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Black September: Fifteen Emerging Trends in Capital Markets

28 September 2008
Amba Research Co-Founder Brad West skipped work 22-

26 S_.eptember to try to make sense of recent events. About the Author
Assisted by senior colleagues and market observers, the Brad West is a Co-founder and Managing
team identified fifteen possibilities grouped according to Director of Amba Research. Clients
likelihood: Near Certainties, Probabilities and Desirable, benef Ii tdt f rbo Il"g Br atd 6s 2
H 3 . H managerial and team-puilding expertise

but Un_Ilker. The purpose of fBlack §_eptemt_>er. Fifteen which includes private equity investment,
Emerging Trends in Capital Marketso is to stimulate strategy consulting, and almost 10 years
further discussion among high-end outsourcers like in the investment research industry.
Amba Research and investment industry professionals. Before co-founding Amba Research,

) ] . Brad was an MD and Head of Global
This white paper concludes that the US investment research Emerging Markets Equity Research at
and capital markets industries will become relatively more HesEHeE i

competitive, more cost-conscious and less dominant
worldwide. Amba Research sees evolution, not revolution: = ——— =
; H i i ; ; ; Amba Research is the leading provider o
the investment industry in fl\_/e years time will still be investment research SUppOrt services o
recognizable to those of us in it today. Nevertheless, there the global capital markets industry. We

are more changes ahead than any time in living memory. work with clients in
financial centers.

About Amba Research

0,
That comment may lack context for the 95% of Amba Clients use Amba Research to leverage

Research's 600+ employees for whom May Day (1 May their own investment research process,
1975) was before they were born and the Dotcom Crash eabling- e garREle=AE SHFaRR

.l . . . . more investment ideas in a high-quality,
coincided with High $chool or university attendancg. 3ut for customized_costeffective and flexible
older hands, the ancient Chinese curse fMay you live in manner.
exciting timesoresonates. We work with over half of the major

. . . . i global investment banks, investment

In answer to the question of the implications for capital management firms, alternative asset
markets of the events of September 2008 (which still has two managers, commercial banks and other

financial services firms. Our meticulously

days to go: a long time at the present), the Amba Research chosen-and-professionallytrained
1 usti ITI | wni analysts work offshore in support of our
brain trust identified fifteen nascent trends which the ly k offshore i f
remainder of this think piece addresses in greater detail: EEEETE T e P e e s e TS
We specialize exclusively in providing
Near Certainties investment research support. This focus
allows us to provide a broad and in-depth
: PR range of research services. We support
1. Permanent premiums for liquidity Clienl iAo aIeas-oLTe SRt
2. Decreased company and asset class coverage including equity, fixed income and credit,
3. End of the bulge bracket research oligopoly and quantitative research.
4, Plenty of new rules coming We are committed to quality, innovation
5. Risk management in the spotlight e el A G
. comprises experienced Wall Street
6. Rise of sponsored research research professionals with a deep
7. US government debt levels to soar and a weaker understanding of what
dollar needs.

Amba Research functions as a strategic
partner to its clients, sharing their values

Probabilities and goals.
8. Outsourcing accelerates WWambaresearch com
9. Unbundling continues
10. Theri se of fANational Cham ran |
11. Wall Streetbés importanc:
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12. Shift in assets from hedge funds to traditional money managers
13. More passive/ index investing

Desirable, But Unlikely

14. Better management
15. Lasting limits on executive pay

The paper concludes with an Appendix detailing a blow-by-blow summary of
S e pt e mhiggesttdevelopments, and lists the likely near-term economic
consequences of several of them.

In the months ahead, Amba Research will produce a series of follow-up whitepapers
which delve more deeply into the more controversial of the above topics.

In the meantime, we welcome your thoughts on Black September.

