Propositions

TURNER REPORT — THE EFFECT OF BOILING A FROG!

This enhanced blog (http.//www.at8-group.com/blog) is an extension of the thoughts | have had on
the current financial situation and on the findings of the Turner Report —'A regulatory response to
the gl obal -bhathakbeen ged to traate thescurrent DP09/2 of the same name.

Britain has enjoyed many years of being seen as ‘The Financial Centre’ and has been proud of the
innovation that it has led — politically and economically. This reputation is now at best ‘threadbare’
and some would argue it is in ‘tatters’ - on both counts! However, with most other countries in a
similar mess, we now have a chance to show some ‘thought leadership’ and crisis resolution skills
that can hopefully regain our credibility. The Turner Report may be used as a blueprint for others to
develop or augment their own plans to establish a consistent approach and to ensure a timely
outcome. The repercussions are still reverberating, but we now need to look for solutions not just
scapegoats.
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The Turner Report is a very comprehensive and competent assessment of the Banking and Financial
Crisis. However, for the average reader it is pretty technical and requires some degree of
concentration to keep up with the terminology and meaning along with the interdependencies and
their consequences. As someone who has been accused of liking three letter acronyms and esoteric
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Without taking anything away from this professional appraisal, many have argued that it boils down
to ‘Borrowers who shouldn’t have borrowed, being financed by lenders who shouldn’t have lent’.

In his 2008 report to Berkshire Hathaway investors, Warren Buffet said ‘investors should be sceptical
of history-based models, constructed by a nerdy-sounding priesthood using esoteric terms such as
beta, gamma, sigma and the like, these models tend to look impressive. Too often, though, investors
forget to examine the assumptions behind the symbols. Our advice: Beware of ‘geeks bearing
formulas’. Although Buffet is not infallible, he readily admits his mistakes, unlike some others we
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The problems identified by Turner have evolved slowly over the last 15 ¢ 20 years, but rose

dramatically over the last 5-10. The original idea that securitization would diversify and reduce risk

for the institutions was pretty sound. However, the expansion of this approach and increasing

complexity of the packaging, the application of increased leverage and creation of investment

vehicles that capitalised on the apparent value spreads that they could create, progressed steadily

by a process of apparently unseen osmosis. The globalisation of the banks and their expansion from

retail to investment banking, meant that these institutions were not just originating the securitised

debt vehicles (for other investors to pick up the risk), they also became consumers (investors). In
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in this activity to a point that was unsustainable and eventuallyfelft  f A1 S GKS LINR GSNDA I €
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High (and ever increasing) valuations justify high sale prices AND high
commissions/bonuses...
9 Higher and higher income multiples to support impossible repayments... or why not just self

certify that you can pay...
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bankers and then by pension funds [and others] ¢ even more commission/bonuses... !!!
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performance’... However, as we have seen and should not forget ‘prices can plummet as well as fall’

L £ A1S { KHe boling Frdg 2irtiat, iffydu pua frog (cold blooded animal) in boiling water,
it will react immediately and jump out... however, if you put the frog into cold water and slowly boil
the water, the frog will accept the changing temperature as normal and eventually die!! So it is that
the evolutionary development of risk taking against increasingly suspect assumptions and complex
products was to gradually simmer the local and global economies.

We now look at the crisis with the benefit of hindsight and utter disbelief that we could have been

so naive and stupid. The challenge is to ensure that the response proposed by Turner (m DP09/2) is
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acknowledged that there is a risk that early implementation of some of the changes could be

counterproductive.

There is a tabular summary of the Recommendations and Dependencies at the back of the Turner
report. However, it is quite lengthy and needs the context of the explanation in the report to help
understand the issues better.
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However, for this extended version of the Blog on our website, | have picked out some of the items
below:

Capital

9 No surprise to see that there will be an obligation to increase the quantity and quality of
capital. This will certainly have a focus on Tierl and Core Tierl capital with a doubling and
maybe trebling of the capital percentages.

9 One of the other concerns is the avoidance of procyclicality, whereby the effects of good and
bad economic cycles are exacerbated by systemic and non-systemic elements within the
financial system.
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there is an obligation to increase capital in good times and allow this to be used to minimise
the negative effects in a downturn.

Liquidity
9 Itis expected that there will be major reforms of the liquidity regime and CP08/22 has
already made proposals for this.
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introduced nationally, but is ideally preferred as a global agreement.

Institutional and Geographic coverage

9 Thereis a strong desire to ensure consensus and consistency of approach ¢ albeit that this
will be difficult (witness the procrastination of the G20 so far)® ¢KS FFSOG 2F WII
concern, i.e. where institutions and individuals could exploit differences in approach by
countries and institutions.

9 Greater information from Hedge Funds is also being sought and consideration is being given
to what, if and how regulation may best apply to these unregulated entities in the future.

| Currently a number of Hedge Fundsared S dzLJ W2 FFaK2NBQ YR 6KAf &
this, there is concern that this is not used to avoid appropriate regulation and so increase
risk.
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Deposit Insurance
9 This is discussed, but felt to be largely addressed with the changes made last year and the
fact that the Government in the UK has made clear that it will not allow major financial
institutions to fail.

Credit Rating Agencies
9 There has been concern that there may be a conflict of interest in how the CRAs determine
rating risk. Itis proposed that greater supervision and governance be applied and also look
at how to avoid the ratings being an exacerbating cause of procyclicality (re-rating causing
asset or institution pressure and knock-on implications).

Remuneration
T ! WK 2 0 lladdyLiidérdanddbtizEmotion following the Wale-outsQ The FSA has
already published proposals in CP09/10 and there is in principle agreement by the Financial
Standards Forum (FSF). Ideally, they are looking to ensure that remuneration takes into
account the long term value of performance and management with pay and bonuses having
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than just cash.
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Regulation and Supervision
9 There is no doubt that the whole regulatory and supervisory regime will be tightened with
more prescription and intervention. This complex market has become ever more so, as
institutions have become more creative in developing complex instruments. Whereas at
onell AYS (KS lidtiy OARY S FHF & WiEdScér (b poinactudligstated NA a |
by the IMF in 2006), the reality was that this was, as they say, WA f f dza 2 NE Q ®

i Given that the FSA will be responsible for the UK market, it is keen to work with the BoE to
addresswhatitKl & ARSYGATFTASR y2i a W2@SNIFLIQ o6dzi |y
with the market. Beyond our own borders there is a need to work with other EU bodies and
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some degree of consistency and information sharing. In addition there is agreement by the
cC{C (KIFdG w/ 2ftS3Sa 27F { dzLJS NIbckdarZihdi.Gheréabe Sa Gl 0 f .
30 identified and they have Colleges for 25 in place so far.

Wider Issues
9 There has been some coverage in the papers about the possibility that Products be
regulated. Amongst some of the ideas muted are that Second Mortgages and Buy-to-Let be
regulated ¢ though there are counter arguments, as you would expect. Alongside this is a
debate about the regulation of LTVs and LTIs so that people are not over exposed and that
iKSaS O02dA R 0SS WTt SESRQ (2 NBFtE SOl LRarGAOS |
9 There may also be regulation of wholesale products such as Credit Debt Swaps (CDS) though
this is likely to be a global debate.

Ultimately, the after-effects of this crisis will be greater control and an abandonment of the so-called
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analysed and managed. The costs of credit may well go up as greater capital adequacy and liquidity

provision is applied. However, it may also be the case that the reduced risk of the new approach

could counter the initial expectation of cost increases. Whatever is agreed in the long term, there is
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the harm that they are seeking to remove by effectively garrotting the asphyxiated patient.
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