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Connecting the dots
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The recent crisis was caused by
multiple factors including
unabated risk layering in the
financial system that led to the
bubble. We can debate forever if
the bubble was created by ran-
dom events, policy errors, mis-
management, speculative
investment or outright corrup-
tion. Most, if not all, financial
crises around the world include
all the above to some extent and
it is only fair to accept that the
recent crisis was not any differ-
ent. In order to diagnose the
main issues let us try and con-
nect the dots that are more
obvious.

The liquidity spigot
was open

Generally, Bangladesh Bank
(the primary liquidity provider)
has managed to keep the bank-
ing sector reasonably insulated
from systemic risks. Unfortu-
nately it was not full proof, and
at least to some extent the lack
of timely enforcement of some
of the existing rules and over-
sight of warning signs as loans
to individuals and corporates
ended up leaking into the over-
priced capital markets. Obvi-
ously this was not intentional,
but I believe played a role in
inflating the initial bubble. In
addition, allowing black money
into the capital markets and the
absence of capital gain taxation
of share investment also played
some role in setting the initial
stage for layering of risks that
was building and provided the
environment for manipulation
and speculation. Finally, I sus-
pect actual margin in the system
provided by some merchant
banks and brokerage was to
some extent uncontrolled and
not adequately monitored. The
brokerage fees and other trans-
action-based fees in some cases
took priority and superseded the
long-term interest of the inves-
tors or the institution itself that
was providingleverage.

Easy money often has
unintended consequences

When we have easy money it
always ends up in a bubble, and
bubbles often deflate very pain-
fully both financially and, even
most importantly, physiologi-
cally which is even harder to
recover from. In addition, easy
money in a less transparent
market (uneven disclosure prac-
tices) also has unintended con-
sequences, and creates abuse
and manipulation by opportun-
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Investors protest a recent fall in the stockmarket in the bustling business hub of Motijheel in Dhaka.

ists who prey on disadvantaged
retail investors. Unfortunately
we cannot eliminate the pres-

ence of such activities that may
have contributed to the creation
and to some extent deflation of
the bubble upon their exit. Even
in developed and matured mar-
kets, easy money policy was
largely responsible for global
recession in 2008-09.

Blinds leading the blinds

Banks, non-bank financial
institutions, merchant banks,
even brokerage firms provided
leverage to the overpriced mar-
kets and [ suspect in many
instances to retail investors who
are either uninformed, unso-
phisticated or outright specula-
tors who had un-sustainable
return expectations engaged in
“share business” and not share
investing. Excess return over a
risk-free rate (deposit rate)
involves risks whereby higher
returns come with the potential
for higher risk of loss. Those of
us who are in the markets have
encountered rumors that XYZ
stock will reach double the
existing price, and that “Play-
ers” are behind it, without any
regard to fundamentals. Unfor-
tunately the retail investors
were the collateral damage or

left without the chair when the
music stopped due to misinfor-
mation combined with poor
advice, lack of research and,
most importantly, aggressive
margin loans provided by finan-
cial intermediaries. Unfortu-
nately most banks, non-bank
financials, merchant banks,
even brokerage firms rarely
have resources that can evalu-
ate markets. This is probably
also due to the fact that we do
not have any fiduciary burden
onthese market intermediaries.

Uneven disclosure and
lack of accountability

Beyond banks, NBFI and
selected companies, financial
reporting and disclosures of
publicly listed companies are
substandard. Issuers, auditors,
and, most importantly, regula-
tors must take this seriously. All
publicly listed companies must
improve financial disclosure.
The requirement of tightening
regulation to protect investors
is long overdue. Quarterly con-
ference calls with investors and
analysts should be mandatory.
In addition, we must determine
what the obligation of the mer-
chant banker or the broker is
when it allows a client to invest
or provide leverage to a client. If

we do not have some fiduciary
burden placed on the financial
intermediaries, this problem
will be repeated.

