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What is your reaction to the recent events on Wall Street and 
other financial markets around the globe?

Arcy: It is a perfect storm and we have not witnessed anything 
similar since the Great Depression. Not one country, economy or 
industry is immune to the recent event, although a few have yet to 
feel the full impact. We saw the market capitalisation of companies 
decrease significantly, along with the associated built-in wealth of 
their shareholders. The volatility in the financial markets seems 
poised to continue in the future prior to stabilising. 

Tanenbaum: It looks like we are in the midst of an historic finan-
cial panic. Two or three such panics that occurred over the past two 
centuries provide reference points. One aspect of the current panic 
that deserves special note is that it is the first to occur in a world in 
which instant global communication of information – often in the 
form of sound bites – is a reality.

Langer: It is clear that many significant and smaller players in the 
US financial industry were primarily focused on short term profit 
and increased volume of activity and insufficiently focused on the 
nature and scope of their activities and the risks associated with 
those activities. The party lasted too long and the hangover is and 
will continue to be severe.

Barnard: We are seeing a level of turmoil and contraction that is 
challenging virtually all the expectations of financial market par-
ticipants, regulators and academics. This suggests that the models 
used by many financial institutions and their regulators to mea-
sure and control critical risk elements – in particular credit and 
liquidity risk – were, in varying degrees at different institutions, 
poorly constructed, ineffectively implemented, misunderstood or 
selectively ignored. The extent to which the consequences of this 
turmoil are falling on individuals removed from the world’s fi-
nancial centres in the form of diminished savings, lost jobs and 
tax payer-funded bailouts ensures that there will be a political re-
sponse focused on assessing blame and rewriting the market rule 
books.

Hamilton: The recent process of deleveraging is obviously pain-
ful. Some of it may have been avoidable, but we have to deal with 
the circumstances as they exist, not as they should exist. And the 
capital injections approach adopted by a number of governments, 
including the US and the UK, may be having the desired effect. 
Interestingly, at the first meeting in September of Secretary Paulson 
and Chairman Bernanke with the Congressional leadership, Con-
gressman Spencer Bachus, the Ranking Republican on the House 
Financial Services Committee, urged consideration of the capital 
injection approach in lieu of the purchase of toxic assets. At the 
time, his suggestion was brushed aside, but its wisdom was ulti-
mately recognised after the British government acted to inject capi-
tal into British banks.

Manzer: The market reactions, including the difficulties and fail-
ures on Wall Street, deleverage and other credit responses, appear 
to be an overreaction to a predictable consequence. Both the fail-
ure of structures and investors to identify the correlative effects of 
the use of credit derivatives and similar structured products and the 
over-reaction to the sudden recognition of the effects of that cor-
relation are unexpected. The underlying bursting of the subprime 
bubble was inevitable, and to a fair extent the credit reaction pre-

dictable. The excess is what is troubling. It has spread a controllable 
correction to a global destabilisation.

Burgess: It is very easy to say that a correction was inevitable after 
the event. Retrospectively, there is plenty of evidence – historically 
high levels of indebtedness, above trend growth in asset prices – to 
this effect. However, relatively few companies or individuals fac-
tored anything on this scale into their planning, and the suddenness 
with which the outlook deteriorated was alarming and shocking to 
almost everyone in the industry. It is important not to overreact, and 
we have certainly seen some silliness in the form of ‘end of capital-
ism’ editorialising, but it is pretty clear that the financial superstruc-
ture of the economy had grown excessively, and that it will reduce 
in size. We will see other booms and other bubbles in the future, but 
for now Wall Street and the City will shrink, and the real economy 
will feel significant pain. Decisions taken in the next few months 
may well determine whether it takes a low or high single figure 
number of years for the world economy to get back on track.

Can you provide some insight into the main causes of the 
sudden ‘meltdown’ in the banking sector?

Hamilton: I am reminded of what the Chinese Foreign Minister 
Chou En-lai said when asked in the 1970s about the effect on the 
world of the French Revolution: “It’s too early to say”. Undoubt-
edly, it is too early to cite all the causes of the current meltdown. But 
some things seem evident. Credit was too liberally extended. Inade-
quate credit controls existed, particularly in the US residential mort-
gage market. Low interest rates encouraged the creation of larger 
amounts of debt in the form of subprime loans and exotic credits. At 
the same time, some of the finger pointing is widely off the mark. 
For example, it seems clear that it is wrong to ascribe the meltdown 
to things like the de facto repeal of the Glass-Steagall Act. 

Langer: There are several primary causes of this meltdown. First, 
US public policy directed at increasing home ownership rates re-
gardless of potential borrowers’ ability to repay. Second, the main-
tenance of artificially low interest rates. Third, long running and 
growing government budget deficits. Fourth, overleveraging and 
excessive speculation in real estate. Fifth, the creation of various 
loan asset-backed securities, collateralised debt obligations, auction 
rate securities and other financial ‘products’ so exotic and complex 
that neither the creators, the investors nor the consumers fully un-
derstood their terms. Sixth, the separation of loan underwriting and 
origination from the risk of non-payment due to the greatly expand-
ed use of mortgage brokers and other intermediaries and securitisa-
tion and sale of loans. Seventh, the misguided belief that incomes 
always would rise to meet higher payments and home values would 
increase forever. Finally, excessive debt ratios and, at least in the 
US, an exceedingly low savings rate.

