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Thought of the Month – The Proliferation of Software versus STP

As more and more risk management and other software vendors enter the market place, front, middle, and back offices find themselves clamoring for the "latest and greatest" tools to help them trade, manage, and settle positions on a global basis.  On the other hand, many firms are also grappling with the ultimate goal of automation:  Straight-Through-Processing (STP).  Due to the often-conflicting goals of having the most-advanced, flexible software coupled with a desire to minimize operational risk through maximum STP, how should a firm proceed?  The only simple answer is that management must consider both sides of this potential conflict prior to securing any new software.  Should the IT Department be involved in the overall strategy of the firm with respect to each and every software decision, as opposed to a department that simply executes the procurement and implementation of software that meets the needs of a specific department?

Why is the Sky Blue? – Leverage
Where did the concept of "leverage" come from?  Is leverage a balance sheet concept or a risk management concept?  These days it seems the accountants and risk managers are having it out as both parties claim they have a better concept of what leverage is all about.  The accountants could claim original ownership of the term leverage as it is most often associated with historical ratios taken from a company's financial statements.  From an accountant's perspective, it could be measured as a debt over equity, total assets over equity, times interest earned, etc.  From a risk manager's perspective, it might not be separately measured because it is inherently included in value-at-risk or scenario analysis figures, and risk managers might even scoff at the notion of using balance sheet figures to determine a firm's leverage when in fact the balance sheet does not include derivative notional amounts and other embedded factors that determine a firm's future potential cash flow stream.  To avoid upsetting either party, it is best to understand that leverage encompasses many meanings and does not refer to simply one set of figures or calculations.

Nourishment – Maintaining a Pegged Exchange Rate

Exchange rates can be broadly categorized under two regimes: pegged rates (soft and hard pegs) and free floating rates. The initial choice is made by the local monetary authority or government and depends on their long-term economic policies and objectives. Some pros and cons of each regime were discussed in May’s newsletter. Opting for a pegged exchange rate may sound appealing; however maintaining the peg over time may prove more difficult than initially anticipated. This article provides an understanding of a country's balance of payments and how a peg is maintained.

The Balance of Payments (BOP), a statistic that summarizes all the transactions of an economy with the rest of the world over a specific period, is closely watched by many economists and market participants. A country's BOP sheds light on the health of its economy’s foreign sector which can strongly influence the exchange rate level, whether it is pegged or floating. The mechanics are briefly explained below without examining all the components that make up the BOP. A detailed explanation is found at:   http://www.ny.frb.org/pihome/fedpoint/fed40.html
When a country sells (exports) goods and services to another country, payment is generally made in the currency of the country selling the goods or services (a BOP Current Account item). In other words, local exporters are normally paid in their domestic currency and local importers normally pay overseas exporters using a foreign currency. Under a weakening local currency regime, some local exporters may demand payment in US$ or some other favoured currency. One factor that affects the amount of imports is economic growth while competitiveness influences the amount of exports. Imports and exports affect a country's BOP as shown below:

	Local Country (e.g. Hong Kong)
	Foreign Country (e.g. US)

	Exporter receives HKD or USD (BOP+)
	Importer pays HKD or USD

	Importer pays USD (BOP-)
	Exporter receives USD


Other activities that affect the BOP include direct investments, such as purchasing or building a factory in a foreign country (a BOP Capital Account item), and portfolio investments whereby a local (foreign) investor purchases or sells foreign (local) equity and debt securities (a BOP Financial Account item).  If total inflows (outflows) exceed total outflows (inflows) then the BOP is in surplus (deficit). Under a surplus situation, the excess funds can either be deployed domestically to generate economic growth, which can eventually increase imports, or retained and accumulated over time as foreign reserves for future use. Conversely, when an economy runs a BOP deficit, this can be financed either through the utilization of foreign reserves or through raising funds from external sources, generally in the form of short-term borrowings. When a surplus or deficit "pushes" a pegged exchange rate to trade outside an acceptable band, the monetary authority has to intervene by buying or selling foreign currency to bring the exchange rate back in line. This is demonstrated with a simple example in exhibit 1.
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Hypothetical Capital Movements and BOP in Thai Baht


Therefore, under a pegged exchange rate regime commonly associated with developing and emerging economies, the monetary authority must maintain fine controls over inflows and outflows to avoid any large BOP imbalances. Despite the best of controls and policies, sometimes these imbalances become too large or even shift suddenly from a surplus to a deficit and become unmanageable. Without sufficient foreign reserves and an independent monetary policy 1, it may become impossible to defend a peg any further. At the earliest signs of distress, capital outflows start to accelerate and further worsen a BOP deficit. Foreign creditors could then become wary and may even suspend refinancing of short-term lending, thereby causing foreign investors to lose confidence in the local economy. By this time, foreign reserves are depleting fast without any sources for replenishment, except perhaps financial aid from the IMF. However, this may be too little, too late - the currency is already de-pegged and in crisis.

