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Interview with Sir K Dwight Venner, Governor of the Eastern Caribbean Central Bank

Sir K Dwight Venner is Governor of the Eastern Ca-
ribbean Central Bank, a position he has held since
December 1989. Prior to that he served in the position
of Director of Finance and Planning in the St Lucian
Government between November 1981 and November
1989.

Sir Dwight is an Economist by training and was
educated at the University of the West Indies, Mona,
Jamaica where he obtained both a Bachelor of Sci-
ence (BSc) and a Master of Science (MSc) Degree in
Economics. He served as a Junior Research Fellow at
the Institute of Social and Economic Research at the
University of the West Indies and then as a Lecturer in
Economics from 1974 to 1981.

He has written and published extensively in the areas
of Monetary and International Economics, Central

Banking, Public Finance, Economic Development, Po-
litical Economy and International Economic Relations.

Sir Dwight received the award of Commander of

the British Empire (CBE) in 1996 in St Lucia and

was recognised as a Distinguished Graduate of the
University of the West Indies on its 50th Anniversary
in July 1998. In June 2001 he was awarded Knight
Commander of the Most Excellent Order of the British
Empire (KBE) in St Vincent and The Grenadines for
services to the financial sector. In October 2002, Sir
Dwight was recipient of an honorary degree, the Doc-
tor of Laws from the University of the West Indies.
Source: the Eastern Caribbean Central Bank

CMMB iQ: As Governor of the ECCB,
what is the most difficult part of your
job?

Sir Dwight: It’s really a conceptual one in that, unlike my
central banking colleagues in the rest of the Caribbean region,
we operate a multi-state arrangement of eight (8) countries.
In a one country situation issues are fairly straightforward but
we grapple with another concept - a set of countries and
also subsets of countries. So theoretically, and to the point of
perception, we must try to merge these together. Luckily for
us there are other common elements. It is a very interesting
arrangement especially since we also have a common court
of appeal in addition to a common central bank, common
regulation of banks, securities, civil aviation, and telecoms.
Unlike the rest of the Caribbean, we have what we call supra-

national arrangements and inter-governmental arrangements,
as well as national sovereignty. Therefore, we have to
accommodate ourselves to these three different levels of
operation and though it is challenging, it is also very exciting
as we are experimenting with a form of governance which,

I think, once the Caribbean decides to get together, would
become very relevant. When we compare what we are doing
here in the Organisation of Eastern Caribbean States (OECS)
with the European Union, similar institutions exist and it is
interesting to note that our Eastern Caribbean Supreme Court
is actually older than the European Court of Justice.

Another challenge is to ensure that the currency remains
stable. In the Caribbean region, despite the floating exchange
rates, if a currency is devalued or if the float goes down, it

is considered a major issue. The people of the Caribbean

like stability and certainty. So when everything else appears
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to be out of control, people in the OECS say, We know the
value of this currency, and can benefit from its stability both
as consumers and investors. So the Bank’s major objective
is always to ensure that we address those issues that bring
confidence to the system.

With the current depreciation of the United States dollar, yet
another challenge presents itself, but this simply requires us
to be more flexible. As the US dollar falls in value, of course
we become more competitive versus countries like Europe
and Canada. In the first part of this year we have seen an
increase in the number of tourists visiting the countries.
However, we must ensure that our debts are not in non-US
currency, as our debt levels are high. We also have to look at
our imports to see where it is possible to switch imports from
Europe to other dollar areas.

The countries are now faced with challenges in the fiscal area
and whilst not directly a monetary matter, it is related because
of the world inflationary situation which we are experiencing.
This is a challenge because, as we have seen, the price of

oil has risen to $110 (US) a barrel. This phenomenon is a
challenging one particularly since it was not more than 4 years
ago that OPEC had set a range of $22 to $28 for oil prices.
The experience of excessive queuing and disorderly behaviour
in 1973 during the first oil crisis has prompted better controls
of the process this time around so that there is no panicking.
Back then however, there was control led pricing, but now the
prices are flexible resulting in an add-on in terms of the costs
of electricity, public transport and cooking gas. The area that
is really worrying to us though is that of food prices and what
is now called ‘ag-flation’.

The price of wheat rose by almost 80% last year, that of
maize by over 100%, rice prices are now also climbing and,
of course, these are all staples. Another issue relates to

the carriage of these commodities, as there is a shortage

of ships and, more critically, a shortage of maritime crews
particularly captains and engineers. Interestingly enough, in
the Phillippines, where most maritime personnel come from,
it takes 10 years to train a captain, so that even if more ships
are built, there is still the issue of crew shortage.

Finally, with the partial meltdown of the United States’
financial systems, the Federal Reserve has to find new tools
and the American system has to find a different and better
regulatory system to deal with what is virtually a financial
system out of control. As an open economy, we must
therefore be very conscious of these developments.

