer perspactive‘than perhaps just the last few
mnonths., If you just think for a moment what kind of stress or
volatility the world financial system has seen, let’s say over
the last decade or sp. Just think about exchange rvates. Tha yen
went from - 3,60 to 1,78, then it went from 3,20 down to 1,39,
That is in ten vyears. That 1s a lot of movement. Interest
rates, Let's take US vaernmﬂnt long term bonds from the early
70-ies to the present. 7 %, 16 3., 7 %. Now they are aboubt 8 1.2
- B 3/4 % level. For short ﬁerm paper - & % to 20 % back down
to 5 % again. All within 15 years.

-Another kind of wncertainty - uncertaln zccess to funding -

where major institutions and indeed even goveinments aras
tokally deprived of access to warkets. Basie ¢hanges in the
world patterns of savings and a vehemence of financial savings.
And you see the enormous shifts occurring, First GPEC, then no
OPEC. You see Japan, the ESyrvodollar market, you just heard
about the encrmous liquidity 1in the Japanese syﬂtém, which
meant that peotential investors, those who cgontrol ths world
savings . and wealth c¢hanged over a period of a decade or two.
Increased gowvetrnment horvowings, restrictions on the fiight of
capital. Capital flight particularly by developing countriss.



Wa have seen recession and inflation and increased competition
amongst intermediaries. Competition amongst investment banks,
merchant banks, gecurities Flrms, compatiticn batween
securities firms and commercial banks, and competition bhetween
banking -institutiong and non banking institutions such as for
example ingurance cowpanies. You’ve seen deregulation oceourring

across botderx. You have seen an LDC debt crisis, increasged

communication links. Bxtremely high material rewards of
compensation for getting it right, whether the gektting it right
was predicting the volatility that world ocour ox simply
protecting oneself. Certainly enough leatiiity to an ensrmous
‘change that has occurred over a 10 to 15 years to very much
axplain the reasans for most €inancial innovation.

But most of that innovation, T think we might all agree, comes
down to perhaps four or f£ive ceasons for all of it. The
financial community invents and expands the use of instruments
sueh as warrants, futures, options, ROFs aod NEFs, extendables,
and retractables, and rakte caps, apnd insurance. In respounse to
that environment of the last 15 years, hasically to do one of
four thinge: First, not necessarily in this ordey, to protect
or hedge against risk. Second, to do exactly the opposite, to
leveraga rtisk. Third, to hide risk, because of accomadating
ancounting conventions, which let you use gartalin Instruments
and pretand that you do not have a risk, and fourth, to provide
a certainty of funding irvegpective of cost. iInfortunately,
however, from an managerial point of view, the okjective, which
of those four objectives Lhers are, shifts after the fact to
justify a particular course of action,

Let me then focus for a  meoment on what-is the wanagerial
setting in which most of this innovation is taking place. The

code . words ars  innovation, leverage, liberalization,
globalization. BUL the human psyche, and cevtainly Lhe

byrocratic setting, 1 would suggest, has not really changed.
They remain simply how we cope in & volatile, uncertain
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financial world.

1 think that the first thing that I have see¢n with reepect to
the institutions I have been associated with, the iastitutiosns
that 1 deal with, L1s an BIOEMINS amount of poer pressure, And
the inpovation in the peer pressure comes from each souvoe.
First it comes from nurselves. An issuer, like the World Bank,

sameona, 1is doing a warrant, a retractable, an =22tendable - -

should we not also do s0? It’s che latest game in town, lt's
the latest way to fool the CBO. The classic example of Course
is ~ interegt rates are 8 %. Do the band issua at 7 %/4 %. So
the CEO Lthinks that he is saving you 1,4 %, The option or the
warrant is extremely poorly priced. But no one is the wiser,
The CPrO and the CBO five years later will sauffer the
consequences. But there is present pleasure.

