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I. The Key Questions

How long will the crisis last?
FE THE INSTITUTE

OF CHARTERED
W :EER::P::E We are regularly being asked for our views about the crisis. Our view remains
PARTNER IN LEARNING that there will remain turbulence in the financial markets until the conclusion of
the US election and that recovery will commence in December 2008. However
the recovery will be sporadic and certainly not euphoric. We expect 2009 will
see a gradual return to what will become a relative normality, although the credit

markets will remain cautious throughout 2009 and probably into 2010.

To the Editor

Will more banks fail?

This question has appeared in almost every meeting that we have had with senior

Do you have risk issues in your
y y bank management. As many of you will be aware we had expected some addi-

organisation or region you
would like to share? Email your
thoughts to the Editor at
DWC@riskrewardlimited.com

tional banks to fail in the June to September quarter.

It is our view that the main failures have now taken place and that increasingly

the remaining global players will now be in a position to capitalise on their suc-
cess. Whilst a few secondary players will disappear through reorganisation of

the sector, this will be due to merger and acquisition activity rather than any

form of administration.

It has become clear in recent weeks that most governments are prepared to
nationalise or rescue any further struggling banks.
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PRESS RELEASE

30 September 2008
ICAEW Launches
New Certificate in
Finance, Accountancy
& Business (CFAB)
Qualification & Risk
Reward as Official
Partners in Learning

The Institute of Chartered Ac-
countants of England and Wales
(ICAEW), and Risk Reward Ltd
UK have launched their collabo-
ration to offer accredited ICAEW
finance, accountancy and business

training to companies, banks, and

Europe, Africa, the Middle East
and Asia. The prestigious, inten-
sive 10 & 5-day public training

programme on

Business & Finance premiered
in Hong Kong and Singapore
during early September 2008 with
high levels of interest, and Tech-
niques of Accounting is being
added to the 2009 Public Training
Calendar. Management Infor-
mation (Accounting) & Audit
and Assurance are being rolled
out in Africa and the Middle East

and bookings are increasing daily.

Group discounts for in-house
training solutions are particularly
appealing to companies large and

small as the cost plus module

delegate or head-count retail pricing mod-
ule. The added advantage for in-house
training is the ability of the trainer to be
sourced from the industry similar to that
of the client organisation.

Please visit the Risk Reward website
Training Page
http://www.riskrewardlimited.com/

courseCalendar/courseCalendar.php for

details of all six public training courses to
the CFAB modules. Offered worldwide.

To reserve your place for this new
ICAEW CFAB accredited courses in Asia
please contact Ms Fiona Lee at +852 2273
4393 (Hong Kong) or visit
www.ethanhathaway.com for more infor-
mation, prices, in-house solutions and
group discounts.

financial institutions in the UK/

offers significant savings to the

Risk Reward

Continued from page |

Update Q3
2008

How will investment banking change?

There can be no doubt that investment banking will change as a result of recent events. We be-
lieve that the days of the feast are, with regret over. However not all corporate activity on which
the investment banking scene was predicated will end. We do not expect there to be a flurry of
new issues for either equities or bonds in 2009. Instead a few transactions will take place which

slowly rebuild some degree of confidence in the system.

There will be growth in 2009 and 2010 but activity levels will not return to historic levels until
probably 2012 t the earliest. Without the pipeline of transactions which are the lifeblood of the
investment banking sector, it will shrink dramatically with a few global players together with niche
boutiques providing the support. Basically we expect that part of the industry to decline to per-

haps only 25% of its size prior to the crisis.

2. The Global Regulator

Whilst there is no global regulator for the entire banking industry, banks of course each have a
single Home Regulator that takes ultimate responsibility for the regulation of the institution.
These Home Regulators need to work closely with Host Regulators to make sure that the regula-
tory system works effectively. These rules have been revised fairly recently and should be allowed

to work.

Of course that is not the issue that is concerning the market. The suggestion is being made that
we now require some form of global regulator to take some level of international oversight. Our
view is that any such development is bound to cause more problems than it solves. At present

there are two bodies which operate on a global basis and have impacted on the crisis.

The first is the Bank for International Settlements, which is essentially the committee of banking
governors. It is not answerable to anyone and is able to make rules that impact on the global
markets. If there is a view that regulation needs to be altered globally, then the Bank for Interna-

tional Settlements already provides the mechanism for this to be achieved.