Brad West

Co-Founder

Phone: +65 6735 0718
bradw@ambaresearch.com

For further information, please contact:

Europe

Raoul Schuddeboom Johan Wissinger

Phone: +44 7768 166 420 Phone: +44 7850 600 596
raouls@ambaresearch.com johanw@ambaresearch.com

North America

George Schepp Anand Aithal

Phone: +1 908 675 1326 Phone: +1 917 916 2249
georges@ambaresearch.com ananda@ambaresearch.com
Asia

Anand Pande Andrew Houston

Phone: +91 97 3973 8383 Phone: +66 89812 4315
anandp@ambaresearch.com andrewh@ambaresearch.com
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Fifteen Emerging Trends in Capital Markets

The overall picture isn't clear and won't be evident for a year or more. In the current
maelstrom, however, there are several jumping off points for constructing scenarios and
planning contingencies.

Points of Departure

Before Black September, the professional investment community was already on
uncertain footing.

Sell side: cash US major sell side firms had long realized that cash agency

equities business equities were structurally unprofitable, with the mid-2000s6

unattractive cyclical peak surpluses unlikely to repeat themselves. In the
absence of new issues and trading profits, the firms could not
afford indefinitely to fund full-service investment research
departments. Captive operations established in India since
2003 had proved to be short-term fixes and medium-term
headaches for many participants, principally due to high
attrition and unsatisfactory quality.

Traditional fund Institutional buy side firms held up well through 2007,

managers: _ bolstered by average 30% net profit margins, the perpetuation

%gg%‘ﬂ%ﬁ?g"' of the peculiar institution of soft dollars, robust asset

then worrisome accumulation, declining commission rates and the absence of
mandatory unbundling. Depressed share markets plus investor
redemptions in 2008 have combined to reduce AUM by 25%
or more, and profits by perhaps half, for YTD. Hard questions
were getting asked by CxO-level executives, but the industry
wasnodt col | e oéke nadichl ghanges éodvgrk t o
methods or staffing models.

Hedge funds: 2008 Hedge funds (HFs), too, were having a rough 2008, but

to be the worst generally had enough funds (via commissions and soft dollars)

year on record to access all the "free" (sic) research from the Street they
wanted. The bigger, better funded ones were building
proprietary research capabilities. Many types of HFs (esp.
equity Long-Short, the predominant class, and convertible
arbitrage funds) were facing their worst year ever with
aggregate minus ¢.5% YTD returns through August. A month
later and many would be forced to consider whether they
could, or should, soldier on in the face of big redemptions and
large losses. Some survivors would need to find a new focus.
And for all but the biggest names and the best track records,
the "2.0%-2.5% plus 20% ( n o  h ufee dnbdel as truly an
endangered species.

Question: What are the emerging trends capital markets professionals should be
aware of as a consequence of the events of September 20087
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Near Certainties

Never has the 1. Permanent premiums for liquidity. According to Citigroup

ability to be able to estimates, global hedge funds had $600bn in cash as of late

Eigﬁtrﬁofrae" price September (out of global HF assets of ¢. $1.9 trillion), of which

important $100bn alone was parked in money market funds. Meanwhile,
US money market fund redemptions (presumably destined for
bank deposits, mattresses and briefcases) reached $200bn in
the week of 14-20 September. One month T-Bill yields were
essentially zero. About 90% of commercial paper is now of 1-
day duration. None of these specific phenomena will last, but
the bias towards liquid holdings will persist for years. For many
i nvest or s, sil@ediytwdl mdvebedn a near-death
experience.

Fewer analysts 2. Decreased company and asset class coverage. Securities

]?e”\f,‘vlﬁz'roggfn means being covered will shrink further. Stock coverage numbers

and Sectorg today are probably down 20%-25% from their 2000 peaks.

covered Preferreds, converts and high yields are probably even less

well-covered, and offer prospectively superior risk-weighted
returns. From the companies' perspectives, being dropped from
coverage decreases trading liquidity, limits their ability to raise
new capital and results in higher WACCs. Stock exchanges,
too, will suffer from lower turnover-based fees.

