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i « .o When . interest - rates
_ To say that this volatility e R arted shooting for the stars
ic “has increased risk is'a bi .in the 1970s, investors found
derstatemenit, Wh : ' they had " enormous. incen-
SR NROE . "tives to lock-in those:rates.
Thé answer? In 1982 along
“came zero coupon bonds to
.. protect against reinvestment
- risk. 'Says Stanford Professor
" hold them too long, and you - S ERRNRETNEERN  VVilliam Sharpe: “Zeros pro-
can lose 20% .or 30% of you ' A e g vided a:riskless instrument
ThGiD: 5 US4 d6l : T ' estors who were look-
ing out over-10, 20 or 30
years. - Before ‘zeros, they
could buy Treasury bonds
¢ but would have to reinvest
B the'streamof interest pay-
i.ments. ‘at: uncertain -interest

2 . . highs tb,ldws,k

-

. Ho foreign trade . : , ~ IR IR “rates. A zero will just pay you

“on in such an. e1 - Ty . < bW the lump sum-10, 20 or 30
a- How can the long-term bond . SISt S e / | years from now.”
e market function? How can - RSN P G .. Zero" coupon - bonds, un-.
e ~ any business person plan be: : ; ' @ Dhcard of ten years ago, are -
18 * yond a few days?. . : ‘ one of the most popular-of
is . The' answ ' , I , o the new ' financial “instru-
e " burst of new instraments‘is = | . Myron Scholes, Stanford Unersity . .- " . /" ments.. In essence they . are’
e " nothing 'more  than: |  “Smart investors use hedges to reduce ris . bonds 'stripped - of interest

' sponse 'to -these .vastl .| they can take larger positions without coupons. and selling at the
a credsed risks. Indeed, most of | . small price fluctuations wiping them out ~'discounted - present value ‘of
s . the  exXotica are ‘specifically - | - and make bigger profits.” . " . P g ‘the principal at maturity. In

- designed to hedge against an

i e - an atmosphere of stable in-
- ' uncertain financial environment. As Dean Richard West terest rates, no one would bother with zeros. But in today’s
of New York University’s Business School observes: “If - volatile markets they serve a useful purpose—not for spec-
the world were stable, 1 think a lot of this talk about - ulation but for investment. . =~ . ..o o
T . hedging this, speculating that, swapping this, exchanging '~ ® Without the new finanqial instruments, the U.S. mar-
" this -and floating that ‘would simply go away—it just ket for home mortgages might well be in total collapse.
“wouldn’t be nécessary.”” " S L How could a bank lend for 30-years at'a fixed rate when it
; - " Eyen more pointedly, Steven Figlewski of New York' hasn't the foggiest notion what interest rates will be next
: ‘University observes: “In the 1980s, if there hadn’t been a - month—let alone 30 years from now? Today, therefore,
* Treasury bond futures market where dealers could hedge. banks hedge against a steep rise in interest rates by making
their positions, it’s quite possible that the long-term bond floating-rate loans. But borrowers want caps on how high -
. market would dried up.” 0 thoseinterest rates can float. Thus, in 1982, banks started |
Consider, for ‘example; two ‘responses to the erratic - hedging against the possibility. that interest rates would . . li' ,
course of interest ratess T ; " rise above the caps by taking short positions in the bond :
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‘hedge risk for one party and

. create risk. for-another: who

| inturn; transfers the risk .t
yet another party.

- Hedging like" this mak
sense.-Consider the futures
markets, which-offer:a cla
sic way to hedge hold g i
ventory in the presen
Coers, for instance, ¢
“tures . contracts’

commodmes rnarkets t0 pro

the commodity—

- it-~they take a sh , :
in the futures market' That
way, if farm prices fall, they "
will, lose money ‘on the

'profltably Tn 1983 f
‘ ple, corn - prices |

 Ditto for business people who must make’ transactlons

- in different currencies: They can take offsetting positions i

~in the foreign ex hange markets Take Colgate Palmo ive,

“. stance; the compan wa nervous that the Au _,ra11an'
o dollar wou : 1




thrifts to divert funds from
the bond to the mortgage
market. And the ability to
sell off their mortgages
makes thrifts more willing to
provide  mortgages—even
when interest rates are high-
ly unstable—at a lower cost.

e Companies with ques-
tionable pasts, or no pasts, or
overloaded balance sheets
used to have trouble raising
money. Now, however, junk
bonds make it possible for
these companies to offer a se-
curity that is somewhere be-
tween a bond and an equity
as a source of funds. More
speculative than ordinary
bonds? Of course, but also
more lucrative.