Continued on page 3
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2. The Global Regulator (continued from page 2)

If there is a view that regulation needs to be altered globally, then
the Bank for International Settlements already provides the mecha-

nism for this to be achieved.

The other global body is the International Accounting Standards
Board. Again not really answerable to anyone it is able to design
standards of disclosure, valuation and reporting for the financial

services sector which are then imposed on the industry through

the rules of individual stock exchanges and by regulatory pressure.

The key problem with any global body is oversight and that has
been shown to cause difficulties in the current crisis. A solution
that may be theoretically brilliant could be practically useless. In-
creased scrutiny of these global institutions is required — but who
should do it and to whom should they report? Without oversight
these bodies can tend towards academic solutions which them-
selves create additional issues. It is the absence of such a reporting
mechanism to ensure accountability that results in our opposing the

creation of another unaccountable global body.

Our view it holds that the regulatory status quo remains the least
worst solution. However we do believe that major and urgent

changes to regulation are required.

3. The Bank for International Settlements (BIS)

The BIS have been putting the global banking industry through Basel
2. This standard has changed many times since its original drafting
and is already out of date. There are real problems with the stan-

dard which have become increasingly clear during the current crisis.

If you look at the three risks which are addressed directly in Basel 2
you immediately see the concern. Credit risk is primarily based on
historic loss data which should be across the credit cycle. The
capital required currently covers both expected and unexpected
loss at a 99.9% confidence level. Market risk is based on a mark to
market calculation using historic data over a 99% 10 day VaR. This
clearly is not predictive and again covers both expected and unex-

pected loss.

Operational risk uses a range of techniques (internal and external
loss data, control and risk self assessment, scenario modelling and
stress testing) to identify at a 99.9% confidence level expected and
unexpected loss. Budgeted losses can then be taken into account
and the result is supposed to be a forward looking estimate of un-

budgeted and unexpected loss.

Strategic and liquidity risks are not addressed in the Pillar | charges,
but are instead covered in Pillar 2, hence the lengthy ICAAP re-

ports that many banks are doing. So what is wrong?

Clearly a bank needs to implement Enterprise Risk Management,
capturing each risk they face on a consistent basis and enabling a
Board to properly understand their risk position under a range of

plausible yet extreme
scenarios. This is also
what the regulators
require. There is no
point in a regulator
understanding how
much a bank would
lose in credit risk
from a specific event if
the impacts on the
other risk types can-

not be gauged.

Basel 2 needs to be
completely redrawn
to ensure that it deals
with all risk types on a
consistent basis. It
should require Enter-
prise Risk Management to be implemented in every bank world-
wide. No rule should be produced by the BIS which is contrary to
this objective — accordingly the current SILO committee structure
should also go. The focus for all risk types needs to be on unex-

pected loss regardless of risk type.

There is no point in the regulators wasting their time looking at
expected loss, which is a decision for management as part of prod-
uct pricing and profitability discussions. Far too much regulatory
effort globally has been wasted looking at things that, in retrospect,

do not seem to matter.

4. Financial Education

As a firm that specialises in financial services training we have been
dismayed by the rather limited level of familiarity with global finance

that has appeared in debates, political statements and in the press.

Global finance has become of greater complexity and it is incum-
bent upon the market to provide better training to the population
in general. This should clearly start in the schools and we would
hope that finance becomes an integral part of general education.
However in the short term we clearly need training for journalists
and politicians so that they have some understanding of the matters
on which they are expounding with such passion. Many public
speeches and discussions have exacerbated a difficult position
through repetition of half truths and relatively incomplete analysis.
We believe the global market should demand a more qualitative
approach from its political leadership and encourage the spread of
quality financial education and international best practise, as is being

encouraged by the ICAEW, for example.