Structured Bart Broadman (Alphadyne HF Co-Founder and ex-JP Morgan
products to lack Global Head of interest rate derivatives) adds, "Perhaps the
research cover most wide open [i.e. uncovered] ground will be the valuation
and hedging of structured products."
Cash payments, 3. End of the bulge bracket research oligopoly. Post-Spitzer,
smaller sell side Wall Street's chokehold on the production of research ideas for
:ﬂg'éfégt‘;’fbers the professional fund manager had been easing. Now the
openness to third hands are off the throat for good. With more listed companies
party research certain to be uncovered by brokers (except perhaps on an
mean that anyone automated, non-recommendation template basis), there's an
with an idea can ever-growing opportunity. Meanwhile, commission sharing

participate agreements (CSAs) allow investors to pay any research

provider and not just broker dealers. (Soft dollars do, too.)
Independent research firms; boutiques such as Soleil
Securities, Knight Securities and Redburn Partners; and even
main line management and strategy consulting firms are all set
to play larger roles in supplying company- and sector-research
in the future. And don't forget the market data vendors, either.
Bloomberg, Thomson Reuters, Capital 1Q, and/ or FactSet and
one or two others may step in to fill the void as well. Expensive
third party research done on a bespoke basis will become
increasingly important in investors' decision taking processes.
Expert networks, provi deguthted, hat t hey ¢
still have room for expansion.
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The taxpayer 4. Plenty of new rules coming. The US taxpayer could be

bf",'OUt Wt't” hﬁ“’g underwriting a combined $1.4 trillion in various bailouts, with an
aspocially in g additional legal (if theoretical) liability for 50% of $12 trillion in
presidential existing US mortgages (via Freddie and Fannie). Moo dy 6 s
election year believes that actual Treasury losses might come to an eventual

$250 billion. Congress is going to insist on long-term

restrictions on the institutions (e.g. hedge funds, insurers and

investment banks), instruments (ABSs, CDSs, CDOs) and

techniques (e.g. short selling) that were the proximate causes

or easily scapegoated. Expect prohibitions on paying dividends

on the common stocks of any financial institution that has sold

an asset to the US Treasuryd snofficially named, not-yet-

formally-in-existencei Tr oubl ed Asset Reduction P
(TARP) (still being debated by Congress as of 26 September).

Compensation The press, at present, is filled with speculation in respect of
caps and bonus new laws in the US and UK governing the maximum allowable
restrictions all-but- compensation levels for bailout beneficiary executives (e.g.
guaranteed in the . .

US Senator McCain would cap pay at the highest US government

official 6s sal ary, tkfathe AyesidentigandJS$400
mandatory multi-year vesting of bonuses (with total payouts
contingent on the deals not going bad). Doubtlessly, there will

be others.
Between 2000- Just what, no one can say. But looking back to the post Internet
2003, over half a Bubble Spitzer-SEC era, one gets a feel for what may lie in
gg\fve:‘e"ﬂf’aﬁir;?{;t store. In short order, there was Reg Fair Disclosure (2000),
came iﬁto effect. Sarbanes-Oxley (2002), the Global Research Analyst
Expect more of the Settlement ( i G R A&ndiNg corporate finance from paying
same research costs (2003), the mandatory use of independent

research (2003-09), Reg Analyst Certification (2003), Series
86/87 securities analyst qualifying examinations (2004) and a
host of prosecutions (e.g. Me r s Hehry Blodget, Citigroupd s
Jack Grubman, and C S F 8Fyank Quattrone).

Banks will earn Banks will doubtlessly innovate around these restrictions

higher unit (anyone for expanded "settlement for differences" trades?), and
margins, but much will in time profit from regulation. Transaction costs, however,
reduced volumes . . . .

will hurt everyone, will be higher and the certainty of lower leverage ratios (e.g.
short-term 30x for Goldman vs. 11x for Bank of America) will mean that

the risk-return trade-offs for investment banks and HFs have
become less favorable. Expect lower future ROEs from market
participants, and a lessening of risk profiles.
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The finance 5. Risk management in the spotlight. What Nassim Tal ebds
:‘”dus.”y'sl ?eW Fooled by Randomness and The Black Swan didn't do to
b“e”ggorpa ocus to demolish VaR as the industry risk management tool, the events
isk . . . .
managers and of September 2008 did. One can predict with confidence that
measurement more money will be spent on the risk management function

(people and software). What Sarbanes-Oxley did for Legal

Department employment levels, pay and clout, Black

September is going to do for the Ri sk
there will be a reduction in actual industry losses as a result of

this expansion remains to be seen.