Barnard: The easy credit climate linked up in the US with three 
other powerful forces: the policy embodied in numerous govern-
ment supported programs to promote home ownership the growth 
in innovative structured products including derivatives, and the re-
liance by regulators and investors on investment grade ratings by 
credit rating agencies. As the relaxed credit underwriting standards 
on non-traditional mortgages led to increasing defaults, counterpar-
ties in the markets trading structured paper began to doubt the valu-
ations previously given to securitised and derivative products. As 
liquidity disappeared, a pyramid built on easy credit collapsed. 8
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Manzer: The meltdown is not an issue of the banking sector – it 
is a meltdown of the financial markets as a whole. The banking 
sector was exposed to an immediate and sudden crisis of confi-
dence, particularly as to counterparty risk, and exposed to a need 
to rebuild capital in an era of sudden deleveraging. A combination 
of enhanced capital requirements arising from Basel II, changes in 
accounting requirements of mark-to-market, sudden and profound 
loss of asset value, combined with a loss of the usual credit risk 
devolvement mechanisms, has given rise to political, public and 
inter-institutional lack of confidence.

Burgess: The long term causes of the banking problems are related 
to excessive balance sheet expansion, based on inadequate consid-
eration of liquidity risk, and a lack of understanding of the relation-
ships that arise between different asset classes once the markets 
turn, or once previously uncorrelated assets become correlated. The 
specific reasons for the meltdown are numerous, but the role of the 
credit derivative markets as an information transmission mecha-
nism stands out. It is normally the case that market professionals 
and observers advocate increased transparency. In this case the 
transparency that real-time visibility of CDS spreads has brought 
to banks’ creditworthiness was a key factor in causing the situation 
to spiral out of control. How to prevent this from happening again, 
while retaining the benefits of sophisticated credit derivatives, is 
one of the key challenges that we now face.

Arcy: The meltdown in the capital markets stems from a lack of 
confidence in the ability to evaluate counterparty risk due to un-
certainty in assessing the quality and recoverability of the assets on 
their balance sheet. As a result, it was very difficult to determine 
whether a counterparty had sufficient liquidity to make good on 
their obligations when they come due.  This matter extends well 
beyond the banking sector.

Tanenbaum: The problems evolved over a longer period than is 
generally appreciated. The ‘meltdown’ was, in a very real sense, 
an expression of the conclusion that responsible government of-
ficials had failed, and might continue to fail, to recognise the nature 
and scope of the evolving problems. It was the ultimate vote of no 
confidence.

How do you evaluate the US government’s reaction and 
regulatory response to the financial crisis?

Barnard: The regulatory response in the US has been decisive and, 
considering the number of government agencies involved, pretty 
well coordinated. It is too soon to judge the overall effectiveness 
but one gets the sense that there is less ad hoc decision making 
and more of an overarching approach. It is worth noting that the 
response now is more than the publicly announced capital and li-
quidity support programs or enhanced deposit insurance. US regu-
lators are sharing critical information and proactively formulating 
responses to perceived weaknesses, both at the level of specific in-
stitutions and system wide.

Arcy: To date, the US government’s reaction, both from the Trea-
sury and the Federal Reserve, seem appropriately measured and 
responsive to the worries of the international capital markets com-
munity and the affected governments. Their actions were intended 
to provide immediate stability and to calm global fears, given the 
severity of the issues involved. However, certain issues may arise 
from the quick and decisive actions that were not known or antici-
pated at the time, and these will need to be resolved in the future.

Manzer: The US government is reacting in an appropriate, although 
not necessarily completely timely manner. To date the reaction does 
not include a heavily regulatory component but is rather an inter-
vention response. The decision to focus on capital restoration does 
address the primary cause of credit contraction. The restriction to 
institutions with a chance of success is sensible. Regulatory re-
sponse is likely to follow, although it is somewhat absent from the 
current programs, as there has been a light hand on governance and 
operation notwithstanding the significant infusion of funds. It will 
be a dictated public policy step.

Burgess: There have been a number of criticisms made of US gov-
ernment policy during this period. With hindsight it is very hard 
to say that the decision to allow Lehman Brothers to fail was the 
correct one. Once that much debated decision had been taken the 
authorities had some time to recognise the significance of what was 
going on, and to move beyond incremental and tactical policies to 
the TARP. However, the US government has put in place a seri-
ous and determined program to correct the situation, and has this 
certainly reduced the carnage. In the hours prior to the initial an-
nouncement of the TARP, we were on the edge of an abyss.

Tanenbaum: Several policy errors over a multi-year period con-
tributed to the current panic. There was a failure on the part of our 
regulators to appreciate systemic risks and a failure to act to miti-
gate these risks. However, Treasury, the Fed and the FDIC are now 
fully engaged and their recently adopted initiatives are making a 
critical difference.

Hamilton: As I noted, the capital injection approach seems to make 
sense. It seems much more appealing than the initial plan to pur-
chase toxic assets. It puts the money in the hands of those that can 
bring liquidity back into the market. And it gives the taxpayers an 
upside. Congressman Bachus deserves credit for pushing this idea 
from the inception of the current crisis.

Langer: The US government’s reaction has been tardy, unsteady 
and somewhat disjointed. The perceived problems consisted of 
too many bad loans or securitisations/CDOs and lack of access to 
credit. Rather than establish a simple means of restructuring loans 
and stimulate the extension of credit by banks and other lenders, the 
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government has used the TARP and the Capital Purchase Program to 
inject capital into banks that the government has decided will be the 
survivors. In certain cases, the capital has been used to acquire other 
banks, and the largest banks, such as Bank of America, JP Morgan 
Chase and Wells Fargo, are digesting major acquisitions rather than 
making new loans. The original intent of the ‘bailout’ was not to 
have the government own substantial stakes in banks or bank hold-
ing companies, but this has been the prevailing result so far.

In what ways are banks likely to utilise the Troubled Assets 
Relief Program (TARP) under the Emergency Economic 
Stabilization Act (EESA)?