What is notable at this time is that the region is now facing
global challenges. The implication of this is that since the
whole world is facing the same challenges we cannot expect
to be treated differently and must therefore find solutions of
our own.

CMMB iQ: In light of all the issues fac-
ing the ECCU Countries, which are all
very small and open economies, what
is the ECCB doing about these issues?

Sir Dwight: Let us consider this in two parts. First, the
instrument that is being proposed is the OECS Economic
Union. A new treaty of Basseterre has been drafted and will
be put into place after public discussion and legislation. The
arguments for this type of arrangement between our countries
have already been demonstrated in a number of areas, for
example, economies of scale, risk mitigation and, negotiating
capacity.

The implication of globalisation

is that since the whole world

is facing the same challenges

we cannot expect to be treated
differently and must therefore find
solutions of our own.

In terms of economies of scale, a case in point is in the

area of governmental arrangements which are very costly

on a single island basis. One example is that of operating
eight central banks as against the efficiency of just one. The
question being asked then is: When one considers all the
governmental activities which are engaged, what are the
areas that can be outsourced to a regional arrangement
which would result in lower and increased effectiveness? We
must therefore now try to find those areas within the system
which are amenable to this. Consider for example, taxation,
on efficiency grounds, it would be possible to have one tax
authority for the region and one would then have to pose
the question, “Do we want to control the tax authority or do
we want more revenue?” Now control is a sovereignty issue,
whereas more revenue is an efficiency issue. So then we
must balance these issues, the trade off being between more
control and less revenue to finance government operations.
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The second part of this answer relates to the ECCB. At

the Bank we need to step up our activities with respect to
the development of money and capital markets and also

in the area of financial regulation. We do have a gap in the
regulation of non-bank financial institutions. The Council has
agreed to establish what is called a single regulatory unit
(SRU) in each member country to regulate monetary and
financial institutions not covered by the Central Bank under
the Banking Act. The idea is that the regulatory architecture
would include the SRUs, the Central Bank and the Securities
Regulatory Commission, and a Regulatory Oversight
Committee with representatives from each group which would
meet regularly to ensure that the whole financial system is
properly regulated across all the countries. At present, we are
engaged in getting this architecture in place and operational.

Activity on the Regional Securities Market has increased in
recent times with perhaps less growth on the secondary
market. Our aim is to ensure that governments issue securities
along different maturity lines in order to build a proper yield
curve. Once there is an active secondary market it would add
liquidity to the system so that if you issue a 10-year bill, next
month you could go to the market and trade it.

Furthermore, even though our region is small, because there
are eight countries, there is a choice. In building a portfolio,
one can spread the geographical risks and, therefore,
exposure to any one instrument is thereby limited. We are

We need to step up our activities
with respect to the development
of money and capital markets
and also in the area of financial
regulation.

therefore encouraging all governments to issue on the RGSM
so that investors, both individuals and institutions, would
have a wider choice of instruments, and the market would be
sending a signal to the equities market about values.

Let me make this point emphatically, in light of the arguments
that the Caribbean stock exchanges are too small. There

are some very fundamental things that have happened in

this jurisdiction because we have a stock exchange. These
relate to firstly accountability and transparency, and secondly
presentation of accounts. There is an argument being put
forward about Value Added Tax (VAT), which says that our

people do not keep accounts, so VAT cannot be implemented
successfully. That is nonsense. How can one succeed in a
society that does not keep accounts? If one is going to be a
successful business person, one must have accounts. This is
critical in terms of development.

The other issue has to do with discovering price and value. An
exchange assists in giving a value to an investment instrument
at any given point. In this regard, what has happened in this
jurisdiction is very interesting. In the equities market, shares
that persons had in their possession for years were offered on
the exchange and the values rose. The shares were therefore
undervalued and the holders were not receiving the full value
for their shares. In terms of the regional government securities
market, the price for government securities, however, fell.

It is therefore critical that we continue to develop the markets
to allow for more transparency and market valuation, as well as
increase the public’s ability to raise and invest money. Another
issue, which is like an iceberg issue, is becoming evident in

our pensionable communities where the demographics are
changing. There is now an increase in the number of persons
reaching pensionable age and there is an urgent need to look
at their retirement funds. A Pension Commission has been
established to look into this area, including the provisions of
the social security systems. A long term perspective must be
taken on this matter to ensure that persons make provisions for
themselves by saving and investing.

CMMB iQ: You mentioned earlier that
one of the major issues is that of in-
flation and a lot of countries that are
pegged to the US such as Barbados,
display monetary policies that tend to
follow that of the US; what is the
ECCB’s monetary response to this
global inflationary environment?

Sir Dwight: At the ECCB we believe that in the end, what
combats inflation is productivity. One has to look at the
situation as being in a competitive environment.

