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Thought of the Month – Merger of Exchanges and ...Regulators?

It is very entertaining to see the high-stakes battles being fought in the global arena by the world's securities and derivatives exchanges.  Should we merge?  Should we form an alliance? Should we go public?  Should we offer an identical product that is offered by a competing exchange to try and build revenue?  Regardless of the answer to these questions, one thing is clear:  to survive, the exchanges feel more compelled than ever to do something rather than remain a closely knit "club" with a calm, slow pace of life.  It appears that the exchanges are in favor of adopting a more corporate type of ownership structure whereby they issue shares to the public and use shares to finance acquisitions and mergers with other exchanges.  Strangely enough, on the other hand, the regulators of the world's securities and derivatives markets seem totally disinterested in the idea of merging.  It seems like a no-brainer that as insurance, banking, and investment banking institutions merge with and acquire each other, the regulators must regulate huge financial conglomerates that cross-sell an entire vertical and horizontal line of products, thus requiring each regulator to closely cooperate with each other more than ever.  Does it still make sense for regulators to be in charge of separate areas of the financial industry when their constituents (i.e., the financial institutions that they regulate) no longer isolate themselves according to the type of financial products they sell?

Why is the Sky Blue? – "Hedge" Funds
Let's set the record straight in case there is any remaining doubt:  the word "hedge" in hedge funds could be construed as the equivalent of the word "insurance" in life insurance.  Does the fact that you have life insurance mean that you will get a new life in case you die?  By the same reasoning, does the fact that you have invested in a hedge fund mean that you are hedged?  Some hedge funds hedge and some don't, but the term "hedge" is a very tricky word.  For those that have hedged, have they hedged market risk? credit risk? operational risk? More importantly, in the context of your existing portfolio including all investments, what is the relationship between your hedge fund investments and the other investments within your portfolio.  Although the original intention of a hedge fund according to history was to hedge "overall" (limited to equities in the US market only!) systematic market risk by going long and short stocks, let's be done with this word "hedge" and call these investment vehicles "alternative investment funds" so that we do not potentially mislead someone into thinking they are hedged!

Nourishment –  Market Risk:  Beta versus Volatility versus Value-at-Risk

Market risk measurement and management is more art than science as any experienced risk manager can attest.  There exists a whole range of formulae to aid the risk manager but the art of successful risk management relies on one's ability to determine what assumptions to use and how to calculate them, and most importantly the ability to interpret model results and determine which results make sense, how they should be relied upon, and what action should be taken.  The whole process becomes trickier as budget constraints force even the most talented risk managers to cut corners and take short cuts that could potentially result in omitting or failing to recognize less obvious risks.  Meanwhile, it is assumed that board level management supports its risk management department but if it does not, even in "one-off" cases (which are usually the ones where the most risk is on the line), the most talented "artist" in a firm's risk management department will not be displaying any "paintings!"  

Some of the prominent models for managing risk are beta (i.e., in conjunction with the capital asset pricing model), volatility, and value-at-risk.  Scenario analysis and stress testing are also important tools for measuring risk.  Which of these tools should we use?  Answer:  Perhaps all of them!  Beta shows how your portfolio's returns move in relation to the overall market and is useful high-level information that can give you a good idea of how your portfolio is expected to perform if the overall market does well or poorly. Yet, this only provides a partial picture with many details left out. Volatility shows you how your portfolio is expected to move around over the coming time period and is easily understood by most industry professionals and investors alike.  Volatility has the added benefit of including both systematic and unsystematic market risk, whereas beta only measures systematic risk (i.e., your expected portfolio returns given the returns of the entire market system).  Value-at-risk shows you in ‘dollar’ terms what you could expect to lose over a specified time period for a given confidence level (e.g., say with 95% confidence). All of the above rely solely on numerical and statistical analysis with hardly any creative thinking. Scenario analysis and stress testing help tell you what you might lose if certain market events were to occur.

Now for the bad news:  it is difficult enough to employ the above tools for a static portfolio, but when your portfolio changes on a frequent basis, you can imagine the trade-offs that must be made.  This brings us back to budget constraints.  It might make sense to limit trading activity based on the quality of risk management that can be done for a given level of trading, portfolio breadth, and budget constraints, or possibly suffer the costs when things go astray, which most often far outweigh the price of employing or outsourcing to a professional risk management provider.

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!
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