Manzer: It seems that the funds, based on discussions and observa-
tions, are being used by the banks to stabilise and enhance capital, 
as well as to acquire other financial institutions. There is little sign 
yet that either distress or prime acquisition of assets or an increased 
availability of credit is contemplated. Many banks continue to con-
sider rejecting accessing the funds as unnecessary and harmful to 
perceptions of soundness.

Burgess: Voltaire famously observed of the Holy Roman Empire 
that it was ‘neither Holy, nor Roman, nor an Empire’. The TARP is 
not quite as misnamed – ‘Troubled’, at least, is accurate – but a sim-
ilar observation could be made. It now appears that the funds made 
available will be used primarily to recapitalise banks on a model 
akin to that employed in the UK. This should enable the banks to 
reduce their dependence on wholesale funding to sustainable levels, 
which is clearly essential. The longer term effect of significant gov-
ernment holdings on companies’ performance remains to be seen.

Tanenbaum: Any time that the government offers to provide a 
‘benefit,’ whether it helps banks improve their liquidity, strengthen 
their balance sheets, or generally improve the level of confidence in 
their viability, banks will line up to use this assistance in any way, or 
ways, that are determined to be permissible. Given that banks have, 
to some extent, differing needs and priorities, we are likely to see 
some innovative approaches to accessing the TARP.

Arcy: Funding received under TARP has the immediate impact of 
enhancing capital ratios which improves the financial viability of 
the banking institutions. It is hoped that such ‘strengthening’ will 
improve overall confidence in the financial markets and reduce 
the counterparty risk with key institutions. Ideally, this additional 
liquidity will trickle down resulting in increased loan activity.  Fi-
nancial institutions are continuing to mark down asset values given 
the current economic conditions, and these institutions are using 
the TARP to maintain their capital ratios as this occurs. Other fi-
nancial institutions will use the TARP as part of capital infusions to 
acquire banks at significantly reduced prices and to strengthen the 
combined regulatory capital levels, while gaining access to their 
deposit bases, which represents a low cost of funding. The current 
result is a significant increase in liquidity at the main institutions, 
but not much else. The increased liquidity, arising from TARP in-
vestments by the US government, may find its way into the equity 
markets, more than the credit markets, which are the lifeblood of 
the economy.

Hamilton: Most banks are more likely to be interested in capital 
injections than in the sale of their bad assets. While they would like 
to offload those assets, they wouldn’t necessarily gain anything un-

less the payment for the assets was appealing. The reverse auction 
mechanism might not produce prices that would be appealing. Ad-
ditionally, the sale of assets at a deep discount would affect balance 
sheets. So unless the taxpayer pays a non-discounted price, banks 
could face further capital erosion. On the other hand, a capital injec-
tion gives banks time to rebuild their balance sheets without requir-
ing taxpayers to overpay for troubled assets.

Langer: Numerous banks have applied to sell troubled assets to 
the government, but the troubled asset sale program has been dis-
continued. Foreign owned banks are shut out of the TARP and the 
Capital Purchase Program.

Barnard: For the next 2-3 months I suspect most banks receiving a 
TARP capital infusion will look to use at least some of the funds to 
begin lending again on a very selective basis. Some bank manage-
ment teams certainly want to be opportunistic in finding a merger 
partner and others are being signalled by their regulators that they 
are getting TARP money in order to acquire a less healthy organi-
sation. There has not been complete consistency in the messages 
policy makers are sending about their priorities for how best to de-
ploy TARP money: increased lending versus near term acquisitions 
versus longer term strategic strengthening of the likely survivors 
who are getting TARP funding. At this stage, the initial intent of 
TARP – taking troubled assets off bank balance sheets to help lubri-
cate credit markets – will not be the focus in practice.

What restructuring and refinancing solutions are available to 
troubled financial institutions in the current market?

Tanenbaum: Far too few. The TARP is rolling out slowly and it is, 
at this point, difficult to make choices on some key opportunities, 
such as, for example, capital purchases, without knowing what else 
might become available, and when.

Burgess: With traditional investors wary, and SWFs seriously burnt, 
the ability for financial institutions to raise funds is very limited, 
and government funding is clearly dominant at present. We will 
likely see further investments in financial institutions from SWFs, 
but these are likely to be on very stringent terms – there will be no 
pain-free fix. Once the situation is perceived as more stable there 
will likely be some great opportunities for long term value investors 
to get into financial institutions at historically attractive prices.

Any time that the government 
offers to provide a ‘benefit,’ whether 
it helps banks improve their liquidity, 
strengthen their balance sheets, 
or generally improve the level of 
confidence in their viability, 
banks will line up to use this 
assistance in any way.
JAMES R. TANENBAUM
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Arcy: One hopeful sign is the US government’s announcement 
that it will step up to provide short term commercial paper fund-
ing to the commercial and industrial sectors as they are next in the 
line of risk. Troubled financials will have to look at selling non-
regulatory affiliates: banks have tried to sell certain ‘non-core’ 
banking subsidiaries but there is little appetite and prices are not 
close to expectations, while others are converting into bank hold-
ing companies to access TARP funding.  Better opportunities exist 
for the possible sale of service-related businesses within financial 
institutions. Financial institutions outside of the US also need to 
raise capital to shore up their regulatory capital requirements and 
reduce leverage. With their significantly reduced market values, 
it is very difficult to raise capital as evidenced by Bank of Amer-
ica in its Merrill Lynch transaction, and the terms demanded by 
Berkshire Hathaway and MUFG for their capital infusions into 
Goldman Sachs and Morgan Stanley, respectively. In short, the 
declines and volatility in the market share prices for financial in-
stitutions make it difficult for others to look at this industry and 
invest.