The question then becomes: If everyone’s prices are going
up, how do you compete? The answer has to do with cutting
your costs and increasing your output and you have to keep
that in sight at all times. We really therefore need to look at

a restructuring of the real economy in areas where we lack
competitive advantage.
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In the meantime, the implementation of price controls and
bulk buying procedures are really palliatives. The legislation
over the years has shown that this approach has been

the one usually taken in our countries. Bulk buying of the
staples: rice, flour and sugar; price controls on certain basic
commodities; and the implementation of strategies to facilitate
domestic production of agricultural products have been the
normal responses to inflation, particularly when the food
basket is affected.

Price mechanisms must be allowed
to work with perhaps the only
exception being when people are
at risk, particularly those in the
poverty zone.

With the high and rising price of oil, the Monetary Council
recommended to member governments a pass through

of the increases in the price to consumers. The argument
was that with the pass through, consumers would have to
make decisions about, for example, whether they should
continue to drive 100 miles a week, and if so then they would
perhaps have to sacrifice going to restaurants and eating
out. Ultimately, there must be a tradeoff and as the price

of one item goes up then one has to adjust expenditure
patterns. When the government steps in to subsidise the
price, this amounts to a temporary reprieve for the public as
ultimately tax payers will have to pay for the subsidies. Price
mechanisms must be allowed to work with perhaps the only
exception being when people are at risk, particularly those in
the poverty zone. In those circumstances a social safety net
must be found for them. But such a safety net cannot make
sense for the whole country.

CMMB iQ: In such a situation, where
the Monetary Council makes a deci-
sion that is expected to be in the best
interests of the countries involved, yet
certain islands decide to act contrary
to that decision, is there any recourse
for the Central Bank in terms of enforc-
ing the original decision?

Sir Dwight: According to the ECCB Agreement, the
Monetary Council can make two types of decisions:

Type | — which speaks directly to monetary policy on matters
such as the exchange rate, currency backing and interest
rates. This type is directly under the purview of the Council.

Type Il — where Article 37(3) of the Agreement speaks to the
duty of the Central Bank to inform and advise the Council
and any member government on any matter which is likely to
affect the achievement of the purposes of the Bank. This is
also applicable to the Council in that they can request advice
from the Bank on such matters.

Under Type Il, the countries are therefore free to adopt the
decision. This can be done with a lag by some countries as
they can exercise their own judgment as to when the time
is right.

When some countries have implemented the decision, it is
possible to carry out the analysis to see how countries are
benefitting. The lag in implementation will therefore result in an
opportunity cost for those who delayed action.

CMMB iQ: One of the challenges that
you mentioned previously was that of
maintaining the EC dollar peg to the US
dollar and the Central Bank has been
quite successful thus far. To what do
you attribute this success?

Sir Dwight: Let’s start with the legal parameters. The
Agreement is very specific on this matter. One of the
fundamental clauses in the Agreement is that the exchange
rate can only be changed by the unanimous agreement of all
eight countries.

There is also a deliberate policy of backing the currency at
very high levels — what we call a ‘strong dollar policy’. The
legal limit as per the Agreement is 60%, while Council has
agreed to an operational limit of 80% for policy purposes.
Meanwhile, the actual backing is usually in the high 90s or
over 100%. Events have shown that in Asia, after the Asian
crisis, the countries that did not suffer, like Hong Kong and
Singapore, had a high level of backing. The wording of the
Agreement has also served to preserve the high backing. The
Agreement says that the Bank ‘shall’ back the currency in
an amount not less than 60%.” It also states that in terms of
advances to the government which can lower that ratio, the
Board of Directors ‘may’ grant advances to the governments
under certain conditions. | must say that the governments
have observed the rules scrupulously.

64 CMMB IQ Vol. 1/ No. 2/ April 2008



CMMB

1Q

Additionally, the governments have asked us to maintain a
fiscal stabilisation fund out of the profits of the institution as
another fall-back. This came in very useful when Dominica
had an IMF program. That country was able to have access
to this special fund, as well as their own funding within the
Central Bank.

The ratio of reserves to imports prescribed as prudent by the
IMF is a minimum of 3 months. However, we usually have a
ratio around 5 months. We therefore deliberately ensure that
the backing is high and we check the real effective exchange
rate with regularity. This moves with the movement of the

US dollar so that right now the real effective exchange rate

is indicating that we are very competitive. The critical matter
for us now is the cost of imports, if they are not from ‘dollar’
areas. For example, the costs of imports from the Eurozone
would be rising.

CMMB iQ: As a currency union, the
Central Bank is responsible for mon-
etary policy across the region, so that
leaves fiscal policy as the only tool that
governments have to manage their
economies. Does the Central Bank
have any type of convergence criteria
to which the governments are expect-
ed to adhere?

