The New Face of Derivatives

Changing relationships between corporates and providers are driving the biggest changes in the way derivative products are packaged. Angus Foote reports.                                       

Investors pointing accusing fingers are just about the last thing any corporate needs right now.   So when Warren Buffet, whose rare pronouncements can have a profound effect on the investment community, warns against the use of derivatives there is bound to be an unwelcome impact for those corporate treasurers willing to embrace derivatives. Growing fears over risk had already lead many corporates to take a more conservative stance when it came to hedging, and recent months have seen other prominent economic commentators add to the pressure by lining up to support Buffet.                                                                                  

Add to this the additional burden of accounting for derivatives under FAS 133 and IAS 39 (see box), and you hardly have an attractive package.                                                 

So where does this leave corporate use of derivatives?                                           

Recent years had seen providers marketing increasingly sophisticated derivative structures to corporates. Credit derivatives were, said bankers, the next big thing.  Corporates would soon be using them almost as readily as they used interest rate derivatives. But it has never quite happened. It is true that some highly sophisticated corporates have made extensive use of these instruments - Siemens is one example. But as recently as October of last year, a snapshot survey by Corporate Finance found the use of credit derivatives was nowhere near as extensive as some bankers supposed.                                                                                

Siemens had hedged its trade exposure for the previous two years, but was the most positive of the corporates CF polled. The rest ranged from "May use them in the future" (Vodafone) to "not convinced" (Innogy) through "not enough liquidity" (Volkswagen) to "not relevant" (France Telecom).                                                                                        

On the provider side, the scales settled somewhere between "Growth is substantial" and           

"Tremendous increase in enquiries."  Weather derivatives have developed in similar style, although a significant number of specialized users have found them ideal to hedge risks posed to their business by the weather.   Utility companies, for example, find the demand for power varies according to weather conditions, so the utility sector has been one of the main drivers of the growth seen in the weather market.                                                                                  

There are more exotic examples too. Companies hedging against the weather have included a zoo operator, owners of outdoor restaurants and an amusement park firm - all businesses whose customer numbers are affected by the weather. Manufacturers of motorcar tires have also hedged against the weather. Unexpectedly severe weather means sudden demand for tires, which can cope with icy conditions, but keeping a stock of such tires, is expensive and their manufacture will divert resources from conventional products.  So the uses of weather derivatives are already apparent to many corporates, but while the potential for this market is obvious, the expected volumes have yet to materialize.               

Of course it is perfectly possible that both credit and weather derivatives will achieve the   kind of acceptance and widespread use that has long been predicted, but this does not seem to be the time for corporates to be pioneering in this area.    Innovation has been taken to mean devising new products. But in the current climate, it has come to mean something else entirely. In derivatives, as in so many other areas where banks provide    services to corporates, the emphasis has shifted away from product.                              

So the innovations coming from the provider side are not in the form of new types of product, but in a new way of approaching the corporate's requirements.  Antonio Polverino, managing director and head of corporate derivative marketing at JP Morgan, explains that CFOs, Finance Directors and treasurers in large corporations now have an enormous workload, since they are involved in a very wide range of markets and products. "It therefore makes little sense for a bank to provide coverage through different salespeople for FX, interest rates, and credit derivatives," he says. "A holistic, client-centred model, coupled with a strong product platform and a constant dialogue, is essential in order to help corporations best address their risk management needs."                                                            

This means that the technology and the product range are now taken for granted - the important element is assembling the right package for the corporate's needs.  Polverino is among those who believe that corporates have yet to latch on to the full potential of the credit derivatives market. "Credit may represent a huge opportunity for corporates, and   

we see huge potential on the liability side," he says.  The emphasis in providing a "holistic" package for the corporate is taken up by Serge Marquie, title at Deutsche Bank:                                                                          

"There is truly an appetite for financial engineering expertise," he asserts. "There is a strong appetite in the treasury - and reaching up to the CFO level. The demand is for much more of a mix between a financial engineering advisory approach and a transactional approach. For example, increasingly corporates are asking people like us what is the best way to do their repurchase programmes."                                                                                     

Marquie identifies what he calls "four big axes of demand" around four different types of product. "One is for stock incentive-related products and plans, although these are becoming more and more plain vanilla. This is an old product that is going through a period of regeneration, because of the accounting changes we have seen around the world. New accounting rules are going to totally change the way these plans are structured."                           

The second is monetization strategy activity. "This is really an alternative - usually a synthetic alternative - to a sale, for example when the seller wants to keep some control on their underlying stakes. Monetization can be an alternative to public alternatives."            "Third is balance sheet optimization, and the fourth area is everything around M&A derivative transactions."  As an example of a balance sheet transaction he refers to the example of Vivendi/BskyB's post-September 2001 transaction. "In a depressed market, these products bear fantastically successful," he says.                                                                            

 Marquie also adds a "plus1" to his four main categories: "A huge proportion of whatever ends up being structured in any of these four categories of product usually originates from a tax or accounting angle," he points out "Today the hot products are the balance sheet products."  But whether they are offered a holistic approach or not, Marquie believes corporates are taking an increasingly sophisticated approach. "Corporate treasurers and CFOs - even just as a result of various corporate scandals like Enron and subsequent regulatory and accounting changes - have become unbelievably more sophisticated.  You always need both sides: as corporate sophistication increases, and corporates are more open to innovation, financial institutions put in more measures to work towards meeting their needs.  Banks internally become more sophisticated to meet a more specialized and sophisticated set of demands.  The increased sophistication right now comes from the ability to tailor any product to meet specific needs in terms of specific tax, accounting treatments, and so on."                      

Accounting headache for hedging treasurers IAS 39 is the most unpopular accounting standard ever introduced for corporates. That was the opinion of one specialist addressing corporate treasurers attending the recent Trema World Forum.  A recent survey by PricewaterhouseCoopers and ATEL, for the EACT (European Association of       

Corporate Treasurers) asked corporates how they felt the new rules would affect them.  Many respondents felt the new rules would have a significant impact on hedging policies, as well as improving internal controls and the quality of external information. Many also felt it would lead to an increased centralization of risk management processes. This is the potential upside for the corporate treasury - moves to comply with the new rules will also mean an added emphasis on best practice in treasury.  But many respondents remained skeptical as to whether FAS 133 and IAS 39 are really an improvement on previous accounting rules.