Below are some highlights and facts that may have led to the Asian financial crisis. It should be noted that from the many articles written on this subject, these are not the sole issues contributing to the crisis.

Prior to mid-1997, most Asian countries were enjoying robust economic growth which led to widening current account deficits offset by large capital account surpluses. Japan was a main contributor of this capital through foreign currency loans particularly to Thailand and The Philippines, which ended up in real estate, or non-productive sectors of the economy. Much of this foreign currency debt was unhedged. In 1996, the Thailand economy started to slow down leading to swings in real estate and equity prices, mounting problems in the financial system, and non-performing loans. The first signs of distress started to emerge and capital inflows slowed down. By early 1997, the Bank of Thailand (the Bank) had already started to support the peg and foreign reserves were declining. It was later revealed that apart from using foreign reserves to defend the peg between the Thai baht and the USD, the Bank was also heavily engaged in US$ forward sales 2. The outstanding amount of these forward sales had climbed from around US$5 billion at the end of 1996 to around US$30 billion at the end of June 1997, roughly equal to the amount of Thailand's foreign reserves (US$31.4 billion). At the same time, the amount of short term external debt (US$37.6 billion) stood at 120% of foreign reserves, reaching a high of 133% by the end of 1997 (short term debt = US$34.8 and reserves = US$26.2). The pressure on the Thai baht mounted and the authorities finally allowed it to float on July 2, 1997. Overnight local interest rates shot up but this did not relieve any pressure on the weakening currency. The concerns and crisis reverberated to neighbouring countries which led to the floating of the Philippine peso on July 11, the Malaysian ringgit on July 14, the Indonesian rupiah on August 14 and finally the South Korean won on December 16. All currencies went through massive devaluations even following financial aid from the IMF. On September 1, 1998, Malaysia decided to re-peg the ringgit at 3.8 to the US$ where it still stands, and instituted capital controls, of which some are still in effect3.

Notes

1
Monetary policy includes the ability to raise or lower interest rates when needed. This tool is not feasible under a pegged rate regime because if a country under such a regime raises or lowers interest rates independently from the base country (such as the US), this will lead to arbitrage opportunities: specifically, foreign currency will flow to the country with the higher rates, be converted into the local currency at spot rates, be deposited into local interest-bearing accounts, and then be repatriated back into the foreign currency. Eventually the local rates will revert back to where they started from due to the excess demand pushing local rates down. Therefore, domestic interest rates in a pegged currency regime can only move in tandem with the rates in the base country.

2
FX forwards can sometimes support a currency by acting to (1) meet forecasted foreign currency demand and minimize market disruptions, (2) prevent forward spreads from blowing out (i.e., widening forward spreads can indicate increasing uncertainty with respect to an exchange rate), and (3) to calm or negate market expectations from thinking that a devaluation is imminent.

3
Capital and currency controls are usually not a welcome policy by either local citizens or international investors, and are generally imposed only as a last resort. Restrictions on capital mobility tend to diminish the confidence in a government and the economy. There are various forms of controls, such as: limiting the amount of foreign currency that can be bought by local citizens or travelers; declaring the currency non-convertible outside the country, thus making it worthless to foreign holders; prohibiting the purchase of FX forwards by local companies (e.g., long US$ / short ringgit) unless backed by actual purchases; freezing foreign assets from leaving a country before a certain period of time; and, imposing a levy or exit-tax on repatriated profits by foreigners. Such measures may be necessary to reduce capital flow volatility, regain investors' confidence in the peg, and to improve the overall BOP position.

References for further reading:

Managing Financial Crises: The Experience in East Asia, IMF, June 2000

http://www.imf.org/external/pubs/cat/longres.cfm?sk=3635.0
The Asian Crisis: Causes, Policy Responses, and Outcomes, IMF, October 1999. http://www.imf.org/external/pubs/cat/longres.cfm?sk=3295.0
Feedback
As always, we greatly appreciate your comments and feedback.  We realize that our ideas and information might be cutting edge, futuristic kind of stuff or mysterious in some ways.  E-mail us anytime at help@financialcontrollimited.com if you would like a) for us to clarify anything, b) to recommend improvements to us, or c) to just debate with us – we like philosophy especially as it relates to financial services!

Return to home page:  www.financialcontrollimited.com
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Assume a pegged exchange rate at 2 baht to the US dollar for simplicity.





Period 1:  The monetary authority can add the BOP surplus to USD foreign currency reserves or deploy it towards domestic economic growth. In this case, it added it to its USD reserves in order to defend the peg in the future, if necessary.


Period 2: The monetary authority financed the BOP deficit by providing USD to local citizens and companies from its USD reserves thereby supporting the peg.


Period 3: The monetary authority could choose not to deplete most of its USD reserves because this could lead to the inability to defend the peg in the future.  Instead, it may decide to raise USD in the capital markets through issuing USD debt and/or borrowing USD from external sources.  When reserves run low and foreign credit becomes tight, it may be necessary for the monetary authority to impose some form of capital and/or currency controls to reduce outflows.
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