Sir Dwight: Member governments have agreed to a Fiscal
Reform Program and have established fiscal benchmarks
which are discussed regularly at Council meetings. The
governments are also engaged in what is called a Structural
Adjustment Technical Assistance Program (SATAP), where
fiscal aggregates are constantly reviewed to ensure that they
are in alignment. The main problem facing governments at
this time is the debt situation. At the last Council and Board
meetings it was agreed that assistance would be accepted
from the IMF and the Canadian government in addressing
that problem.

Over the last two years we have
had fairly good rates of growth,
but of course with the high debt
levels, improvement has been
negligible.

The debt situation arose in part due to a number of hurricanes
which hit the region in the mid-‘90s. Growth had also been
very low in the 1980s and 1990s and following the 9/11

event, growth rates plummeted to less than 1%. This of
course had implications for the debt to GDP ratio, which

rose significantly. Over the last two years we have had fairly
good rates of growth, but of course with the high debt levels,
improvement has been negligible.

The ECCB is actively engaged with member countries in

the training of government officials in debt management
strategies such as swapping expensive debt for cheaper
debt, and changing the maturity structures of debt portfolios.
Governments have become more dynamic in managing cash
flows, contracting debt and changing the form of debt and
recently we had a very successful meeting with the Heads

of the ministries of finance of member countries to chart an
approach to deal with matters like these.

CMMB iQ: Most of the islands are
some of the riskiest in terms of natural
disasters such as hurricanes. Does the
Central Bank provide any type of relief
in the form of an emergency fund for
these countries?

Sir Dwight: Countries have access to the normal facilities
which are available at any time under the prescribed
conditions as there is no special facility for disaster relief. If a
hurricane strikes, countries would approach the World Bank
for assistance. The World Bank has a Disaster Insurance
Program which has been accessed by member countries
affected by Hurricane Dean as well as Hurricane Ivan.

CMMB iQ: In your view, what has to be
done in order to make the Caribbean
Single Market & Economy (CSME) a
reality?

Sir Dwight: | think something is fundamentally missing in
the region. It is unfortunate that what our people are not
recognising is that if you are about to do something, the
approach should be to look around both in your region and
elsewhere to see where certain things work and learn from
those experiences.

The OECS member countries have been painstakingly
building up regional institutions and the question is: have
they or have they not worked? Modestly speaking, we can
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say that they have. Our fundamental approach has been to
look to the rest of the countries in the island chain when we
are embarking on a new venture. My favorite example is the
stock exchange. When we were setting up the exchange
we said, “There are 8 islands here, therefore we have to
find some uniformity of legislation and connectivity between
the countries if we are all to participate and benefit from the
undertaking.”

Decision makers need to ask themselves, “What is the
common sense way to approach these matters?” If we all
stay in our own corners then we will not get anywhere.

CMMB iQ: Do you believe that the
OECS model can be replicated?

Sir Dwight: | think it can be but it is incumbent on the OECS
countries, not in an aggressive way but by way of discussion
to spread the word about what is being done in the smaller
grouping. If we speak to regionality in a practical way then

it can be transported to the wider region and meaningful
discussions can take place. As one entity the OECS countries
can make a significant contribution to the rest of the region to
the extent that our success leads to higher per capita income
thus providing more growth and business to our CARICOM
neighbours through trade and investment.

CMMB iQ: Will the OECS really benefit
from the CSME arrangement?

Sir Dwight: Of course, but we have to organise ourselves.
We have to recognise this as a great opportunity and organise
our firms and people to take advantage of it.

CMMB iQ: There’s a lot of talk about
economic partnership agreements go-
ing around. Do you believe this region
will benefit from them?

Sir Dwight: | must confess that | don’t know enough about
these agreements but what | will say is that there are certain
events that happen in the world that, in a sense, one has no
control over. Then one must decide if to consider oneself as
the disadvantaged party or take a positive approach and say
that this event has taken place so how do | take advantage

of what is there. The assumption being that negotiations are
over and the agreement has been signed.

There are really two critical steps in the process. Firstly, to
know what is desirable in order to be able to negotiate for

it. You may not get everything that is desired but you would
have at least taken the trouble to prepare for the negotiation.
Secondly, once the negotiations are over you then have to
prepare yourself and the people to take advantage of what is
available, not what it could have been or what it ought to be.

In our case multiple sovereignty adds a complication as it is
necessary to get everyone in agreement before negotiating.

CMMB iQ: What is your vision for the
Eastern Caribbean region and what
role will the ECCB play in achieving
this?

Sir Dwight: My vision is really the OECS Economic Union
and to tighten the arrangements as much as possible where
we can have freedom of movement of people and capital,
as well as fluidity of the private sector. That would, as | said
previously, give us economies of scale, mitigate risks and
allow us to negotiate more effectively. This is a priority for
the Bank and we will put our best efforts into seeing that it
becomes a reality.