There L& enormous paar presgure also f£raom the part of the
customer, the consumer, the huyer of the instrument. Everyone
else 1is buylng options or warrvants, Everyone else is on the
ather side of tha transaction. I cannot let it be seen that I
am starchy or unaware. There is also considerable pesr pressure
in the idnvestment banking community. ¥ach wmewmber of that
community looksg upon itself as creating a new idea, which
perhaps hag a short Life of two weeks, followed by a variation
which hag an even shorter, shorxt Life, constantly under
pressure in each firm and across each firm to bring a
transaction to the isguer whether or not it is "faicly priced"”,
I do not mean that these transactions arse not market clearing.
T mean simply that the component parts are rarely
intellectually credibhle. In terms that their component parts -
once broken apart - make sense. That is either the ilssusv ox
the cuatomer typically at the Lime s gettindg a bad deal. But
neither on# knows which it is at the time. They usnally know a
waak later even though there is rarely market wmovemsenk,

Second, there is that pressure beyond pear pressure. Almost ag
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an academic matter, a sort of a challenge to £find the world
*gestolt" gystem of finance, to find that perfect transaction
so that magic zero-coupon bond, which has, however, a petrpetual
maturity, so that the borrowsr nesither pay inlterest nor
pringiple and it can he seld to investors,

There ig, third, something rwhich I hriefly alluded to — the
concept of capturing the rewards very quickly and very wvisihly
related to hiding mistakes by doubling up. There is a&lse the
shaving of blame or responsibility. You will see constantly in
institutions, and certainly the one that I am associated with
ig not an exception, net to be identified as the previder
of unwisdom. There is also a system that we all, I suspect,
operate under which helps the world ¢f fipancial i{nnovation
never to measure an opportunity last. Only measure, and then
punish wvisible mistakeg. Let the world of accountancy control
the decision making, never let the world of finance value the
craedibility of your decisions, Therefore yen horrowed at 300
yen to the dollar revalues ta 150 to the dollar. A palpable
clear mistake. Investmenbts wmads in 30 vyear-honds at 8 %,
vields, then go to 16 %. A clsar, palpable mistake. Bul even
there a divided difference of opinion - somebody would even
let the wmistaken until one sells it. Those of us who are
géﬁaoled in finance would simply say Lthe mistake has been mads
whether or not vyou sold it. All the selling does is let
everyone slse in the world know you made a4 mistake. I was going
to ask mr. Chino by the way when he talked abpout the Japaness
insurance conmpanies. He nentloned the 20 millien dellar loss.
The unasked quegtion was how Lhey had taken it? Qr is it slimply
unrealizad, Vetry foaw institutions will call a loszs,
particularly insurance companies. Anybody here from insurance
companies? Don’t bhe embarrased. Insurance companies sometimes
never show thasze losses.

But let’s take bthe reverse. Because my point is hot so much the
difference between realized and uncealized lossges. My point is
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the environment which simply says that yen not borvowed at 1,70
and then the yen ag it did goes te¢ 3,20 to the dollar. That is
not considered a mistake. Because it never appears on the PNL
statement, it never appears a8 halénce sheet. And no opne
ever says to the CFO or the CEO - youtve mads a misﬁake,
Because it is an opportunity lost and it is rarely in the world
of finance measured. There alsn therefore remains a very

symphatetic alliance on acceounting conventlons.

And finally I suspect that we live in a world, in a financial
community, which considers as acceptable present pleasure for
future pain, Warrants insured are permissable if i looks good
now. What has been the reaction to most of the innovations
thatrs cccurred? And I am sure that all of you have had
experience of it in all different ways, some of which you have
generated yourself, some of which has been brought to you by
investmant Dbankers, And T think it divides up into different
kinds of categories. For the most part, and I can talk about
the institution with which I am atsociated with,the World Bank.
For most managers, most supsrvisors, wnst ohief financial
officers, the first reaction is faar of a complicated financial
instrument. We don’t understand it, it is koo complesx,

The second, a little bilt more subtle but palpable, vesantment.

