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The seeds of the
next crisis

‘may already have
been sown’

‘Too small to survive’

The crisis has shown that many banks are too big to fail. But the opposite is also true.
Many respondents felt that one outcome will be a loss of banking capacity, particularly
at the small end where banks have been left to sink or swim, and where survivors now
face competition from state-supported behemoths. This concern showed up in many
markets, including specialised ones like Luxembourg where small banks feel
particularly threatened.

The chief executive of a Luxembourg bank feared that “many small banks in the
private banking business will disappear...because clients will have to go to safer
banks. Small credit providers will also suffer due to liquidity issues. These trends will
encourage consolidation from which big institutions will benefit”. In Australia, a
respondent saw heavier regulation “causing the demise of marginal players”.

New regulatory costs will also fall heavily on small banks. Antony Thomlinson of City
lawyers Eversheds said that new funding requirements penalised small banks “to the
detriment of competition in the banking sector”. David Colvin, executive director of
Jordan International Bank, said there was a risk that remedial measures “will place a
disproportionate burden on smaller banks and financial institutions. The counterpart
to 'too big to fail' is 'too small to survive' which will be the result if the sins of the mega-
banks are visited on the small”.

But while this might be a good moment for new competitors to launch business
models untainted by the crisis, respondents doubted that they would have the
stomach for it. “My concern is there will not be real new entrants,” said one.
Another said bitterly: “The real issue is unfair competition from state-owned
businesses”.

As regulation gets tighter, the barriers to entry will get higher. There were “few
candidates for entry — and those there are will find it difficult to get established in
the face of market and regulatory scepticism”, said a respondent. Another observed
that it was large, failed banks that attracted capital, not exciting new ones.

Prof. Michael Mainelli of Z/Yen Group said the key was not to reform regulation
but to toughen up monopoly rules to encourage more small banks that were not “too
big to fail”. He said: “The debate should be about ‘open’ markets rather than
dogmas of ‘free’ or ‘regulated’ markets — breaking up oligopolies, not saving
institutions.” A US respondent agreed, but was not hopeful. “It would be a very
good thing to make financial activity more contestable. Smaller institutions, more
entry and exit ... ahh that would be wonderful!”

Jonathan Howitt, head of group risk at Man Group, said that increased protectionism
and regulation would “stifle the market and product innovation that we need to pull
out of the crisis. Worse still, with fewer banks and higher barriers to entry, the
financial system is far more concentrated than it was before the crisis. Hence the
seeds of the next crisis, even if it is a few decades away, may already have been
sown”.
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Bankers are the
most positive
about their ability
to handle risk

Preparedness

We asked respondents: How well prepared do you think the sector is to handle
the risks you have identified?

2008 2010
Poorly Well Poorly
Well 4% 9% 11%

24%

Mixed
72%

Mixed
80%

Only 9 per cent of respondents thought banks were well prepared, and 11 per cent
thought them poorly prepared. The remainder gave a mixed response. This was a
considerably more negative result than last time when 24 per cent said “Well” and 4
per cent said “Poorly”. In our 2006 survey, 64 per cent answered “Well”.

% Well Mixed Poorly
Bankers 12 81 7

Observers 4 79 17

Regulators 0 90 10

A breakdown of the responses shows bankers to be the most positive about their
ability to handle risk, and non-bankers the most negative. Although no regulators
thought banks were well prepared to handle risk, most of them gave a mixed
response.

Those who answered “Well” emphasised the amount of work that had been done to
strengthen banks and develop better risk controls. A typical comment was: “The
recent crisis has heightened the sense of awareness of, and appreciation for, various
risks. This, coupled with active regulatory oversight, ought to enable the sector with
the necessary mindset to manage the key risks faced by the industry.” Those who
answered “Poorly” said that banks had not learned the lessons from the crisis and, if
anything, had become complacent. A UK respondent said: “The fundamental
discipline of fearing bankruptcy is now severely diminished for large institutions,
leaving regulation and political pressure to fill the gap. This is not a viable way
forward.”