The number of 6. Rise of sponsored research. Listed companies in future will

companies covered have to pay to be covered unless they are Fortune 1000

by brokers has incumbents or similar. From 2000 to 2004, the number of US

fallen over 25% companies covered by securities firms fell by over 16% (666

since 2000 and is dropped from 4,075 formerly covered names), and seems

set to decline even . .

more certain to have fallen further, since. From a peak of 16,000
investment researchers in 2001, US analyst numbers fell to
9,000 in 2006.

"Orphans” (i.e. A 2007 study by NYU professors concluded that a loss of

listed companies broker coverage resulted in an average 110 bp drop in a

without research

company's share price. "Is there Life After Loss of Analyst
coverage) are

Coverage?" (2007) by three other academics concluded that

Z?!féﬁg’maged loss of coverage increased the risk of being acquired by 42%
and of being delisted by 26%. While there are questions of
causality, i tdés fair to say that research
for a companyo6s shaWebdopags 0 Wwinl f ut
become an increasingly apt question.

"Paid for" research In 2003, the Singapore Stock Exchange (SGX) launched the

has always had a Research | ncenti ve Program (ARIPO0) where

taint. Stock secondary board companies wishing to be covered by an SGX-

exchanges as go- . . . . .

betweens can appointed firm could do so on a paid basis (with the MAS

ensure objectivity subsidizing part of the annual S$5,000 coverage fee per

broker). Following in SGX's footsteps, in May 2008, the London
Stock Exchange (LSE) (through newly-formed PSQ Analytics)
announced that Main Board and AIM companies wishing to
have non-recommendation broker research produced in a
standard format could do so by paying £10,000 p.a. to the LSE.
The LSE, in turn, would assign (via PSQ) coverage to one of
three companies: Pipal Research, a subsidiary of India-based
and listed FirstSource; AlM-listed International Independent
Institutional Research (ticker: l1IR.L); and US-based
independent doyen Argus Research.

© AMBA HOLDINGS INC 2008
This document contains information confidentiab and
and may not beaproduced or distributed in whole or in part without the prior written consent of Amba




—

Amba White Paper ‘@:@

London and As of September 2008, the LSE®6s progr
Singapore _ have gone live yet, while 153 SGX-listed companies are
Exchanges leading covered by the RIP. These are modest starts, but the research
the way . .
economic model is broken and the sel!]l

subsidize research anymore. Investors will also play an ever-
increasingly important role by directing money to reward
specific analysts and even individual reports.

On afive year 7. US government debt levels to soar and a weaker dollar. US
outlook, the national debt totaled $9.6 trillion in August 2008, roughly 70%
Eu?sl':ir?glwﬂlg b ut of US GDP of $13.7 trillion. At the end of WWII, US debt
generate near- reached its record of 109% of GDP. Press reports estimate that
record US US government indebtedness will increase between $2 and $4
government trilion before the current crisis abates. Assuming zero GDP
indebtedness, a growth, these figures suggest US debt-to-GDP levels of 85%-

weaker dollar and

hiaher inflation 99%. Higher debt levels bring with them the tendency for

governments to allow higher levels of inflation, too, as this
reduces the debt burden in real terms.

International Amba Research's revenues are denominated primarily in
companies may USDs, Sterling and Euros, with expenses in India Rupees,
}’:g:rLSS'S”D‘;‘W’"y Costa Rica Colones and Sri Lanka Rupees. While Amba

Research builds forecasting models for clients, currency
forecasting isn't a claimed core competence. Nevertheless, now
would seem to be a propitious time for Amba to begin billing
more in India Rupees, Singapore Dollars, Renmimbi and
European currencies given the huge USD debt issuance
overhang. Should many other companies follow Amba's simple
logic, on a five year view the role of the USD in international
trade will be considerably less, as will the dollar itself on a
trade-weighted basis.