In terms of what we should do when the Economic Union is
a reality, our focus will be on monetary policy and we need
to be able to give the best monetary policy advice to the
new structures that exist. This is exciting because the new
structures chart a way that will allow us to deal with the
challenge of the multi country issue so that it gets collapsed
to a more recognisable set of countries versus the existing
sets together with their subsets.

Earlier today we had a Heads of Department meeting at the
Bank. As April marks the beginning of our financial year we
take opportunities such as these to do a lot of introspection.
As a small organisation, we are, for the OECS, a place that
has a collection of people who make a contribution to the
region by thinking and advising. We therefore plan to ensure
that our people continuously improve their knowledge base
so that our collective countries can grow and develop. iQ
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The Proposed Securities Act - (i%mj
Changes In Registration Requirements

Canadian law firm Strikeman Elliott LLP, was engaged by
the Trinidad and Tobago Securities Exchange Commission
(“TTSEC”) as consultants to review and revise the Securi-
ties Industry Act, 1995. In November, 2004, they delivered
their final report which is largely expected to form the basis
of a new Securities Act for Trinidad and Tobago.

While there are many recommendations in that final report
which represent a considerable shift from the status quo,
this article seeks to examine some of the significant chang-
es in relation to registration requirements, particularly, the

registration of market actors, issuers and securities.

By Nicholas Sinanan
Partner - Lex Caribbean

Registration of Market Actors

Under the proposed securities legislation, there will be three
types of activities which will require registration, namely,

that of a broker-dealer, an underwriter and an investment
adviser. The current separate categories broker and dealer
will be fused whilst the category of securities company will be
removed altogether. Also, persons carrying on business as a
broker-dealer or underwriter would now be required to carry
on business through a company, though, individuals can still
seek registration as investment advisers.

Additionally, the proposed securities legislation prohibits

any individual from performing any function, or engaging

in any act, action or course of conduct, in connection

with, or incidental to, the business activities of a broker-
dealer, investment adviser or underwriter, unless registered.
Therefore, with limited exceptions, all directors, senior officers
and employees of a company registered as a broker-dealer,
underwriter or an incorporated investment adviser would need
to be registered individually.

The proposed securities legislation also provides for the
temporary registration of foreign individuals. Applicants

for temporary registration would be limited to carrying on
business, or holding themselves out as, broker-dealers or
investment advisers in Trinidad and Tobago, for no more than
thirty calendar days in any calendar year. Such applicants
would need to meet certain requirements, one of which is that
they must be sponsored by a locally registered broker-dealer
or investment adviser.

The proposed securities legislation
seeks to improve the continuous
disclosure regime applicable to
reporting issuers pertaining to
the amount and timeliness of
information flowing from issuers
to investors.

Registration of Issuers

The proposed securities legislation seeks to improve the
continuous disclosure regime applicable to reporting issuers
pertaining to the amount and timeliness of information flowing
from issuers to investors. The current legislative requirement
of filing a registration statement remains, but now need only
be done post-distribution as opposed to prior to an offering of
securities or on an annual basis.

The continuous disclosure regime applicable to reporting
issuers would include: () preparation and filing of annual
audited comparative financial statements within 120 days
of their financial year-end; (ii) preparation and filing of a
management discussion and analysis on its annual audited
financial statements; (iii) preparation and filing of interim
quarterly unaudited financial statements within 60 days

of the end of the quarter; (iv) having its Chief Executive
Officer and Chief Financial Officer certify the accuracy of
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the annual audited financial statements; (v) having an audit
committee composed of a majority of persons who are not
officers and directors; (vi) soliciting proxies in connection with
securityholder meetings, and providing the minimum standard
information in relation to such meetings.

It is also proposed that issuers that are subject to oversight
in an approved jurisdiction be exempt from disclosure
requirements in Trinidad and Tobago and that they provide
local investors with the same documents provided in the
home market. This exemption would be available only if the
issuer has no more than 10% of its voting securities held in
Trinidad and Tobago.

Registration of Securities / Prospectus
Requirements

Under the current securities legislation, an “offer to the public”
attracts the obligation to file a registration statement with

the TTSEC, while a “distribution” attracts the requirement

to prepare and file a prospectus with the TTSEC. Under the
proposed securities legislation, the concept of an “offer to
the public” will be altogether removed and the concept of

a “distribution” would be the sole concept for determining
when an issuer would need to prepare and file a prospectus.
As previously mentioned, the current requirement of filing a
registration statement remains, however, under the proposed
securities legislation, this filing is required to be made within
ten days of the completion of a distribution of a security.
There is no requirement to file a registration statement

in relation to a security issued by a collective investment
scheme: (i) under a prospectus filed with the TTSEC; or

(i) pursuant to an exemption from the requirement to file a
prospectus with the TTSEC.

Under the proposed securities
legislation, asset securitisation
transactions have come under
some scrutiny. It is anticipated
that a distribution of asset-backed
securities would require full
disclosure of all material facts in a
prospectus.