The “Mixed” responses stressed the difficulty of generalising about a sector which
had been so sharply split into winners and losers, to the point where it was now
possible to differentiate very clearly between well and badly run banks. One senior
banker said: “My impression is that many banks have learned the lesson and are
focusing and improving risk management, and are ready to accept lower profitability
and RoE. Unfortunately there are still many banks, probably one third of the ones I
have talked to, that believe that they did nothing wrong and that it is business as
usual.”
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CSFI

CENTRE FOR THE STUDY OF FINANCIAL INNOVATION
5, Derby Street, London W1J 7AB, UK
Tel: +44 (0)20 7493 0173 Fax: +44 (0)20 7493 0190

Banking Banana Skins 2010

Each year we ask senior bankers and close observers of the financial scene to describe their main worries
about the banking industry as they look ahead. We’d be very grateful if you would take a few minutes to fill out
this form, and return it to us by December 19th

CSFl, 5 Derby Street, London W1J 7AB, UK
Fax: +44 (0) 20 7493 0190
Email: info@csfi.org.uk

Name Position

Institution Country

Replies are in confidence, but if you are willing to be quoted in our report, please tick I:I

Question 1. Please describe your main concerns about the safety of financial institutions (both
individual institutions and the system as a whole) as you look ahead over the next two to three years.

Please turn over
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Question 2. Here are some areas of risk which have been attracting attention. How do you rate their
severity, and what is their trend: rising, steady or falling? Use the right hand column to add comments.

Insert more risks at the botto

m if you wish.

Severity Trend

1 Back office
Big market movements:
2 - commodities
3 - credit spreads
4 - currencies
5 - equities
6 -interest rates
7 Business continuation
8 Capital availability
9 Competition from new entrants
10 Conflicts of interest
11 Corporate governance
12 Credit risk
13 Derivatives
14 Emerging markets
15 Environmental risk
16 Fraud
17 Hedge funds
18 High dependence on technology
19 Liquidity
20 Macro-economic trends
21 Management incentives
22 Merger mania
23 Money laundering
24 Payment systems
25 Political interference
Regulation:
26 -too much
27 -too little
28 Retail sales practices
29 Risk management quality
30 Rogue trader
31

1=low Rising
5=high Steady
Ealling

1 [

Comment

Question 3. How well prepared do you think the sector is to handle the risks you have identified?

Poorly

Comment:

[ ] Mixed[ ]

well[ |
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CSFI RECENT PUBLICATIONS

“BANKING BANANA SKINS 2010: after the ‘quake.”

The CSFI’s regular survey of banking risk.

Sponsored by PricewaterhouseCoopers.

By David Lascelles. February 2010. ISBN 978-0-9561904-9-9.

“FIXING REGULATION”
By Clive Briault. October 2009. ISBN 978-0-9563888-0-3.

“CREDIT CRUNCH DIARIES: the financial crisis by those who made it happen.”
By Nick Carn and David Lascelles. October 2009. ISBN 978-0-9561904-5-1.

“TWIN PEAKS REVISITED: a second chance for regulatory reform.”
By Michael W. Taylor. September 2009. ISBN 978-0-9561904-7-5.

“NARROW BANKING: the reform of banking regulation.”
By John Kay. September 2009. ISBN 978-0-9561904-6-8.

“THE ROAD TO LONG FINANCE: a systems view of the credit scrunch.”
By Michael Mainelli and Bob Giffords. July 2009. ISBN 978-0-9561904-4-4.

“FAIR BANKING: the road to redemption for UK banks.”
By Antony Elliott. July 2009. ISBN 978-0-9561904-2-0.

“MICROFINANCE BANANA SKINS 2009: confronting crises and change.”
By David Lascelles. June 2009. ISBN 978-0-9561904-3-7.

“GRUMPY OLD BANKERS: wisdom from crises past.”
March 2009. ISBN 978-0-9561904-0-6.

“HOW TO STOP THE RECESSION: a leading UK economist’s thoughts on resolving the current crises.”
By Tim Congdon. February 2009. ISBN 978-0-9561904-1-3.

“INSURANCE BANANA SKINS 2009: the CSFI survey of the risks facing insurers.”
By David Lascelles. February 2009. ISBN 978-0-9551811-9-1.

“BANKING BANANA SKINS 2008: an industry in turmoil.”
The CSFI's regular survey of banking risk at a time of industry turmoil.
May 2008. ISBN 978-0-9551811-8-4.

“MICROFINANCE BANANA SKINS 2008: risk in a booming industry.”
By David Lascelles. March 2008. ISBN 978-0-9551811-7-7.

“INFORMAL MONEY TRANSFERS: economic links between UK diaspora groups and recipients ‘back home’.”

