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Risk Managing the Elephant in the Room

the goods available for sale due to the limited manufacturing
base is that it starts to import inflation. With commodities
priced in dollars (a 25% depreciation) and the remainder experiencing 30% depreciation, cost inflation is certain to take off at
exactly the time when people are feeling times are tough.

(Continued from cover )

Do you have urgent and
serious risk issues
in your organisation you
would like to
discuss confidentially with a

Basically the governments have taken a historic economic model
that is effective for an exporting country and applied it to a country that is a net ismporter. With
‘… bank
regret this will have exacerbated the problem as we
borrowing is will see later.

in effect
being
replaced with
government
borrowing, is
one of the
most
surprising
outcomes of
this entire
process.’

Funding Large Scale Projects

risk management expert
before
throwing out the Models,
expensive Risk Management Software and sacking your
Risk Director?

Contact Dennis Cox directly at
The other issue has been whether countries should
commence large infrastructural projects in an effort
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to stimulate the economy. The problem with such
projects is that the type of work uses labour that
tends to come from overseas and therefore there What Next for Risk Management ?
is a leakage of cash from the economy. Further
these asset s are often not income generative and
There is vocal demand for an increase in regulation to deal
are therefore unable to increase the value of the
with the last crisis. Of course that is always the problem –
regulation
developed to deal with the last crisis can often execonomy.
acerbate the next crisis.
There is no evidence that a failure to build was
actually the cause of the crisis. Indeed there is a lot The first question to consider is whether there was in fact a failure of
of concern at the level of borrowing within the
regulation, and if there was where was it? Previous updates have coneconomy. That bank borrowing is in effect being
sidered the problems caused by SFAS 157 and IAS 39, so these will not
replaced with government borrowing is one of the be repeated here. Clearly there is limited back up for the minimum
most surprising outcomes of this entire process.
capital requirements for a bank being 8%, with 10% being applied by
We cannot see any way in which such spending can some countries. At the heart of the issue regarding the appropriatein any way result in a shortening of the crisis –
ness or otherwise of the regulatory structure is the question as to the
indeed we are concerned that it may in effect exrole of capital. Historically it was designed to protect the industry from
tend the process significantly.
a failure of one institution – in other words were one institution to fail

The Actions that Were Actually Required
Perversely perhaps we are of the view that increasing rather
than reducing interest rates would have assisted with solving the
issues that are of concern. Higher interest rates provide support to the currency and reduce the price of imports. At the
same time there is a real rate of return if such rates are higher
than inflation, resulting in both individuals and firms placing
greater funds on deposit at the banks. This in turn provides
additional liquidity within the banking sector and enables the
banks to extend credit to other firms – effectively unlocking the
credit impasse which we are currently suffering.

then it would not cause the failure of another institution.
What appears to be being considered is some form of protection to
deal with unlikely events, events that might only happen once in a hundred years, for example? The problem about that type of approach is
that for ninety nine years out of a hundred there will be a cost to the
institution (the capital) whereas in the one year when it is required the
capital will be seen to be inadequate. The consequence of this is that if
capital cannot protect in normal conditions (when losses are budgeted
for, so no capital is required) and it does not work in extreme conditions (when it can never be adequate), then the focus on capital as the
measure of risk is probably inappropriate.