Generally, a prospectus will need to be prepared and filed
in relation to all issuances of securities subject to certain
exemptions, such as a private placement to “accredited

investors” (that term being largely analogous to the term
“sophisticated purchasers” in the current legislation), or

a rights issue, or a share dividend. Where an “accredited
investor” is an investor by virtue of high net worth, that
individual would only be able to qualify for such exemption
where he or she has obtained investment advice in
connection with the issue.

Securities that are issued under a prospectus exemption are
subject to a “hold period” during which time such securities

cannot be traded again without the filing of a prospectus or

the use of a subsequent prospectus exemption.

Under the proposed securities legislation, asset securitisation
transactions have come under some scrutiny. It is anticipated
that a distribution of asset-backed securities would require full
disclosure of all material facts in a prospectus. Asset-backed
securities would need to have an approved rating from an
approved rating organisation in order to qualify for sale under
a prospectus. Where a distribution of asset-backed securities
is prospectus exempt, there is no need for an approved
rating, there is nonetheless a requirement that purchasers
receive a risk disclosure statement in the form prescribed by
the TTSEC.

It is also proposed that certain approved foreign issuers,
which are subject to regulatory oversight in a “designated
foreign jurisdiction”, would be exempt from the prospectus
requirement, however, they would be required to use a local
market registrant to place the securities locally. An exemption
will not be available to an approved foreign issuer, where that
issuer has more than 10% of its voting securities in Trinidad
and Tobago following a distribution, or has failed to have a
minimum market capitalisation.

Conclusion

The legislative reform recommended by the consultants to
the TTSEC seeks to bring the regulation of the Trinidad and
Tobago securities industry, as far as possible, in line with
international best practices. Given the magnitude of the
changes being proposed, the consultants recommended
that the existing Securities Industry Act, 1995 be repealed
and replaced. Although the final report was delivered to the
TTSEC since November 2004, we are as yet unaware to
what extent the consultant’s recommendations will be
accepted or when the repeal and replacement of the existing
legislation is likely to occur. Time alone will tell. A copy of
the consultant’s final report is available to the public on the
TTSEC’s website. 1Q

68 CMMB IQ Vol. 1/ No. 2/ April 2008



BEARiIng with today’s

Sub-Prime Financial Soci

CMMB

. 1Q

eté

Dereck Rajack, Manager, Risk - CMMB
dereck.rajack@mycmmb.com

The last twelve months here been some of the most
turbulent in recent financial history. It started with the
explosion of the subprime mortgage crisis, then there
was the emergence of a rogue trader at the second larg-
est bank in France whose loss from fraudulent trades
topped that of the infamous Nick Leeson, and last but
not least the failure of the fifth largest broker in the US.
The billion dollar question to ask is, where were the risk
managers of these supposedly sophisticated financial
giants? In this article we will take a look at these events,
describe what happened and outline key lessons from a
risk management perspective.

Credit and Market Risk event of the
year — US Sub-prime Crisis

Sub-prime loans are loans to individuals who would not
normally qualify for mortgages or other bank loans. Have

you ever wondered how the whole sub-prime mess started,
how the lowest quality loans could end up with a AAA super
senior rating, how the biggest and most sophisticated firms in
the world could end up writing off billions of dollars because
of investments in sub-prime mortgage backed securities?
Let’s take a look at what caused one of the financial market’s
biggest crises in the history of the US.

The story begins in late 2002, early 2003 when the US was at
the time slipping into recession and the US Federal Reserve
Board (the Fed) started aggressively cutting rates to try and
get out of it. It was during that period of very low US interest
rates the sub-prime mortgage market boomed, low rates and
all sorts of mortgage offers which did not require evidence
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Figure 5.1

EMBI+ spread over US Treasuries
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of income or credit history was a dream come true for the
wannabe homeowner. As the mortgages started pouring

in the financial engineers structured these into instruments
called CDOs (Collateralised Debt Obligations) and CMOs
(Collateral Mortgage Obligations) and sold them to investors.
This removed the risk from the originating banks and placed
it into the embracing arms of the investors. The cashflows
received by investors in these products come directly from
payments made on the mortgages. The attraction of these
investments was that they provided higher returns than
similarly rated bonds in a time of historically low interest rates.

What about that rating, how could a portfolio of low quality
loans end up as a AAA rated product? The answer is
subordination i.e. issuing the instrument in tranches with the
highest tranche being the AAA or super senior and the lowest
being the equity tranche. How it works is that cashflows from
the mortgages are used to pay the note holders. If there are
defaults the equity tranche absorbs the losses first. If this is
wiped out, the losses progress up the ranks of the different
tranches so that the last tranche to absorb losses is the super
senior AAA tranche. Some of the AAA tranches were insured
by bond insurers, look for them in tomorrow’s headlines. The
bottom line is that even though the ratings may be different
the risk of the underlying credit is the same.