- who are you bto cope witlh the future, You have a trangaction,
which is not only complex, but it is one thing to go out ang
borrow money at 8 % and then forget about it, Don’t tell me how
T can borrow money at 8 % and if interest rates go up or down I
can lay hedges which will make ms look good eithur way. There
ls a sense that you are too young, bhecause the paople who bring
these traﬁéactians are usually hetwsen 25 and 35 vyears old. You

are too smart, too visible. you are hoo highly paid, And there.

is a sgenge of anxiety. I personally think that although that
existe, thase are all unwize inappropriate behaviours by those
of us who have to suparvise people who bring thoses transactions
ta us. That senge of hostility, or insseurity ov anxiety which
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flows from me to them is not smart, it's not wise. T suspect
that they have more guod to bring te the Ltransactions than
otherwise, even though T gszrtainly and perhaps you have an
awfully difficult time keeping up with the speed of Lhose
changes.

But from governments there is also a congern. And 1 will usae
the word government not to distinguish governmenhs or uenteal
banks. They have a different bLtype of concern. They ars
concerned because some of the instruments, parbticularly thasge
which have been developed I suspect mestly in the Buradellar
market, have shifted credit visk from banks whow they can
contrel and regulate to non banks, who they cannot control or
requlate let alone under a more deregulated national
envivonment, And asz a result we see merchant banks, investment
banks, securities firms, insurance companies, retail firms in A
constant "at the edge zontlict” with pational authorities as te
their taking of credit risk. I speak not of intevest rate risk
or exchange vate risk, that makes the problem even worse, but
cradit risk. '

Indeed, this guestion whole is not unrelaked to the question of
gecuritigation. Because securitization partiéularly when it is
used in the context of the debt crisis often means kibat the
credit exposure wlll chift from a banking system, where you <an
put 30 banks in & room and talk to them and reach an
accomodation, to creating @ securlity where you can have ten
thousand investors none of whom would accept sitting in a room
and agreeing that one could not gst their principle unktil the
year 2000, »and governments and central banks therefore are in
fact guite concerned. Not only of securitization but ths whole
range of Instruments which move credit out ¢of banke. Banks can
be regulated and sonttrolled ia virtvally every industrialized
country of the world. Pension funds and insurance companlies do
not have that same control. There lg not that same government
caontral over thelr credit exposure, |
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The second aspect which is important £rom a government’'s paint
of wview or a c¢entral bhank’s 1is that a nuwber of the new
instruments are off balance shaet. Por obvious reasons they are
off balance sheet, In the United States in pasticular banking
is not all that kind of husiness, The spreads are narenw and
the risks ate great. They are long term and jits ill~liguid.
Better to get Ffee ipncome with off balance sheet income, That
makes regulation difficult., The Bank of England and the Federal
Reserve Bank. and I understand a number of Buropean Ceéentral
Banks, ate trying to toordinate effort with respect to a more
systematic approach to rcapital as it applies ko off balance
sheet transactions, whlich often are the heart of most pieces of
financial innovation. The typigal NIF oy ROF transaction in the
Burodollar market.

Tﬁird, as the bank, a commercial bank beging te take on,
particularly a U,8. commercial bank, rvestuvicted in the United
States to many things that {t san do, not restricted in Burope
of what it can  do because of the freedom permitted by the
....legal act for wvarious operations out of Europe, the bank
bacomaes much more difficult to penetrate., Governmenlks, central
banks sense a loss of power., Next, ... complicates the
monitoring of money supply net just because it is doniciled
outside the borders of & given nation state, but becauvse many
of the trangactions are in effect lending and bocrowing, yet do
not show up in the normal statistical evaluatioon of that
soclety’s money supply. Yet & lot of borrowing and lending
can oecur bacauvse of it.

Exchange rate coatrols will bhe far more difficult to
reestablish once c¢ommercial banks begin to angage in cross
border, croess currency trensactions where they have conteactual
relationships extant, existing, nobt easily broken by central
bank controls in industeialized countries which have wvery
developed legal systems which will make that gquite difficult.