Probabilities

Demand for high- 8. Outsourcing accelerates. "Greater cost pressures A more

end outsourcing relianceon3“party outsourcers" is undoubte
:legggr(‘)‘\’/g??h‘g”' the long run we 0 Whatisntdleardtpmsktit f ashi on.
next three years, is whether securities firm closures, ensuing high analyst

while the 2009 unemployment and temporarily lower wages are going to

outlook is less negate this trend towards more outsourcing and offshoring

certain (including captives). In addition, in crises, many firms (and

people) retreat to familiar business methods and organizational
models. They don't experiment with unproven approaches,
especially at the strategic level that would make winning their
business interesting to Amba Research (or one of its
competitors). This is the big challenge Knowledge Process
Outsourcers ("KPOs", or judgment-based outsourcers as
contrasted with BPOs, rules-based outsourcers) face with the
investment industry need never greater, but the obstacles to
customer acceptance also formidable.
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The relative
demise of the sell
side eventually
will be
compensated for
by the rise in fund
manager and
hedge fund
offshoring/

Traditional money
managers have
always handled
portfolio
managers and in-
house analysts
with a soft touch

To kick-start this
segment, a few more big
institutional investors
need to begin to
offshore/ outsource on a
strategic basis

The 2009 (re-)budget
cycle may see many
investment firms still
sitting on the
outsourcing fence

More regulation
begets more
offshore work

Cost cutting around
traditional approaches
to organization could
be the preferred
response to the crisis.
Longer term, more
investment banks and
hedge funds may
outsource

From the sell side, therefore, outsourcers face a mixed bag:
proven demand, more aggressive management, but fewer in
number (!) and lacking strong agency profitability to confer
staying power. Institutional money managers have been largely
uninvolved in outsourcing to date, with fewer cost pressures
than the sell side and greater confidentiality concerns. The very
largest hedge funds are shifting to a DIY research model
augmented by using bespoke third parties (onshore and off).
Taken collectively, the near demise of the large, independent
investment bank full-service research department isn't that big
a deal.

Amba White Paper

The great question mark is whether fund management boards
are going to dictate a change on policy to their own in-house
analysts (much less their portfolio managers). If they do and
decide that outsourcing leading to lower overall costs is a
source of strategic advantage, then high-level Investment
Research Outsourcing (higher end, client-managed dedicated
heads) and KPO output-based, outsourcer-controlled work will
surge. Enough medium-to-large fund managers should (based
on economics) make a strategic commitment to outsourcing to
grow the overall judgment-dependent outsourcing sector heads
by 30%-50% p.a. over the foreseeable future.

But the reality is that the buy side is less cost-consciously
managed than the sell side, and old habits die hard. So there
may not be the handful of pioneering firms who outsource on a
large scale and so thoroughly succeed that they become
industry bellwethers.

As we often say to our staff, the founders set up Amba
Research in 2003 to take advantage of pending structural
changes in the way investment research was produced,
consumed and paid for. It could be, however, that under the
current circumstances, the pendulum has swung so far towards
chaos that the end result will be less rather than more
outsourcing expenditure through at least late 2009.

Note, too, that with greater regulation will come the need to
produce more reports and track more information for
compliance/ filing purposes. Outsourcing is tailor-made for
complying with red tape.

Securities industry veteran i Bilddemurs: "Two of the major
groups that have shown the biggest enthusiasm for outsourcing
i global investment banks and hedge funds -- face a period of
extreme uncertainty. In the case of investment banks, uncertain
revenues and in some cases, new ownership, will inevitably
lead to an examination of the cost base and significant efforts
to reduce it. This may ultimately be positive for outsourcing,
particularly where firms which have a successful history of
applying it in their business model increase their demand.
However, a considerable period of introspection could be the
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immediate outcome. Cost cutting may simply be focused on a
reversion to traditional and familiar routes 1 such as reducing
marginal areas, and headcount 1 including equity research.

Hedge funds have For hedge funds, the immediate concern will be survival.

been treated badly, Shorting restrictions not only take away an investment option,
and today may be but hits at the very core of hedge fundséreason for being,
focused more on . . . .
survival than cost- potentially leaving many of them struggling to stay true to their
effective research idea stated objectives, cope with redemptions, and to generate
generation funds or positive comment from intermediaries concerned

about their own legal positions. In addition, in an environment
where even the most ill-advised behavior by financial
institutions has been rewarded with the support of public
money, the establishment has shown exactly where they view
hedge funds: as sacrificial lambs.