5. Legislation and Split Regulation

The US continues to have a multiplicity of regulators for different
parts of the financial services industry. Put at its simplest this just
cannot work. It is important that the US now moves to combine
all of its regulators into a single Markets Regulator enabling that
regulator to understand the impact of actions in one part of the

industry on other parts of the industry. Continued on page 4
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regulatory effort
globally has been
wasted looking

at things that , in

5. Legislation and Split Regulation

(continued from page 3)

‘Far too much

In the UK there is less need for change. The legal
structure is sound and can address any change that is
necessary. What does need to change dramatically is
the Bank of England and the Financial Services Au-
thority rule book. This is too long and too detailed
to meet the needs of the market. A move back to
principles and objectives in regulation would be much
more effective. Rules that do not clearly add value to
the overall objectives of regulation should be abol-
ished. Perhaps the FSA could adopt an objective of

halving the size of its rule book in a year.

A better focussed series of rules and regulations

retrospect, jUSt would be far more appropriate that the detailed

analysis that is currently in place.

do not seem to

We remain concerned that there will be knee jerk
, regulation in response to the crisis. Without doubt
Matter’ any regulation passed in haste will need to be re-
pented at leisure. Putting additional burdens on the
banks at this stage will slow their recovery and
deepen problems in the economy generally. This should be

avoided.

There will be countless people calling for additional disclosure
and reporting from the banks. Much of this will be based on
the bizarre notion that reporting would have made any differ-
ence to the crisis. We take the firm view that additional dis-
closure to the markets is the least of the problems that we are

currently facing.

Bank’s accounts are full of disclosure, much of it academic,
such that the accounts are already almost impossible to deci-
pher. Additional disclosure will make them even harder to
understand and the weakness of the press to analyse such mat-

ters would actually cause the next failure to be even worse.

Without doubt the main cause of the current credit crisis was
liquidity. However, from a regulatory perspective, what we
believe is required is not more disclosure, but better disclo-
sure and here we take issue with international accounting stan-
dards. IAS39 in particular is one of the causes of the crisis
effectively requiring assets to go to fair value regardless of the
reason why they are held. In our view it remains completely
incorrect to force a fair value adjustment onto an asset which

is likely to repay at full value.

The standard resulted in securitised asset tranches no longer
being appropriate for exactly the reason that they were cre-
ated. Without anyone else actually wanting the assets the
results were always going to be obvious — freefall of securitised
asset prices. These are not toxic waste mortgages, purely an

accounting standard that has undermined an entire market.

Again too many people are aiming their fire at the wrong cul-
prits.
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6. The International Accounting Standards Board

The IASB needs to replace IAS39 as a matter of urgency.
They also must make sure in future that their theoretical ideas
are fully reviewed to understand practical impacts and also the
law of unintended consequences which clearly applied in this

case.

7. The Banks

Enterprise Risk Management (ERM) must be the new mantra
of all banks. Our views are that for too long many banks have
not really embedded risk management fully into the way that
they do business. The consequence is that unexpected events
cause them to have unexpected problems. The embedding of
risk management such that all staff really understand their
roles within the Bank and how that leads to ERM being

achieved has not been done.

This will need major educational programmes and changes to
systems and behaviour. Risk management will need to be far
more approachable and appreciable to all staff. Itis nota
regulatory construct, it is the way that you should do business

to ensure that your institution survives.

Dennis Cox, CEO, Risk Reward Ltd, London Oct 7, 2008

Risk Reward Limited

Risk Reward has been serving the banking and financial ser-
vices sectors in developed and emerging markets, providing
risk consultancy and risk training, since 2002. To date we have
assisted over 100 banks by developing , reviewing and imple-
menting risk policies, protocols and procedures in their busi-
ness units across the UK, Europe, Africa, the Middle East, and

Asia.

High-quality deliverables
Integrity & Trust
Customer service excellence

Good value for money

Focus on the needs of global emerging markets

Risk Reward’s consulting and training division has surpassed all
previous goals in scale of activity again in Q3 2008 as more
banks and financial institutions seek our consultants as their
preferred qualified, experienced and easy to work with spe-
cialists who will come to them at any location. This summer
has seen our Internal Audit services grow to provide critical
technical support to a major Middle East Islamic Bank and and
to a Swiss-based asset management house seeking to profes-
sionalise and become fully compliant with it’s bank acquisi-
tions, dealing room facilities in London and launching hedge

fund products in emerging markets.

For more information about our services please contact
Lisette Mermod, Commercial Director at +44 (0)20 7638
5559 or email her at LM@riskrewardlimited.com for a profes-

sional, prompt and courteous reply.