Barnard: In the next few months restructuring options in the US 
will revolve around government driven initiatives such as TARP 
and case-by-case bank closures administered by the FDIC. It will 
be interesting to see if tension develops between the TARP program 
as it continues to evolve and FDIC resolutions of failing banks. To 
the extent an acquirer can get deposits and selected assets from the 
FDIC – and perhaps get a loss-sharing arrangement or other as-
sistance from the FDIC in the bargain – there may be reluctance to 
take TARP money with its associated conditions.

Langer: The best option so far has been for troubled banks to seek 
buyers. Those banks and bank holding companies that have not 
found suitors in many cases are becoming increasingly desperate. 
For non-banks such as Goldman Sachs, Morgan Stanley and now 
American Express, the solution has been to become a bank holding 
company. Other substantial financial companies such as GMAC are 
seeking bank holding company status to gain access to the Fed’s 
discount window and the TARP and the CPP.

Hamilton: In addition to the Treasury’s capital injections, banks 
can seek private injections of capital. Our client banks seeking 
Treasury capital are doing so in tandem with private equity injec-
tions. This is another advantage to Treasury’s current TARP mecha-

nism: it leverages the taxpayer dollars by attracting more private 
equity into banks.

Manzer: The most immediate need of a troubled financial institu-
tion is to rebuild counterparty confidence. They cannot access fi-
nancing or normalise market participation by the institution without 
creating market and counterparty confidence that funds can be rea-
sonably safely invested. Even government intervention is requir-
ing security of the investment. Accordingly, the most prominent 
restructuring and refinancing solution will be a combination with a 
healthier financial institution. Other solutions could include sale of 
business units or divisions to improve balance sheets, strategic in-
vestment by government entities or significant market players, and 
the use of supporting government guarantees to access the capital 
markets more broadly when general confidence improves. 

In the immediate fallout, we have seen a wave of financial services 
M&A. Do you expect to see more deals in the coming months? 
What advantages do these business combinations offer?

Burgess: Ongoing consolidation is inevitable as weaker players 
continue to struggle, and there are fantastic bargains to be had for 
buyers with the balance sheet and the nerve. One major advantage 
of consolidation is to enable financial institutions to continue to 
profit from significant proprietary trading activities, which are like-
ly to be hard to finance in the absence of a strong non-wholesale 
funding position. We have also seen regulatory tolerance of deals 
that give rise to very high market share and would not have been 
permitted under normal circumstances.

Barnard: There has been significant consolidation in the US finan-
cial system over the past 20 years, and this will continue. Consoli-
dation will continue to be driven by broad ‘secular’ forces which 
are particularly challenging for smaller institutions. In addition, 
the recent turmoil has reinforced the view among financial indus-
try regulators that many small to medium size banks do not have 
a viable long term future and require a disproportionate level of 
regulatory oversight without adding countervailing benefits to the 
financial system. As a result, one aftermath of the present crisis is 
likely to be that a consensus will form to push forward needed in-
dustry consolidation as part of the policy rationale for strengthening 
the system. This should lead to a charged debate since the heaviest 
damage occurred at some of the largest organisations.

Manzer: There will undoubtedly be more financial services con-
solidation. For troubled financial institutions this is likely to be the 
only means of salvaging survival and value for its shareholders. 
These business combinations will be sought for the purpose of ac-
cessing refinancing as a result of improved perception of the risk in 
investing in that financial institution together with the usual syner-
gies that can arise from a business combination through reduction 
of overlapping costs and expenses. Some healthy institutions will 
use the lower pricing and government assistance to enhance or add 
new strengths and territory. It is unlikely such prime opportunities 
will be available so cheaply again.

Arcy: Government induced transactions are a quick way of dealing 
with problem institutions and assets on the books. It’s a different 
strategy to what we saw during the savings and loan crisis of the 
early 90s when the government simply took over the institution 
and bifurcated its business. Many financial institutions are not ap-
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propriately capitalised, and if they do not get assistance, there will 
be more FDIC takeovers and restructurings, as well as government 
mediated transactions between institutions. Business combinations 
in banking institutions will increase given the low cost of fund-
ing associated with its core deposits, as well as allowing acquirers 
to mark the acquired assets to fair value based on  current market 
conditions. Therefore, it is in the financial institution’s best interest 
to write assets down to a transferable market price to avoid future 
impairments or write downs, as well as to increase the combined 
regulatory capital levels.

Hamilton: It would be surprising if there were not more deals in 
the offing. They may not be the mega deals of the last few months, 
but they are likely to be widespread. For example, some non-bank-
ing companies seeking capital injections are exploring the acquisi-
tion of banks, thrifts or ILCs in order to facilitate a capital injection 
from Treasury.

Tanenbaum: The great and obvious benefit of mergers and acqui-
sitions in the financial services arena is that weak institutions can 
be folded into stronger ones, typically with either limited, or no, 
Federal funds involved in the process.

Langer: If acquirers can sell or restructure the troubled assets of the 
sellers and eliminate redundancies, they may reap significant cost 
savings and gain market share. The major disadvantage is excessive 
concentration of banking assets. Too many banks are becoming ‘too 
big to fail’, and exercise too much control over the economy.

Do you believe private equity should have a role to play in 
providing meaningful capital to distressed financial institutions? 
Might sovereign wealth funds increase their activity in this 
area?

Langer: The Federal Reserve already has permitted private 
equity firms to purchase more than 10 percent of the shares of 
bank holding companies, formerly the threshold for the Fed to 
determine whether the acquiring firm itself would become a bank 
holding company. The need for new sources of bank capital has 
outweighed the Fed’s concerns about these firms owning substan-
tial stakes in banks.