We have also seen commentators recommending capital for liquidity
risk, together with a requirement for additional reserve lines. Since
liquidity is actually the management of capital, providing capital for liquidity risk cannot make sense. We also doubt the value of reserve
lines. In the case of a major failure of an institution where significant
sums are required would you REALLY expect a bank to send $500m to
It is our belief that eventually sensible people will recognise the a stricken competitor in the expectation that they will not get it back?
actions that must be taken that drives our expectations for next Surely they would take the view that the administrators could see them
in court?
year. It is our view that the actions taken on the UK economy
will have extended recession in the UK by at least six months
and that such a recession will be far deeper than was in effect
necessary.
(Continued on page 3)
One of the concerns that we have had throughout the crisis was
the limited experience in their roles of many of the international
global players during this crisis. This lack of experience combined with a similarity of outlook and an intention of dealing with
symptoms rather than problems has compounded the situation.
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We have a lot of sympathy with the view that the role of regulatory capital as a key measure of risk should be questioned
and wonder whether the focus on regulatory capital has itself contributed to the crisis.
Our views remain that stress testing and scenario modelling are of paramount importance to an institution and should lead to action from
the Board of the firm.
In 2009 we are expecting to see increased focus on liquidity risk management particularly in the light of the Basel paper issued in November 2008. Since this is likely to be to the detriment of other risk management within institutions, the next crisis will be from a different
source. We believe that this will be credit risk where firms utilising the standardised approach in countries where general provisions are
not permitted will have insufficient capital to deal with the losses that will actually occur. This is due to the standardised credit risk calibration being based on a QIS undertaken by the BIS in a benign credit environment. We would anticipate that all institutions on the standardised approach would now calculate a lower capital requirement that the equivalent bank using the IRB.
We are also expecting to see a greater focus on enterprise risk management due to the requirement for institutions to understand the
totality of their risk environment on a consistent basis. This will involve better and more consistent modelling of risk appetite used as a
driver of the risk programme within a firm, linked into stress testing, scenario modelling and economic capital modelling.

The Risk Reward 2009 Predictions
It must be emphasised that these
are our views on the next 12
months. These are not in any way
a forecast that should be used for
trading purposes and we always
recommend that you should take
independent advice prior to making
any investment decisions. We do not

to strengthen against a basket of international currencies and
expect a further 20% depreciation. In terms of the dollar the
rates will remain at roughly current levels due to the combined
weakness of both currencies.
The Oil Price

Last year we forecast that oil would fall within what we still
consider to be its natural price band of $40-$60. We can see
no reason to change this expectation and therefore continue
to believe that the oil price will continually strive to stay within
accept any responsibility for the accur acy of the materials contai ned in t his
this band. In the short term the removal of the consumption
section. However many of you will know that we have be en quite s uccessful
pressures from both the USA and also China/India is having a
in previous years in readi ng the market. Together we will see how we do
significant impact and will result in the oil price continually
this year.
stressing the bottom of the range. At 31 December 2009 a
The real question is are we going to have a downturn or a crash?
price of around $30 - $40 is to be expected.
Interest Rates

Property Prices

Whilst the short term pressures from what we see as being incorrect government intervention will drive interest rates downward, perhaps t o 1%, this is unsustainable. Our expectation is that by the end of the first quarter of 2009 interest rates will have started to rise. We anticipate this to continue throughout
2009 and are extremely concerned at a potential spike in rates during 2010. As at
31 December 2009 we anticipate base rates in the UK being at 4.5% and are
concerned that they could double in the following year.

Property is falling throughout much of the world. Whether
you are considering commercial property in Dubai or residential property in the UK there is nothing that we can see that
should cause property prices to rise. The development of
infrastructural investments increases the costs of building and
the lowering expectations of both companies and people will
continue to cause problems for property. Our expectations
US Dollar Exchange Rates
are a reduction in UK property of 10%-15% and for UK comThe unprecedented and unfunded US deficit continues to grow with a series of
mercial property of 20%-30%. In the case of retail space the
promises being issued which the US government in our view will be unable to
finance long term. This is a serious source of concern and will represent a contin- fall will be higher – perhaps 35%.
ual pressure on the US dollar. We see continual weakness against a b asket of
international currencies including depreciation over the year of ar ound 15 %.
However there will not be a major change in the exchange r ate against sterling as
discussed below.
Sterling Exchange Rates

In the US falls will continue, but we expect the largest falls
globally to be in Dubai where a 40% fall in commercial property due to the absence of demand is to be expected.
(Continued on page 4)

The UK government borrowing is also at a un sustainable level and needs to be
taken under control as a matter of urgency. We cannot see any reas on for sterling
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