Outlook hazy For traditional asset managers, the effect of the current
regarding outsourcing financial dislocation on the adoption rate of outsourcing is
?niq}?ft?ofr:gmund unclear. There may be more focus on costs, which should be
managers positive. However, there may be even more reluctance than

has so far been exhibited to look at business options outside
the current comfort zone.

The regulators 9. Unbundling continues: The FSA and especially the SEC
largely dropped the haven't made the big push towards unbundling (i.e. separate
.brﬁ';_ gg;g%‘g”ﬁg:g' charges for execution, sales and research) that the founders of
been forcing the Amba expected when setting up the firm in 2003. The US and
pace UK regulators are unlikely to be imposing unbundling in the

next few years because the lower research attributable
revenues resulting from pure unbundling might be enough to
trigger the complete closure of some departments. If further
unbundling is to occur, institutional money managers will lead
the way. A few, such as Fidelity, have in the recent past paid
banks cash for research (e.g. Lehman and Deutsche). Many
leading fund managers are using CSAs to reward brokers and
third parties directly via commission set-asides. Other
institutional investors should follow suit. Many buy side firms
already pay hard and soft dollars for expert networks.

Counterparty 10. Therise of "National Champion" universal banks: If the
concerns threaten $700bn Bailout Bill doesn't become law (or does so in a
fgt;‘?ﬂ:ﬁgn al short. substantially watered-down form), then the world faces

term bank credit to interbank lending paralysis. Governments will either explicitly
a trickle. National (e.g. the French are way ahead of this game) or implicitly (e.qg.
Champion banks the top 10 US incorporate bank holding companies, with the
could be the less- shotgun-wielding Fed still broking marriages) guarantee the

than-ideal result survival of their "too big to fail" financial institutions (banks,

insurers, reinsurers and brokers). This, in turn, means that the
National Champions will predominantly lend to one another,
and the smaller, less well capitalized unsponsored banks will
wither away. This isn't very appetizing, but it's the natural
consequence of not knowing whether one is taking non-trivial
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Lower sector
employment i

both voluntary and
involuntary 7 lies
ahead

Critical masses
established in half
a dozen cities
other than
London, Tokyo
and New York

Regional US

investment banks
and brokers to be
beneficiaries, too

Doubtful that PE
and VC firms have
the trading DNA
and risk appetites
needed to replace
the now-deceased
Wall Street titans

Amba contends
that the gloss is
well off hedge
funds with
traditional money
managers
eventually the
major beneficiaries

11.

12.
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counterparty risk every time the bank lends money out
overnight.

Wall Street's importance declines: Arguably, Wall Street (and
the City) deserve to be downgraded in importance since today,
they represent a lower portion of funds under management,
dealmakers, deals and short-term innovative potential than at
any time in a century. Lower compensation, longer hours and
more rules will induce a second wave (the first being post the
Dotcom crash) of industry veterans to decamp to the buy side/
private equity/ abroad, or simply leave the industry.

Meanwhile, with new global sources of internationally mobile,
capital-attracting established as well as fresh talent, there's a
near certainty that Shanghai, Mumbai, Dubai and Moscow
(among others) will continue to build critical mass. The world is
a generation away from a truly multi-polar international capital
market, buti tafsa generation beyond the mid-1970s triptych
of London, Tokyo and New York. The rise of the sovereign
wealth managers is a corollary to globalization. (As Willie
Sutton observed, iitosatiwhere t

Even within the US, one can make a strong case for the
increased capabilities and clout of regional firms which, a short
while ago, were seemingly going to be squeezed out by the
trading clout of bigger East Coast rivals. There's going to be a
net inflow of talent and capital between the coasts, and
combined with the outflow of the same at the traditional Bulge
Bracket firms, we'll have a more level playing field. Whether this
means that IPO fees will drop below 7% of gross proceeds, we
can't say.