Arcy: New start-up institutions are being formed to buy operating 
franchises and branch deposit networks. In many ways, they will 
be more willing to deploy capital and make loans. I also see pri-
vate equity money being used for minority investments, however, 
the regulations would need to be eased for a private equity fund 
to invest in a controlling interest in a financial institution. I do not 
expect this to happen in the near term, given the current state of 
the financial services industry and the investments made by the US 
government.  Certain private equity firms are exploring ‘partnering’ 
with one or more firms to make significant investments.

Barnard: Both private equity firms and SWFs represent important 
sources of capital as the banking system restructures. A couple of 
issues will impact their participation and its timing. Part of the re-
cent lock up in credit and investment markets is a reflection of the 
fact that a fundamental reassessment of asset values is taking place 
everywhere Until this process works itself through, significant new 
investment from these groups will lag. Moreover, the possibility 
that investors will be rewarded more by dealing with the FDIC as 
it resolves supervisory cases than by investing initially in an insti-

tution that is seeking to recapitalise itself is a further incentive to 
move cautiously.

Hamilton: The Treasury’s current plan is serving to help banks 
attract private equity, a very welcome event on several levels. Of 
course, the dividend limitations in the TARP approach will limit 
some of those investors who would be willing to invest. Without 
a very large upside in stock price appreciation, the limitation on 
return in the immediate future will deter many potential investors. 
And I see SWF investment as very helpful. While one can make 
many policy arguments about how the US policy has created a situ-
ation in which the energy-based SWFs have grown quite powerful, 
they now exist. And our economy benefits from injections of capi-
tal. One might wish that capital was US-based, but you deal with 
circumstances as they are.

Tanenbaum: Private equity is an important source of capital for 
financial institutions and financial services companies. However, 
the goals of private equity can conflict with regulatory concerns, 
such as, for example, those relating to the source of funds doctrine. 
Incidentally, sovereign wealth funds bring their own set of political 
issues to the table.

Burgess: It is difficult to see the motivation for private equity in-
vestors to invest in PE funds which aim to provide capital in the 
form of minority equity stakes in distressed financial institutions. 
They can do this themselves without paying large PE fees and hav-
ing a long lock-in period. However, deals structured with prefer-
ence shares and other more senior instruments may prove attractive 
to PE firms, and it is likely that we will see further involvement 
from SWFs providing financial muscle in these types of deal.

Manzer: There is insufficient funding available within the finan-
cial services sector to resolve the capital impairment issues, even 
taking into account government intervention. Hedge funds and 
SWFs currently hold a significant percentage of the world’s capital 
resources and their involvement in the financial institution section 
will be needed. It is highly likely that private equity and SWFs will 
invest in financial institutions once they are seen as good invest-
ments again. 

To what extent did short selling of bank stock contribute to the 
need for EESA? What has and should be done to address such 
practices?

Of course, the dividend limitations in 
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on return in the immediate future will 
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Manzer: Short selling in the bank stock sector is not a significant 
contributor, in my view, to the difficulties facing the distressed fi-
nancial institutions. Short selling was a natural market reaction to 
the perception that financial institution value would drop in the face 
of the other difficulties facing the sector. The immediate problems 
are deleveraging and the unavailability of credit as a consequence 
of counterparty risk issues. Short selling in the financial services 
sector needs to be assessed, as there is a need for a strong and stable 
financial services sector.

Burgess: The short selling of bank stock is in my view a red her-
ring, an effect rather than a cause of the crisis. It is unlikely to be 
possible to prevent traders from expressing and profiting from bear-
ish sentiment for long, and this is not a sensible policy in any case. 
There is probably a case for short term bans during a period of 
turbulence such as that we have experienced. However, ending the 
ban should be a priority, and the list of companies covered should 
be as short as possible, and limited to real financial institutions, 
not every business with a customer financing operation. In normal 
market conditions traders attempting to bring down an otherwise 
healthy financial institution by shorting its stock would almost cer-
tainly succeed only in losing their money.

Tanenbaum: I simply don’t know. Almost everyone we speak to 
expresses strong philosophical opposition to regulating short sell-
ing. Yet, it looks like the ‘real world’ is teaching us that some lim-
itations, for the time being, may be necessary to maintain stable 
markets.

Arcy: Banking institutions are government franchises that are 
granted to the private sector, often under a fiduciary obligation and 
retained oversight. Accordingly, they are not the same as regular 
private market companies. Once they take on deposit insurance 
from a government agency like the FDIC, safety and soundness 
issues become paramount. If the accounting rules measure the 
‘soundness’ of an institutions capital by comparison to its peers, 
then the soundness of the market value of its peers becomes equally 
important, and short selling can at times result in the market price 
being distorted from the intrinsic value of the institution. Hence, 
one can argue that it makes good social policy to exclude regulated 
institutions from the list of companies available for short selling.

Hamilton: Short selling was very much involved in the current 
situation. And Congress and the regulators definitely need to tight-

en the rules governing short selling – particularly naked shorting 
which effectively puts counterfeit shares into the market. Such 
rampant abuse cannot only destroy shareholder value, it can effec-
tively put companies out of business. For example, there should 
be mandatory buy-in requiring brokers to force their customers to 
actually deliver stock that they sell. As a practical matter, this is not 
occurring. Brokers have the right to force delivery, but they are not 
doing so. This must change along with other reforms.

Should we expect to see further regulatory reform and enhanced 
governmental oversight of financial markets? In your opinion, 
what changes might be beneficial? 

Tanenbaum: In the current circumstances, this is inevitable. The 
overall purpose of these changes should be to restore market confi-
dence and to promote the US as a financial centre. The actual pro-
posals are, to my mind, less important.