There ate too many patticipants according to central hanks and
governments. There are too wany diverse inkerests, too many
loopholes, too many players, there is too much leverage. they
cannet monltor it, they wannot control it. There is the domino
syndrome., oo many intermediaries of unknown eredit quality,
particularly in the swap market between buyers and sellars,
between investors and borrowers, making therefore much more
difficult and mugch nore levefaqad the potential risk to the
system, particularly in the conkext of a world that Henry
Kaufman describes as potential increased volatility,

There 1is also Lhe concern that much finaneial innovation,
particularly that kind of financial innovation which is
initiated by commercial banks who hold public depesite in an
effort to maintain profitability. and hera let me foacus moskly
on the US, wil)l find thewmselves as a compatitive matter
engaging in very complex operations with highly uncertain
managerial control. The fact is, that certainly speaking Ffor
the United States, not Efor the United ftates but aboubt the
United States, banks historically Erain their staff Lo lend
money, It is neot clear at all from the ragulator’s point of
view that mo#t senior managers of those banks can cope wlth the
risk taking, not on ¢redit, but with the risk taking related o
interest rates and exchange rates the core of moest inmovation.

At the World Bank we find by far that the most axtensive and
highest risk profile transactions are brought to us racaly by
investment banks with whom we deal, but for the most part by
commercial banks., We have no way of knowing whether that ls
hedged or offset. We know far oure Lt is net distributed
because they do not have a wide distribution netwerk in nrdey
to offset the risk that they are taking on both interest rates
and exchange rates. Banks, as we know have grown up in a world
of matehing, certainly on rate of return termz, assets and
liabilitias either o spread management or cevtain immaturity
managemgntu It would seem that that whole area of ﬁrudaﬁc& does



not seem to apply with respect to the ianovator bLransaccions
that they bring te us on interest rates and sexchange rates
where we are not & lender or borrawer f£rom them bub are rather
engaged in a rather straight forward swap or warrant or option
or futures transaction. '

There 1is also concern with a twin dilemma of hanks as te how
they are going to «ope with a shriaxing returm on assets
because of a) the narrower spreads and b) the credit guality -
energy loans, aaricultural loans, LDC loans., as the better
credits move to the securities markets by issuing commercisl
‘paper ar f£lxed rate debt. The bhanks therefore are either
put into the poeltlion of ha?ing to innovate, or put more risky
agsets on their box to wmaintaln profitability. aAnd finally
there was clearly concarn on a much more complex guestion which
I won'’t te inte now ag to whether thage instruments thamselves
are in fact to be used ap leverage instruments and thereby will
even increase furthsr the volatility dr. XKzufman spoke about,

tet me share with you my own views on  debt wmanagement,

caftéinly“from the World Bank’s ﬁétépesﬁiQQ. We do bbffaw'évery "

day of the yesar. In the last 20 years we have borvowed 100
billion dollars. Ruls number one; and I say it is a rule, it is
rot & rule, it is Jjust wy own personal view, but shared by the
most of my cnlieagues, particularly those who arve still working
for me.

It is wvery simple. We, they, yﬁu cannot predict interest tates
at all with any degreae of reasonable certainty., One day from
now, one week from now or one year from now, I don’t think you
can predict interest ratss ov exchange rates with a degres of
cavtainty that would make us comfartable.

Second, there is just as much rigk  io . oot borrvowing than
borvowing at any given point and time, every ogportunity loss
must be measured. Third, it is of the greatest importance
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therafore 1f you put those two things together, to have the
naximum oukt of cholse in terms of your credlt standing in terms
of your relationships with investment bankers in the worldrs
financial community, as to he able to choosa when to borvonw,
where to borrow, what currency to borraw, how to bosrow, fized
rate or floating rate, long oar short, directly 2¢ through
swaps, and the flexibility should be maximum. Not because you
can predict rates, but hecause you sheuld have the power to be
able Lo get the resources whan you need them, not when the
market tells you, not when your internal financial demands
require you to boprrow. Next: Mistakes alwéys ate made, many
times in executing any borvowing or investment Programme.
Fifth: external forces outside one’s control will always
limit aceess at reasonable terms in any particular curtency. 1t
might be oil prices, it might be a recession, high interest
rates, protectionism, or politics or the weather. Those
variables apply to virtuaily any borrower. The IBM, China,
Brazil, Ezxon, World Bank., Things are not in your control. We
are in a vulpevable fragile environment and the wisedt, the
most rational and the luckiest will be bunr a swmall amcunt of
variation compared to the damage that can be done by things
outside one’s control. 3o the basic underpinning of certainly
our philesophy is stay wvery, very flexible and don’t be too
gmaxt by half, '