By David Seddon. November 2007. ISBN 978-0-9551811-5-3.

“A TOUGH NUT: basel 2, insurance and the law of unexpected consequences.”
By Shirley Beglinger. September 2007. ISBN 978-0-9551811-5-3.

“WEB 2.0: how the next generation of the Internet is changing financial services.”
By Patrick Towell, Amanda Scott and Caroline Oates. September 2007. ISBN 978-0-9551811-4-6.

“PRINCIPLES IN PRACTICE: an antidote to regulatory prescription.”
The report of the CSFI Working Group on Effective Regulation. June 2007. ISBN 978-0-9551811-2-2.

“INSURANCE BANANA SKINS 2007: a survey of the risks facing the insurance industry.”
Sponsored by PricewaterhouseCoopers.
By David Lascelles. May 2007. ISBN 978-0-9551811-3-9.

“BIG BANG: two decades on.”

City experts who lived through Big Bang discuss the lasting impact of the de-regulation of London’s securities markets

Sponsored by Clifford Chance.
February 2007. ISBN 978-0-9551811-1-5.

“BANKING BANANA SKINS 2006”

The latest survey of risks facing the banking industry
Sponsored by PricewaterhouseCoopers.

By David Lascelles. April 2006. ISBN 0-9551811-0-0.

“THE PERVERSITY OF INSURANCE ACCOUNTING: in defence of finite re-insurance.”
An industry insider defends finite re-insurance as a rational response to irrational demands.
By Shirley Beglinger. September 2005. ISBN 0-9545208-9-0.

“SURVIVING THE DOG FOOD YEARS: solutions to the pensions crisis.”
New thinking in the pensions area (together with a nifty twist by Graham Cox).
By John Godfrey (with an appendix by Graham Cox). April 2005. ISBN 0-9545208-8.

“NOT WAVING BUT DROWNING: over-indebtedness by misjudgement.”
A former senior banker takes an iconoclastic look at the bottom end of the consumer credit market.
By Antony Elliott. March 2005. ISBN 0-9545208-7-4.

“BANANA SKINS 2005”

Our latest survey of where bankers, regulators and journalists see the next problems coming from.
Sponsored by PricewaterhouseCoopers.

By David Lascelles. February 2005. ISBN 0-9545208-6-6.

For more CSFI publications, please visit our website: www.csfi.org.uk
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Sponsorship

The CSFI receives general support from many public and private institutions, and that support takes different forms.
In 2009 and early 2010, we received unrestricted financial support from; inter alia:

Citi JPMorgan

Ernst & Young HSBC

ICMA PricewaterhouseCoopers
Abbey Gatehouse Bank
Aberdeen Asset Management HM Treasury

Accenture KPMG

Alliance & Leicester Lloyds TSB / HBOS
APACS LogicaCMG

Aviva London Stock Exchange
Bank of England Man Group

Barclays McKinsey & Co

BERR Morgan Stanley

BT MunichRe

City of London Nomura Institute
Deloitte PA Consulting

Deutsche Bank Prudential plc
Euronext.liffe Reuters

Eversheds Royal Bank of Scotland
Fidelity International Royal London Group
Finance & Leasing Association Ruffer

Fitch Ratings The Law Debenture Corporation
FOA UBS

FRC Z/Yen

FSA Zurich

1776 Consulting LCH Clearnet

ACT LIBA

ACCA Lombard Street Research
Alpheus Solutions London Metropolitan University
Bank of Italy Mobile Financial Service

Banking Code Standards Board
Brigade Electronics

Centre for Cities

Chown Dewhurst

NM Rothschild

Quest4 Consulting

Record Currency Management
Semiocraft

CII Serious Fraud Office
Credit Suisse Taiwan FSC

IFSL The Share Centre
Jersey Finance THFC

LandesBank Berlin

We also received special purpose funding from:
- CGAP and Citi (for Microfinance Banana Skins) and;
- PwC (for Banking Banana Skins and Insurance Banana Skins).

In addition, we set up the following fellowship programmes:
- the Generali/CSFI fellowship in Insurance;
- the Visa/CSFI fellowship in European Payments and;
- the DfID/Citi/CSFI fellowship in Development.

The CSFI also received support in kind from, inter alia:

- Financial Times - RUSI

- ifs School of Finance - Linklaters

- NERC - Standard Chartered
- Lovells - Taylor Wessing

- Ruffer - NESTA
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