Langer: Congress is determined to do something, which raises red 
flags. Any financial reform needs to be carefully structured so as 
not to choke off growth and innovation. What gets lost in all the 
gloom and doom is that 85 percent of the lower income, first time 
home buyers who obtained subprime mortgage loans since the late 
1990s are paying their loans on time. There is a clear societal ben-
efit in bringing these people into the mainstream of economic life, 
although this could change during the recession. Also, the mere fact 
that Goldman, Morgan Stanley and Amex now are bank holding 
companies places them under strict government oversight and lim-
its some of their riskier activities. In terms of beneficial changes, 
the most exotic types of investments must be brought under regu-
latory oversight. Rationalising the US banking supervision struc-
ture by eliminating the Office of Thrift Supervision and folding its 
functions into the Office of the Comptroller of the Currency also 
makes sense. In addition, the bank regulatory structure needs fur-
ther tweaking.

Hamilton: Effective regulation of short selling is a priority. At the 
same time, one has to be cautious in developing regulatory struc-
tures. The idea of consolidating bank regulators into one entity is 
a bad idea that has been around for decades. Why is it that good 
ideas seem sometimes to go away, and bad ideas are always with 
us? This is a debate that was going on when I first began in gov-
ernment – it was a bad idea then, and remains a bad idea. Having 
separate federal bank regulators permits some experimentation in 
methodologies. At times one agency is more farsighted than its fel-
low federal banking agencies. But this is a fluid situation. The last 
thing we want to do is stifle innovation in government. This is as 
bad as stifling innovation in the private sector.

Manzer: There will be regulatory reform and enhanced govern-
ment oversight in the financial markets. It appears that the changes 
which might be beneficial, and are most likely to occur, are to ex-
tend some level of regulation to currently unregulated portions of 
the market. These are likely to focus on enhanced restrictions on 
investment by unsophisticated investors in structured finance prod-
ucts, increased accounting and rating agency oversight, governance 
changes intended to more appropriately align compensation with 
longer term investment risk, and similar.

Arcy: Over the last 20 years there has been a gradual shift away 
from credit monitoring being performed by the banking commu-
nity, particularly where loans were securitised. The problem with 
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the structured finance market was that the slicing and dicing of cash 
flows and risk, all of which were allocated to a wide array of global 
institutional investors, left no one really responsible for monitoring 
the underlying health of the credits behind the loans. I think we 
will see increased regulation, especially in the area of transparency 
and ratings issued by the credit agencies. The question that arises is 
whether banks and other institutions will become prudent risk tak-
ers again as they have in the past.

Barnard: In the US, and I suspect in the G20 countries generally, 
the only questions are how quickly the regulatory reform effort 
moves and in what direction will it be focused initially. The im-
pact of lost jobs, taxpayer funded bailouts and ravaged retirement 
plans will make it impossible to continue with the present regula-
tory framework. When combined with a new, and avowedly activ-
ist, administration taking power in Washington, the meltdown pro-
vides an opportunity to insert greater government influence into 
markets with broad popular support. Some of the initial points of 
debate already are known. First, identification and assessment of 
the factors that contributed to the run up and subsequent collapse 
in housing prices and to the freezing of credit markets. Second, 
a review of capital, liquidity and leverage standards for market 
participants and whether some lightly regulated firms should be 
brought under such standards. Third, whether to consolidate regu-
latory agencies and increase the Federal Reserve Board’s role as 
‘umbrella supervisor’. Finally, the appropriate accounting prac-
tices for financial firms.

Burgess: Political factors mean that we will certainly see regula-
tory reform, and the form this takes will be very important for the 
recovery of the industry and the return to stable and profitable fi-
nancial markets. The pitfall for reformers to avoid is the view that 
further regulations, implemented within the current structures, will 
enhance the performance of regulators – this is very unlikely to 
be the case. Successful reform should focus on enhancing the ca-
pabilities of regulators and broaden their remits where necessary. 
To monitor and control markets of contemporary size and sophis-
tication we need concentrated expertise. The toughest piece might 
be around cultural change within regulators – it is important for 
authorities to strengthen their capabilities by employing top finance 
professionals with current skills and networks, but equally to retain 
their perspective.

In your opinion, what structural changes could be developed 
to help restore confidence specifically in the use of financial 
products intended to hedge risk?

Hamilton: The short answer is increased transparency. The gov-
ernment is never going to stay in front of financial innovation. But 
it can demand transparency so the market can better police itself.

Manzer: The most significant error in the modelling, and therefore 
the structuring of financial products intended to hedge risk, was 
the failure to appropriately model for, or to translate that model-
ling for, counterparty correlative risk. The structural change that 
will be needed, and should assist in restoring confidence once this 
underlying problem is clearly understood, is to provide for trans-
parency as to the sequence of counterparties in a new product, and 
to require reporting of the extent of exposure to structured finance 
liquidity and credit risk, to allow assessment of the counterparties. 
Once financial institutions are capable of assessing, appropriately, 
counterparty risk, confidence should return.

Burgess: The obvious structural change required is moving to the 
use of central counterparty clearing and risk management in credit 
derivatives. A number of promising proposals to do this are already 
on the table. It is critical to note that this does not necessarily mean 
exchange-traded products will predominate. Structures combining 
bilaterally negotiated trading with central post-trade and position 
management may well be the best solution and the most attractive 
to the industry.

Barnard: The most useful development to come out of the policy 
debates would be to see if there is a consensus surrounding the prin-
cipal objectives of regulation of financial institutions, particularly 
with respect to their development of new products and hedging de-
vices. Are we regulating risk-taking by financial institutions in or-
der to achieve greater market stability generally or to minimise the 
risk of failure by individual institutions? If the latter, is it only some 
institutions that should be the focus? Are we satisfied that there is 
significantly enhanced disclosure and transparency that enables 
market participants to better decide which institutions to deal with, 
or should there be a broad safety net for at least some customers re-
gardless of whom their counterparty is? To what extent do we want 
a system of regulation that will foster optimum economic output, 
which inherently involves innovation and risk-taking? Unless is-
sues such as these are debated and some consensus is reached, there 
is a great risk that any changes to the financial regulatory system 
will be no better fundamentally than the current system. 