The final nail in the subprime coffin is the valuation. These

are illiquid instruments that are valued using models and
simulations. Once the defaults started on the mortgages the
values of these instruments started falling, the rating agencies
suddenly became wise and downgraded these AAA rated
securities down to junk status overnight and everything
spiraled out of control from there. Now what was once
investment grade paper on the books of these large banks

People started selling off their
stocks and any other investment
they considered to be risky (which
included EM securities) and started
buying US Treasuries, a typical
flight to quality.

and brokers were now junk securities which are worth much
less. This prompted the mad rush of writedowns as well as
massive payouts by third party bond insurers that insured
some of the CDOs and CMOs.

This subprime crisis was a significant market risk event. If

we look at the emerging markets (EM) in isolation, spread (or
risk premium) over US Treasuries rose from around 150 basis
points back in April and May 2007 to over 300 basis points
by the end of March 2008 as shown in Figure 5.1. So what
do payments on subprime mortgages in the US have to do
with bond prices of Brazil, Colombia or even Trinidad? When
these Wall Street giants started writing off large chunks of
capital in subprime losses it sparked panic in the US. People
started selling off their stocks and any other investment they
considered to be risky (which included EM securities) and
started buying US Treasuries, a typical flight to quality. This
triggered US Treasury yields to fall and EM vyields to rise hence
resulting in the widening of the spread differential between
the two. Looking at Figure 5.2 it is clear that the negative
correlation between stock prices (Dow Jones) and the EMBI+
was amplified from June 2006 to March 2008. The correlation

Figure 5.2
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between the two benchmark indices is -86% from June

2006 to March 2008 as opposed to -13% over the entire
period. This shows that both US stock and EM bond prices
were falling during that period (as spread increases price
decreases). What started as a credit event with the defaults
on subprime mortgages resulted in one of the most significant
market risk events in recent history.

Important lessons learnt:

e When investing in CDOs, or any other structured product
for that matter, look at the underlying risks. Structured
products are designed to look good to the investor,
always look at the underlying risk. Always be clear if your
principal or interest or both are at risk and analyze the
terms and conditions thoroughly.

e  Structured products are highly illiquid instruments so
be prepared to live with the risks until the maturity date
or sell at large discounts to the issuer if you want to
dispose of it.

o Put limits on the amount of structured products in your
portfolio so that if there are problems the portfolio is
diversified enough to withstand losses.

e Do not blindly trust the rating assigned to an instrument
by an agency, supplement it with independent analysis.

° In times of stress some asset classes tend to move
together as seen above with the stocks and EM bonds
so again diversification can help to prevent large losses.

o It is difficult to run Value at Risk (VaR) calculations for
structured products. Stress scenarios or stress tests can
be done on a portfolio to determine the potential impact
in extreme events like these. Knowing what can be lost
can help in determining risk mitigation strategies.

Operational Risk Event of the year -
Société Générale

More than ten years after Nick Leeson led the collapse of
Barings Bank in London (1995) and the numerous studies
and publications about what went wrong and emergence of
Operational Risk as a formal area of Risk Management | still
find myself writing about a rogue trader of epic proportions!
Jerome Kerviel, a junior trader at France’s second largest
bank, racked up an impressive €50 billion in unauthorised
trades resulting in close to €5 billion (US$7 billion) in losses for
the bank eclipsing Leeson’s $1.4 billion loss at Barings. This
event came on the verge of the Bank’s US$3 billion subprime
writedown announcement and managed to draw attention
away from it.

Figure 5.3
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So how can a junior trader manage to conceal such large
volumes of trades? If we look back and compare against

the Barings case there are some differences. In the case of
Barings, Leeson was the office manager and had control over
the front and back office which made it easier for him to cover
up his trades. In this case we are dealing with a junior trader
so there should have been systems in place to monitor his
(and other traders’) activity. Most reports indicate that Kerviel
used his knowledge of the bank’s systems and risk control
procedures to create a large number of fictitious stock futures
trades made in 2007 and early 2008 to conceal real trades
that were in deep losses.

The Times reported that Société Générale missed 75
warnings on Kerviel’s trades and a report from a panel set

up to investigate the matter reported that “Risk control
procedures were followed correctly, but compliance officers
rarely went beyond routine checks and did not inform
managers of anomalies, even when large sums were
concerned. Nor were follow-up checks made on cancelled or
modified transactions.” — Times Online 21st February 2008.
Société Générale made the decision to unwind all Kerviel's
trades and took the €5 billion loss. Figure 5.3 shows the
movement in share price following the announcement of the
loss incurred. Even though Société Générale did not suffer the
same fate as Barings, this event will undoubtedly leave a scar
on their reputation for some time to come.

Important Lessons learnt:

o Never ignore warning signs even if it seems trivial,
always be on the lookout for strange behaviour such as
unwillingness to take holidays.
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Figure 5.4

Bear Stearns credit spread

Figure 5.5
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° Ensure that there is proper separation of duties between
the trading and front line staff, Risk Management, the
back office and settlement functions.