I also suggest that borrowers totally ignore all concepts such
as the Buredellar market, the Asian dollar wmarket, the Yankee
dellar market -~ ¥ don’'t have any idea what those terms mean
after twenty years., &Ask only one question, where are the
buyers, The actual eovire. The domicile of the bond issue only
reflects legal, or tax ov regulatory conslderstione and it's
usually conslderationg which apply to the intermediaries no one
else. It has little to do with the location of the market. We
define market: whers are the customsrg? Not - where are the
bankers. We will build 1iquidity, bagically hecausa wa look

upon the world as & dangerous place. That would wean borrew
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now, not later. All the time: eanage the rezult in cash asz {f
you were a pension fund wmanager. And Lf you don'l need to
bhorrow, borrow it any way and then have active cash sanagenent
s as to winiwmize the c¢nzt of carry as much as possible.
Accelevate the programmes when you think the rakes ave low,
borrow long bterm. The World Bank has not borvowed as zsome of
you may know ever cn a bundred Billion dollax at & LIBOR based
instrument, We do not belisve that guality borrowars evec
should borrow based upott a LIBOR-baszed instrument.

I hope no ane is here from the bank of England, bercavse the
U.X., government does horrow bas2d upon LIBOR. The reason is
very slmple. We do not believe that aven those borrowers who
need amounts of rtegources which don’t let them horrow in the
fixed rate bond market, but have Lo berrow on the fleating rate
bond market should ever link for a quality horrvower their cost
of money to that of a commercial bank, unless they feel that
they are of lesser guality than a commerclal bank..

But when Herstadt produces 400 basieg points over Treasury
Bills for Morgan Guaranty and when the Deutsche Bank has to pay
250 basis points over 3-months 'Treasury 9ills becauze of 2
crisis in Mexico where they have very Llittle exposure -
certainly we Jdo not believe that a gualilty borrowsr should link
iks Dbench wmark to that kind o€ market hysteryia. Thersfore to
the extent that we do borcow ab floating rates we only borrow
linked to Treasgury Bills.

Do not innovate under stress., By sbtragg I wmean obviously
financial stress. If the market i¢ tense or nervous or you just
have beaen hit with vary bad publicity don't do » transaction
which takes advantage of customryrs ov iooks seductive hecauvss
it is diffevent. T¢ is too late then, anyway. don’t sgorprise
markets, don't pick off customecs by excessively tight pricving,
e never, never iLreat bankers as adversaries. They are not
adversacies. They have a hugh amecunt of risk, Don’'k expect
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pricing that you don't deserve, don't askgﬁr‘take suicide bids,
Avoid market saturation. You can:;géé?anaugh competitisn by
helng in the swap markaet. Mesh impoctant: act as if the warld
{8 a hostile place out of one's contyxol. Finally pay all your
debts on time.

Let me just conclude by putting some of thage things togethei.
Given the wunpredictability of rates, exchange raltes and
interest ctates, given the clear prospect for substantial
volatility and a great amount of peer pressure to follow the
herd. Third, given the propensity of wosk bureaucracies, most
corporakions, most governments, and most stafif - to look goond
and gometimes be guod. Given the development of new hedging and
leveraging ingkruments, Given, let wus say a guiescent,
flexible, accounting conventions for reporting mistakes and
error and last given highly motivated, very bright investment

bankers what will my successors and perchaps all of you likely
find.