Tanenbaum: All sorts of groups, from the White House down, 
have been considering what structural changes would be advisable. 
They tend to focus on issues such as transparency and the need for 
clearing houses. We think that the breakdown in confidence began 
in what we would refer to as the ‘inner market’. Consequently, we 
would urge policymakers to go back to the starting point, to the 
inner market, to financial product traders and investors. We think 
policy makers need to learn from them what it would actually take 
to restore their confidence and interest in financial products. Then 
policy makers could put together a package that would address 
these needs as well as the need to make this package viable, or even 
desirable, from a political standpoint.

Arcy: Since credit default swaps have become such an important 
part of managing risk, I wouldn’t be surprised to see that a more for-
malised exchange for clearing and re-pricing such interests evolves.  
Also, we’ll probably see a reorganised regulatory oversight pro-
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cess, and better coordination with US and other country regulators 
going forward, given the extent of global transactions.

Do financial institutions need to revise their internal controls 
and risk management processes going forward? What are the 
key areas?

Langer: Clearly, risk management practices and structures, which 
have become much more sophisticated, are still deficient in iden-
tifying and controlling large-scale or systemic risk. Even with the 
best systems in place, ultimately it is the people that make the 
decisions and staff these departments who must be given the au-
thority to say no or offer alternatives to riskier activities. An ‘om-
budsperson’ slot or department should be created and it should 
be understood within the organisation that the person who fills 
this role has the support – and ear – of the CEO and other senior 
management.

Manzer: Financial institutions not only need to, but will most 
likely be required to, revise internal controls and risk management. 
The key areas will be to enhance the requirement for individual 
transaction assessment over the use of rating processes, a need to 
obtain full disclosure as to counterparties, a credit review which 
will include an assessment of underlying pool supporting credit en-
hanced products, and similar. Essentially the controls will require a 
more direct review and oversight of the structured financial prod-
uct, rather than a reliance on the counterparty and the rating of the 
product. There will also likely be a need to restrict participation in 
structured financial products to those capable of undertaking those 
assessments.

Hamilton: I would expect banks to revise their internal controls and 
risk management to analyse the risk of new exotic products and to 
diversify their business to avoid concentrations in any one product 
that might lead to failure. Indeed, this is clearly what is happening.

Burgess: Change is certainly needed in the implementation of 
internal controls to ensure that risk taking is understood and con-
trolled appropriately. This is not so much a question of metrics as of 
organisational priorities and structures, particularly the status and 
independence of the risk management function. There has also been 
a lot of discussion of compensation structures for trading staff and 
how these can be redesigned to incentivise more prudent risk tak-
ing. Regarding these, it will be interesting to see whether anything 

actually happens and if so whether changed structures are sustained 
when the cycle swings up again. It is also worth noting that the 
two Wall Street firms that failed most spectacularly, Bear Stearns 
and Lehman Brothers, both had very high levels of employee stock 
ownership and long term weighted reward schemes, and this did 
not prevent the taking of very risky business decisions.

Tanenbaum: It is likely that in risk management there has been too 
much significance accorded to, and too much reliance on, modelling 
past market behaviour. This over-reliance has turned out to be a risk 
that was underestimated and misunderstood. This will now change.

Arcy: Financial institutions need to refocus on both credit-risk 
monitoring and loss estimation techniques associated with illiquid 
market conditions as well as counterparty risk. That should lead to 
a more formalised exchange-listed credit default swap spread mar-
ket. I think we will see CDS trading on formal exchanges. They’ve 
become too important a tool today. Additionally, I expect that we 
will see more independent and regulatory reviews of portfolio hold-
ings and risks associated with them. Certainly, there will be more 
reviews of loans collateralised by such holdings held by hedge 
funds and other ‘down stream’ entities.  Transparency will be a key 
focus with the structured securities being issued and held by each 
of the financial institutions so that value and risk can be better as-
sessed by the market.

Barnard: Lapses in internal controls and risk management poli-
cies do seem to have aggravated the exposure to loss at many 
institutions. One of the better assessments of what seems to have 
happened in many firms is summarised in a report published in 
March 2008 by the Senior Supervisors Group titled ‘Observations 
on Risk Management Practices during the Recent Market Turbu-
lence’. The report identified several elements that will continue 
to be valid going forward. First, unrecognised levels of exposure 
to counterparties involved in structuring and trading obligations 
related to subprime mortgage credit. Second, retention of large 
exposures to super-senior tranches of CDOs without understand-
ing the extent that losses on underlying mortgage backed paper 
would impair the value of even super-senior tranches of CDOs. 
Third, greater vulnerability to an extended disruption in avail-
able liquidity than management anticipated. Finally, the degree 
to which ‘voluntary’ support of SIVs and other off-balance-sheet 
vehicles became necessary in order to minimise reputational dam-
age. The report also discusses the benefits to institutions which 
have effective firm-wide risk identification programs and robust 
analysis techniques which challenge previous assumptions.

Going forward, will there be a change in the investment 
patterns of financial institutions? If so, what will be th basis for 
chose changes? 

Burgess: As ever, agility will continue to be critical for success in 
the markets. There are certainly significant opportunities available, 
and the ability to take advantage of them will be a function of sound 
operational management as much as savvy investment selection. In 
a deleveraged environment, discipline will be critical to success.