In both cases, something
relatively illiquid has be-
come liquid, and risk has
been shared.

Is there such a thing as too
much liquidity? A certain
old-fogy attitude is outraged
at the thought that every-
thing can be turned into

William Silber, New York University
“The markets have become more
transactions oriented. Business is done
eon a transactions rather than an

ol’ boy basis.”

Take the options market
for specific stocks. An option
gives the holder the right,
but not the obligation, to buy
(a call option) or to sell (a put
option} something at a spe-
cific price during a specific
period. Options permit peo-
ple to hedge positions in ac-
tual stocks.

If you're long IBM, you can
lay off the risk of having
IBM's price go down by ei-
ther selling calls or buying
puts—either strategy will
limit how much money you
would lose if the actual price
of IBM goes down. (And limit
how much money you’d
make if the price goes up.
That’s nothing more than
the familiar risk-reward
tradeoff—nothing specula-
tive about it.)

People forget that using
options to hedge is actually a
more conservative, less risky
way to play than just plain
owning the security.

Just as the promise of vast

gains keeps speculators in

money quickly. The thought
seems almost sacrilegious. Maybe so, but times change.
Yesterday’s sacrilege is today’s orthodoxy. Says Hayne
Leland of Leland O’Brien Rubinstein Associates, a Los
Angeles investment management firm, “As long as every-
body has confidence, liquidity is very useful. And it’s
unlikely that everybody will be irrational at once. There’s
always a price low enough to induce somebody to buy.”

But what about the fear of too much speculation? The
traditionalists forget that one person’s speculation is an-
other’s hedge. That is, one side of a transaction might be a
player who is taking on a lot of risk, or speculating, while
the other side might be a player who is laying off risk, or
b=dging an existing position.

the market, the ability to hedge keeps investors in there,
too. The stock index futures market, for example, allows
investors to hedge movements in the overall stock market,
and thus reduces concern that their cash positions will
move against them. Meaning, they can hold on to stocks
they like even when the overall market is heading down.

Of course, in these examples, there very well could be an
investor on the other side—selling uncovered puts or calls,
or going short in Treasury futures—taking enormous risk.
Is that bad? Different people have different tolerances for,
and abilities to withstand, risk. The sophisticated new
instruments are risk-differentiated; just as more and more
consumer markets are being fragmented today to cater to
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-currently used to price every- 7 ; P =EE gies int duce a way of trans-' ,
thing “in the ‘wotld—from - : ferring mc ney from’ the gov-
risky debt to. mortgages—be: .
~‘cause. they can all be v1ewed & Dutch Auctron preferred
as options.”’ ., ‘ ; vstock whrch allows corpo- -

- Consider - Ginnie Mae o
which are securities:'with'
implicit ‘options. Because -
homeowners are able to refi-
nance “their mortgages ‘the
‘investors . .who “l

- mortgage. money have, in ef
~fect,’ given homeowners an' " [ ,
option- to call “the loan ; : ' _rate f1nanc1a1 structure also
Thus, Whenyou invest in'a [N § ‘produces tax.. advantages— e
~ Ginnie ~Mae, you “have - : ‘
‘bought a security. but ‘you. -
have ™ also:'sold”an .option.
And that presents a:pricing

. price’ i shat s e o,pl1cated strategres,”_' .
i ' : ind the new i struments, o

gage paymen 'you 11 give
me, and how much, should
‘you:pay me: for the option?

it has prompted some: critics -
of the new scene to complain
that the “volume of tr
_“tions has soared beyond ec
- :nomic purpose.’

Granted that just about ev-
ery new instrument.is
priced when it is introduced;
and granted.that a large r
turn’ goes. to.the people who

get in there first and work at

-taking. advantage ‘the'm
pricing. But ‘as they take ad
vantage, the mispricin
.comes less pronounced. This

- hardly -constitutes mindless

_ tradmg Instead, -exploiting
price d1screpanc1es will

the price back mto line, thus -

ome was’ your castle ‘ot
just. another financial asset

most importan

- ®Tax advantages.’ Or, as -
Mark  Rubinstein - observes; -
_”Occasmnally 5€ '
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