° Ensure that there is an operational risk framework in
place which should include self assessment i.e. looking
for weaknesses in procedures before they happen.

e  Operational Risk events also include things like human
errors, system failure and external events such as natural
disasters so ensure the policy covers these events as
well.

e Always keep records of operational events including the
losses incurred due to lack of analysis and
policy development.

Liquidity Risk Event of the year -
Collapse of Bear Stearns

We cannot write anything about risk without looking at the
Bear Stearns situation that played out over the past few
months. Bear’s failure is deeply rooted in the sub-prime crisis
as they were one of the first companies to announce losses
from the collapse of two of their hedge funds in July 2007.
This started a sequence of events that eventually led to the
failure of the firm and their subsequent takeover by financial
giant JP Morgan. Bear was one of the largest underwriters
of mortgage bonds; in addition to that they were highly
leveraged which created the perfect recipe for the meltdown
that followed.

After the announcement of the failure of their hedge fund
and the write-offs of close to US$2 billion their borrowing
cost increased substantially. Bear Stearns bonds were

trading at junk bond levels even though the firm was rated A-
(investment grade) by S&P. They managed to survive through
the sub-prime crisis of 2007 however investors were still very
cautious and their cost of borrowing remained high. In early
March rumours of liquidity problems started to emerge and
there were also put options done on Bear Stearns stock with
a strike price of $10. Bear was trading close to US$80 at

the time. This had a rapid impact on the share price and the
Credit Default Swap (CDS) Spread (an indicator of default
probability).

Bear reportedly lost US$10.4
billion of cash and liquid assets
in one day in March leaving
the company at the brink of
bankruptcy.

Investors started selling off their shares, counterparties greatly
reduced and in some cases stopped doing business with
Bear Stearns altogether and started withdrawing their cash
and assets from them. Bear reportedly lost US$10.4 billion

of cash and liquid assets in one day in March leaving the
company at the brink of bankruptcy. On Friday 14th March

JP Morgan and the Fed made some funding lines available

to Bear but over the weekend a deal was brokered and by
Sunday 16th March the takeover bid by JP Morgan was
announced at a price of US$2 per share. The deal was later
negotiated up to US$10 per share, the movement in the share
price can be seen in Figure 5.5. Bear Stearns, the fifth largest
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securities firm in the US, over 80 years old, was brought to
its knees by a classic run on the bank. To prevent others
from following in Bear’s footsteps the Fed made cheap loans
available to securities firms, which traditionally had been
confined to commercial banks. If this had been done sooner
maybe, just maybe, Bear may have survived to fight another
day. | guess we’ll never know now.

clients to restore confidence. | believe this is one area
where Bear fell short.

So it was an eventful twelve months, three major risk events
and lots of lessons to take away. The turmoil is not over just
yet; subprime losses are estimated to reach close to US$1
trillion that’s a further US$700 billion in additional write-offs,
where is this going to come from? We await the studies on

The turmoil is not over just yet; subprime losses are estimated to reach
close to USS$ 1 trillion that’s a further US$ 700 billion in additional write-

offs, where is this going to come from?

Important Lessons learnt:

e  The whole Bear Stearns situation highlighted one key
thing, no matter how big the institution, no matter how
great the track record, when investors lose confidence in
a financial institution it will fall.

° For any financial institution, managing liquidity and
keeping healthy leverage and liquidity reserves is
essential to survival.

o Financial institutions should take rumors very seriously
and aggressively address any concerns by investors and

Société Générale; | am looking forward to it at the next Risk
course | attend and finally the last chapter in the Bear Stearns
story. There is still some turbulence to come so investors
should be cautious in this market. Set realistic goals and
don’t get emotionally attached to losing investments, cut
losses early and move on. Volatility brings opportunity,

use it wisely. 1Q

73



74 CMMB IQ Vol. 1/ No. 2 / April 2008






“If one considers commodity prices
in real terms we find that of the

ten commodities that are furthest
away from their all time highs in
real terms, six are in the agricultural
complex. For example, corn and
soybean prices would need to

rise an additional 141% and 181%
respectively from current levels to
surpass the all time highs in real
terms reached in the 1970s.”

Michael Lewis
Global Head of Commodities Research
Deutsche Bank AG

“At the ECCB we believe that in

the end, what combats inflation is
productivity. One has to look at the
situation as being in a competitive
environment. The question then
becomes: If everyone’s prices are
going up, how do you compete? The
answer has to do with cutting your
costs and increasing your output
and you have to keep that in sight at
all times. We really therefore need
to look at a restructuring of the real
economy in areas where we lack
competitive advantage.”

Sir K Dwight Venner,
Governor of the
Eastern Caribbean Central Bank

Intelligent investing
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