You are only as good as
your weakest link

We have a serious shortage of
qualified human resources and
accountability in the financial
markets including the regula-
tors (SEC), banks, merchant
banks, and brokerage that I
believe played a role in the cre-
ation of the bubble in the first
place. We are already more or
less aware of the much talked
about malpractices cited by
different quarters as the reasons
behind the recent crisis -
manipulation of the well
intended "Book Building" pro-
cess that lead to overpriced
initial public offerings, unin-
formed and unsophisticated
investors incentivised and
gamed to join the herd based on
rumors and speculations,
uncontrolled leverage dis-
bursed by financial institutions
in the overpriced market and
many more. Maybe some inten-
tional wrongdoing has taken
place but I suspect this was
largely due to the lack of ade-
guate professional resources,
systems, controls at regulatory
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agencies as well as financial
intermediaries.

Excess liquidity and
misinformation

Certain practices in capital
markets have also contributed
to create confusion among
already uninformed investors.
Following are a few glaring
examples of such practices:

First, the concept of bonus
shares that are sometimes
expressed as issuance of 50
percent, 75 percent and 100
percent stock dividend. In most
markets as opposed to Bangla-
desh, dividend, evenifitisin the
form of shares, is translated in
dividend yield, i.e. the ratio of
the realisable value of the cash
plus the bonus shares once
liquidated (numerator) over the
most recent stock market price
(denominator), calculated as a
percent per share. Expressions
like 50 percent, 75 percent and
100 percent stock dividend in
isolation, in my view, distort
reality and are often misused in
an immature market as Bangla-
desh.

Second, the face wvalue of
stocks is irrelevant for any valu-
ation, and a perception exists
thatlowering face value s corre-
lated with appreciating stock

price regardless of fundamen-
tals. This obviously played arole
in creating the bubble since
many were attracted to the
overpriced market due to this
gimmick. Although the inten-
tion was to create uniformity;, it
was unintentionally fuelling the
speculative bubble, and aggra-
vated the situation further.

Third, uninformed investors
often misconstrue the revalua-
tion of real estate as a fundamen-
tal change in a company's busi-
ness prospects. Yes an investment
in Real Estate can be marked to
market and even liquidated to
create value, however, if the com-
pany relies on cash flow directly
or indirectly generated from real
estate as a going concern, such
practice may provide false expec-
tations about the outlook of the
company. It is imperative to real-
ise that a company's real value
lies in the expected future cash
flow from core and continuing
operations and not from onetime
(A om = DecU TRl g |
sale/revaluation/mark-to-
market of fixed assets unless real
estate sales from inventory are an
integral part of the company's
COre operations.

All industry professionals,
regulators even print media are
equally responsible for this
illusion that is not only harmful
but in some cases fraudulent,
and provides opportunities for
rumor mongers to inflate prices
over intrinsic values based
upon misleading or incomplete
information.

No free lunch

The stance of "Blame the unso-
phisticated investors" is unfair,
however all investors and finan-
cial intermediaries must take
responsibility for their actions,
otherwise we donothave a prop-
erly functioning capital market.
Breaking windows and cars is
not the solution. The govern-
ment's intervention to support
the market only makes this prob-
lem worse and creates unsus-
tainable moral hazard that is an
even more dangerous problem
to deal with. The intervention
should be the last resort and
when used must be properly
prescribed and managed only to
the extent the support is
required. Otherwise these inter-
ventions are not only ineffective
but also harmful for the econ-
omy at a minimum and may also
provide another opportunity to
be exploited by manipulators.

The writer is the chief executive officer
of LR Global Bangladesh (AMC).

Saudi still needs US ally; China oil ties deepen

Reuters, Riyadh/Dubai

Violent uprisings across the Middle
East and China's rise as the world's
fastest growing oil market have shaken
an oil-for-security bond between the
United States and Saudi Arabia that has
lasted for decades.