Barnard: As the present crisis begins to subside, financial institu-
tions will make investment decisions based on a level of due dili-
gence and transparency that was more typical 20 years ago than has 
been the case in recent years. In particular, there is likely to be a 
re-evaluation of the role of credit rating agencies and of the extent 8
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to which financial institutions and regulators will use independent 
ratings unless the rating are directly supported by an institution’s 
own analysis.

Tanenbaum: This change will be shaped by legislative and regula-
tory initiatives that will be designed and implemented over the next 
few years. It is too early to tell exactly what form they will take.

Hamilton: Obviously there has been a significant tightening in 
credit standards across the board. And the attraction of the sub-
prime market has virtually disappeared. Even when the economy 
improves, it is doubtful that the subprime market will rebound 
totally. This is particularly true in the residential mortgage mar-
ket, but it will also have an effect in other subprime markets.

Manzer: Financial institutions, certainly in the short term and 
perhaps for the longer term, are going to invest in products de-
signed to support value creation. There is likely to be recognition 
that, in the end result, safe and profitable investments are those 
where there is a net creation of value and wealth. They will also be 
looking to invest in products where there is an alignment between 
the compensation system and the credit returns, recognising that 
‘skin in the game’ is more likely to dictate an appropriately struc-
tured product for the investment. Financial institutions will also 
be looking for stability of investment, as it is likely that there will 
be some need to recognise market values and, accordingly, insti-
tutions will be looking for a reduction in volatility.

To what extent will the playing field alter for financial 
institutions? What steps can they take to adapt and remain 
competitive?

Arcy: Most immediately, we should see a significant decline in 
proprietary trading and a continued emphasis on de-leveraging 
the balance sheet. Propriety trading was one key aspect of earn-
ings for some of these institutions. One has to consider now how 
these firms are going to compensate their executives and key 
managers so as not to lose the intellectual talent pool. An argu-
ment can be made that granting more stock options, to increase 
management’s ‘skin in the game,’ and improving the alignment of 
interests with regulators and security holders may be a necessary 
step forward.

Langer: The most profound change will be that the largest in-
stitutions have, irrevocably, become too big to fail yet also have 
become even harder to manage. Major securities firms such as 
Goldman Sachs and Morgan Stanley will find it excruciatingly 
difficult to avoid becoming bank holding companies. This has 
already happened to some diversified financial services compa-
nies such as American Express. Some conglomerates with large 
financial services operations such as General Electric may de-
cide to spin off those operations into bank holding companies. 
Preventing the increasing concentration of financial assets from 
stifling competition and innovation while maintaining strong 
comprehensive supervision of these entities’ operations will be 
the most daunting challenge that the banking agencies will face. 
Many regional and super-regional banks such as KeyCorp and 
SunTrust will find it difficult to remain independent. Smaller in-
stitutions will have to develop niches where they excel and can 
compete with – and outperform – the megabanks. Nimbleness, 
the ability to manage risk and the quality and enthusiasm of em-
ployees will separate the best institutions from the rest.

Barnard: The single most significant alternation will be the re-
formulated regulatory system that should emerge from the pres-
ent crisis. In this regard, there was a lot of discussion in the last 
few years, particularly in the US, about the relative advantages 
of a principles-based versus a rules-based system for oversee-
ing financial institutions. Prior to the recent turmoil, the com-
plexity and, at times, inconsistency in a rules-based system was 
contrasted with the supposedly more flexible principles-based 
approach. With the experience of the past few months, in which 
neither system seemed to do a very good job of preventing the 
seizures experienced in markets around the world, financial in-
stitutions will be trying to remain competitive as the regulatory 
framework in which they operate is undergoing potentially sig-
nificant change. In order to adapt and to minimise imbalances 
with competitors operating in other jurisdictions, financial in-
stitutions should be active participants in the policy debates and 
should insist on a system that emphasises clarity in establish-
ing the goals of regulation, consistency in the application of the 
principles and rules adopted to achieve those goals and predict-
ability in how, and by whom, such principles and rules will be 
enforced.

Manzer: A combination of investor confidence requirements, 
political intervention and regulatory intervention will result in 
financial institutions needing to accept, capitalise for, and work 
with a deleveraged, less risky environment. Financial institutions 
are going to need to find investments which provide attractive 
investment returns without incurring the risks that may divert 
investor and depositor interest. Steps such as a restructuring to 
use subsidiaries with separately issued securities, to isolate risk 
for those who wish higher returns, could be considered. Finan-
cial institutions will need to learn how to advertise fundamental 
soundness, and yet attractiveness for investment, without a need 
for third party guarantees.

Tanenbaum: There is likely to be significant change. The fact 
that this panic has hit almost all financial sectors and has been 
global suggests that the line of business or the country that can 
restore confidence with the least restrictive regulatory regime 
will be best positioned going forward.

Hamilton: While financial institutions will continue to be able 
to raise capital, the heady days of the last decade are unlikely to 
return any time soon.

Burgess: One way to look at this question would be to say that 
financial institutions need to refocus their business on areas 
where they have a claim to genuine excellence – the markets 
of the next few years will be unforgiving and weaker players 
will be exposed. However, the nature of the funding environ-
ment means that capital-intensive financial activities will tend 
to group together in large institutions with the shelter of a strong 
and diversified balance sheet. Really making this model work is 
going to be one of the key challenges of the next few years. It 
was fairly recently that some of the very large universal finan-
cial services groups were derided as lumbering and unmanage-
ably complex. Now they probably represent the future of much 
of the industry. There is no ‘secret sauce’ here: rigorous and ef-
fective management and sensible market participation decisions 
are what is required. It may be easier to implement these boring 
but essential principles now that the distracting flood of easy 
money is at an end.   
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