Tha answer in wy nind iz deceptively siumple to state, I think
we are about to enter inte something which for one of a hetter
term I am going to call liability management. What of a soope
and complexity not easy to acces. It is going to he I think
similar o asset management, All of us know that aszsets are
managed. And they are traded, they are gecurltlzed, that is the
coda word, but they are shifted as pension fund managers, and
insurance companies and stonk hrokers and institutional
investors and virtually everyone in this rcom move assats to
increase one’s rate of return. Buy low, sell high, buy stocks,
puy bonds, buy warrante, buy futures, buy pptions buy c#al
estatel. That is what asset management is. It is the deploymsnt
acrass different instruments. It is the moving from one
instrument to another. But I would ask you to consider that 4f
an asset portfolio wmanager can manage an instrument whiich
basically 1s lssued by a corpovation or a soveceign governuent
why not can not Ethat issuer, corporation or sovereign
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government similarily manage the Jdebt the same way that the
asset manager managses that same product. My gense I3 that they
are learning vety guickly. But ons gays, you cannot liquidify
the l1fability side. You cannot rvepay the Deutsch mark, the Yen,
the 8wiss frane, the Swedish crona or one’s lssus, The fact ix
that wvyou can. All of us in this ruom know a number of ways in
which that can he done both in the option macket and the swap
narket for as long as 15 years,

I believe that liabilities wili he over the next twp decades
congtantly vrvestructured., Options will pexmit bortowers o
barrow now and set the rate later, or te set the rate now and
borrow later. I helieve that currency options - long term -~
will develop over a 10-15 year period - thay will develop for
the next several years for 535 long as 10 ko 15 years -~ which
will pefmit issuers tao hoedgs their positions or buy long term
insurance or alternabtlvely in a much different fashioan do the
exact opposite. Not hedge thelr positions but leverage thelr
views on rates or currenclas. Horrvrowings oncve enterved into I
suspect will be vreversed. Throvgh non cash instruments - or
defeeged -~ either because they were very profitable and
therefore available to be captured or unwise and one wishes to
cut future potential losses. The Yen horrowed at 2,50, it drops
ko 200, The market will scon realize that they must develop and
there will be great pressure ca the CFO to find a transaction
which will get oub whan it 18 200, before it goepn to 150. Or
transactions will be done to show patrticular gaing or leosses in
a glven yesar rather than to let those ygains or losses be
amortized over a period of a decade.

CPOs and c¢orporate treamsurars and I think alse government debt
managers will acquite new sgkills, wnew wisibility with new
acgountability. And that will invoive an enormous potential for
pressure and for management. I sugpect that one of the

constralnts to that happening more guickly is a minor, but

vrathey significant artefact - Lg the compensation structure,
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Typically corporations do not compengate nor certalaly do
governments compensate thelr debt manager usually consldered to
he a middle level manager in that corporation coumpared to the
inventor, the marketer, the producer of the product as cowmparaed
ta what a pension fund or asset manager gefbs paid for wanaginag
that asset that was iszsuesd. The debt that was issuad that
bacame someone else’s asszel.

Tn shorty - @ do not think that the financial officers will
{ssue dabt, then wait and see. There will be greabt pressures oan
the liahility side to usg the new ingtruments Lo move from
fixed rates to Floating rates and hack again. To move into and
aut of and back into Deutasche Mark, Yen, Dollar, Swediﬁh crona,
on the liability side of the balance sheet by the corporation
and by the government. '

There will be pressures iln the corporate gector to take gains,
to shore wup lying pecformance elsewhere in the sotpany’ s
productivity, If you cannot sell cars, at least be in a
position to take the gains that you have on having borrowed
wisely in a given year. Uonversely theve will the opposite
pressure. The pressure to = onge the borrowing ogcurs ~ to
hedge it, to protect it, to insure it and stick to s2lling gars
or textiles rather than taking unmatched, univsured exchange
rate expogure, There will be in short pressure to do hoth, to
create profit centers and to constrain risks in the panagensnh
of the debt structure, I cannot tell certainly whethar those
developmants will bes used to look good, or to be good, or to
protect, or to hedge, or to leverage, 1 just do not kpnow, It is
simply too early in tha process. But the potentisl is there Lo
think about and measure opportunities lost and for managing the
entire balance sheet of the institubtion.

Lat me conclude by simply saving that I suspect [or many
issuexrs, perhaps nost, their debt will bhe traded aad
gecuritized by the debt wmanager itself and swapped from fixad
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te fleating and back again inkto one curgency and then to
ancther over the naxt decade Just as effschively or
ineffectively snd quickly and the portfolio asgrbt wmanagers do

the same thing.