As western oil consumption stag-
nates, China is expected to take over
the United States' role as the world's
biggest oil user.

China is already Saudi Arabia's big-
gest customer and the kingdom is seen
as keen to diversify its political and
economic ties.

But while US military might haslong
offered the capability to protect Saudi
Arabia's vast energy resources, links
between the leading oil exporter and
China are chiefly commercial.

More than ever, as a revolutionary
tide has swept away entrenched, auto-
cratic leaders and rocked the oil-
producing Middle East to its core, Saudi
Arabia could need powerful back-up.

"The Chinese focus on economic
interests and want regional stability,
but are willing to do verylittle to ensure
it," said Barak Barfi, a research fellow,
currently based in Bahrain, with the
New America Foundation.

"Abandoning the US is not on the
cards."

Oil in the Middle East and North Africa

Ongoing unrest fuels concerns over future supplies

The Middle East
22.7% of the world’s oil and holds
75% of known resources
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Others share his view.

"China is behaving as a mercantilist
asitalways does. China'sinterestin the
Middle East is of a different quality. The
issueis Chinais not seen as intervening
in Middle Eastern affairs," said John
Kuzmik, a partner and China specialist
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at Baker Botts international law firm.
Talks in the Saudi capital on Tuesday
bringing together oil producers and
consumers were attended by US Dep-
uty Energy Secretary Daniel Poneman.
China was also represented by
senior officials rather than the minister

himself and the delegation has so far
kept alow profile.

Beyond the conference meeting
rooms, however, China's growing busi-
ness ties are reflected in the number of
Chinese restaurants that have sprung
up across the Saudi capital.

As the kingdom locks in future oil
demand through refinery joint ven-
tures in China, China has secured big
contracts in Saudi Arabia. A Chinese
firm has built a light rail system to ferry
pilgrims from Mecca to holy sites.

Amicable, Sino-Saudi business ties
contrast with mounting friction
between Saudi and the United States.

In an unusual instance of open criti-
cism, Saudi Arabia on Monday expressed
regret, according to its official news
agency, that the United States has sup-
ported Israel by using its veto against a
draft UN Security Council resolution.

Analysts also say the Saudi percep-
tion is the United States abandoned
Hosni Mubarak of Egypt, who was a
crucial Arab ally for both Saudi Arabia
and the United States to counter the
regional influence of Shi'ite Iran.

"One has to deeply look at Saudi
Arabia's systemic role in light of what
just happened in Egypt," said John
Sfakianakis, chief economist at

Banque Saudi Fransiin Riyadh.
Even before this year's events, ana-

lysts said there were signs that US-
Saudi ties were frayed.

Trust was badly shaken by the Sept.
11 attacks on the United States, in
which 15 of the 19 suicide hijackers
were Saudi.

At the same time, the often-stated US
desire to reduce its dependency on
foreign oil has played badly to Saudi
Arabia's domestic audience as the king-
dom spends billions on maintaining
spare oil capacity that it can add to the
oil market to moderate prices for con-
sumers in times of shortage or crisis.

Saudi's roughly 4 million barrels per
day (bpd) of spare capacity could easily
make up for the lost production of say
Libya, whose leader Muammar
Gaddafi faces a mounting revolt
against his four decades in power.

The much greater fear for oil mar-
kets is the revolutionary ferment could
spread to Saudi Arabia, where the
minority Shi'ite population, based
mainly in the oil-producing Eastern
Province, has staged a small protest.

The province is near Bahrain, where
protestors are trying to topple its Sunni
leadership.

For now, Bahrain and its ruling al-
Khalifa family is for both Saudi Arabia
and the United States -- which bases its
Fifth Fleet in Manama -- a remaining
bulwark against Shi'ite Iran.

As western oil
consumption
stagnales,
Chinais
expected to
take over the
United States'
role as the
world's
biggest oil
user. China is
already Saudi
Arabia's
biggest
customer



