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Imagine the following scenario: A U.S.
| -dollar-based corporate treasurer finds out
| that his company’s Australian dollar cur-
rency forward exposure could be easily
offset through the negative correlation between his Aussie
dollar exposure and the outstanding Deutsche mark expo-
sure from the mark-denominated 10-year bond his com-
pany issued a year ago.

Because the diversified value-at-risk that his company
is exposed to is brought lower

exposure, brokerage houses soon may be required to do so
as-well. It:would be more than just speculation to foresee
corporate treasurers following suit and begin managing
their corporate treasury risks in a similar fashion a couple
more years down the road.

And when VaR gains-a foothold in the board room of
many of the world’s corporations and financial institu-
tions, treasurers will become less inclined to manage
their treasury risks on an isolated basis. The demand for

traditional currency options

by the negative correlation, it
does not make sense for him to
do an Aussie dollar option or
forward trade to hedge the risk
individually. In other words,
the Aussie dollar currency ex-

VaRI derivatives could be the light at the
¥ end of the tunnel for many of today’s
conventional derivatives operations.

or interest rate swaps, for ex-
ample, will be growing at a
much slower rate, if not de-
clining. In its place will be the
growing demand for integrat-
ed risk management tools

posure may reprcsent a neg:tivc

incremental VaR to his compa-

ny and by doing an Aussie dollar option trade to hedge
away the Aussie-dellar exposure, he could be increasing
firm-wide VaR inadvertently.

For derivatives bankers to survive, they need to find
new ways to offer corporate customers the right risk man-
agement solutions instead of pushing the conventional
derivatives products that their bank has to offer. VaR
derivatives could be the light at the end of the tunnel for
many of today’s conventional derivatives operations.

VaR represents a set of methodologies to measure mar-
ket risks. The systemic approach of the VaR concept was
first brought to the financial world’s attention by the
Group of Thirty in its Derivatives: Practices and Principles
published in July 1993. As it stands right now, VaR is only
used to measure market risk, although proposals have
been raised to implement the same concept to measure
credit (DW, 6/17) and even operational risks.

VaR is basically a statistical estimate that measures, at a
certain confidence interval (say, 95%), the amount of val-
ue in a certain currency that a portfolio or an organization
may stand to lose within a certain time horizon period
(say, 10 days) due to the potential changes in the market
prices of the underlying assets. The possible time horizons
for analysis could be only one day for most trading posi-
tions or a month or longer for an investment portfolio.

Although at the moment only banks must disclose
market risk exposure and provide capital to back up such

such as VaR derivatives.

We have already seen the
development of increasing applications of multi-asset or
correlation derivatives developed for corporate users
such as currency basket options, quanto swaps, and com-
modity-linked interest rate caps in the past few years be-
fore the big bang of the market risk management for the
banks themselves started.

What are VaR derivatives? Could they take the form
of VaR calls, VaR puts or VaR swaps? Few can give a
precise answer now.

Irrespective of its future forms, the basic definition of
VaR derivatives should be no different from the defini-
tion of derivatives elsewhere. They are financial con-
tracts where the profit and loss are determined by the
cash flows of the underlying instrument, in this case,
the VaR. For example, a VaR floor might be purchased
where the strike price would be at the 95% confidence
interval and its in-the-moneyness would be determined
by the extent to which realized losses exceed the VaR
amount. Floorlet dates might be set to correspond with
the time horizon of the customer’s VaR
calculation—daily, monthly, et cegera.

Consider the following scenario: A sterling-based
customer holding a portfolio composed primarily of Eu-
ropean currency-denominated securities is interested in
buying some sort of insurance on his portfolio as he
does not have (or is unwilling to put up) enough capital
(GBP 2.4 million, using a multiplier of 3) to support
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his investment portfolio exposure. Let’s assume his dai-
ly VaR is GBP0.8 million (e.g., 95% confidence inter-
val) based on a portfolio size of GBP600 million. If he
can buy insurance for the next year for a GBP0.3 mil-
lion-portion. of his daily VaR, he will-be left with: only
GBPO.5 million for which he can come up with the re-
quired capital charge (GBP 1.5 million now). _

Assume there are three global banks interested in of-
fering VaR derivatives to assume the potential daily loss
of GBP 0.3 million (the same 95% confidence inter-
val), and they all have different accounting curren-
cies—i.e., one is a Japanese bank; one is a German
bank and the last one is a U.S. bank. The pricing from
all three banks would be quite different due to the dif-
ferent accounting currencies and the banks’ own port-
folios.

Theoretically, there could be a situation where
adding the customer’s portfolio to the bank’s own port-
folio would create a negative incremental VaR for one
of the banks and a positive incremental VaR for the
other two. If this happens, does this mean the bank
with negative incremental VaR addition should actually
pay the customer for assuming his downside risk while
the other two banks are charging him?

What does this all mean for the future bank risk
management business? Would there be more cross-bor-
der transactions with-companies searching around the
world (maybe through an Internet search engine) to
find banks with the most negatively correlated portfo-
lios? Would it be the banks with the largest and most
diversified portfolios that would become the eventual
winners in this new game of risk management? Or
would it be the ones that are currently most isolated
and undiversified that would benefit most from involv-
ing themselves in this new business due to the addi-
tional negative incremental VaR (or small positive
incremental VaR) as they expand their portfolios?

The concept of VaR derivatives sounds novel to
many financial market participants of today. It would
not be totally without possibility that the first-ever
VaR derivatives trade will be done within the next two
to three years. After all, for many of the early birds
among today’s financial institutions, once they have
gotten beyond the hurdle of understanding, calculating
and implementing VaR in their respective institution,
what they should be doing with this newfound infor-
mation is the next big question. If these people are
thinking of how they should try to reduce VaR, try to
alter it or to use some way to temporarily offset it with-
out totally eliminating it, then without knowing it,
they have already been preparing themselves to become

tomorrow’s vast group of the VaR derivatives consumers.

This week’s Learning Curve was written by Ralph Yiebmin

Liu, managing director at Advanced Risk Managemen
Solutions (ARMS) Pte Ltd (Singapore) and co-chair fo
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the Singapore dinner committee of the International Asso-

ciation of Financial Engineers.
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