On the other hand, Amba Research d o e ssuob&ctibe to the
idea that private equity firms morph into the new Bulge Bracket
via acquisition of broker dealer licenses. Far more likely that
smaller firms manned by Wall Street veterans raise private risk
capital than for firms with non-proprietary trading DNA (and risk
management know-how, for whatever that was worth) to re-
invent themselves at this late date in their evolution.

he

Shift in assets from hedge funds to traditional money
managers: For a variety of reasons, hedge funds have, at least
temporarily, lost their luster as an asset class. It's fairly easy to
call for a massive shake-out in terms of firm closures given
almost 9,000 HF's worldwide, poor recent performance and the
certainty of tighter regulations and a tougher money-making
environment. Certainly the short volatility, momentum hedge
fund manager is going to be standing naked when the 3Q 2008
tide goes out. Under calmer market conditions, one might trace
an orderly progression of funds being switched from higher risk
alternative assets to professional money management firms.
Instead, the chain is more likely from hedge funds to T-Bills/

money
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cash and then back to institutional fund managers after a two or
three month interval.

Peer review raises Feedback on earlier drafts led to this trend being shifted from a

doubts regarding "Near Certainty" to a "Probability” due to the persuasive

Ambaods thes counter-ar gument s ma, Bart Bimadmai fAiphatlyde
Asset Management Co-Founder and ex-JP Morgan Global
Head of interest rate derivatives) and Nels Friets (ex-Citigroup
Head of Equities, Asean).

é with one fi Nedbdemwes:i Hedge funds industry | ook |
industry observer for the failure of governments, regulators and the Wall Street

focusing on HFs Old Boys Club. Hedge funds are an easy target, disliked by the

new status as all- | to b id and | ible. R lat hit

purpose whipping populace, seen to be overpaid and irresponsible. Regulators hi

boys . .. the jugular: no need for legislation or drawn out debate on new

rules, just cut off short selling and let the HFs figure out how to
survive. Expect some modification of the rules to allow
derivatives markets to function, but short selling of equities
without the imposition of regulations (be they new or
unenforced existing) is a thing of the past. Funds of funds will
be quickly shuffling the allocations, with less risky cash/ fixed
income funds the biggest winners. Less traditional asset
classes such as commodities and currencies will also benefit.
Traditional equity managers may see little benefit, and in any
event not enough to offset the overall negative flows reflecting
poorequi ty mar ket performances. 0

...and an insider Bart: "It is not clear to me how the HF/ traditional asset
making the manager battle plays out. But | am going to argue against your
;‘72;‘;;”?2;25‘?;? conclusion (noting my self-interest here as an HF GP). If you
hedgieg at thg look at the YTD 2008 numbers, the Hedge Fund Research
expense of index has the average HF down 8%. The S&P is down 13% (a
traditional money proxy for the traditional long-only guy). So most HFs will try to
managers re-invent by claiming strong relative performance. That is, they
will try to occupy tThamdamsafdi ti onal Al

course, that they lose their claim to the absolute return space i
which should mean major share gains for those of us [HFs] who
are up this year. BUT, relative performance does not pay as
well as absolute performance, so we should expect anyone
making the relative performance to get squeezed on fees. This
will impact their service providers and of course force some out
of business i as it will force institutional money managers to
respond. Thus, my conclusion is that the next round of
consolidation has to happen in asset management. As the HFs
move down into the traditional guyséspace without scale to
compete on lower costs, some will merge with traditional guys
whose performance is worse, but whose cost structure is

better."
Don't ignore the rise Nels Friets observes that the rise of the sovereign wealth funds
of domestic asset may be grabbing headlines, but the emergence of domestic

managers

: . : asset managers with international investing clout and scale is
internationally, either
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actually the more important medium-term trend. Firms such as

Koreads Minae Gr odmowlalecddUMafed i n 199
US$50bn each, yet many Asia (much less Western) brokers

have only begun providing commensurate levels of service.

One consequence 13. More passive/ index investing: Active management has a

of lower industry black eye and is high cost. Vanguard founder and index
employment and . . . . .

poor performance investing evangelist John Bogle may get his wish yet and see a
will be a higher much higher portion of fqnds passiv_ely manageq. The var_iety of
proportion of funds sector-and country-specific ETFs will keep growing, allowing for
allocated to index- low cost asset allocation decisions that generate near-zero

trackers commission. If so, the money spent on investment research

(and the need for outsourcing) will fall proportionately. Human

nature being what it is, no one wants to be "average" even if it

costs them 100 bp or more (compounded forever) for the

privilege of active management. There are limits to passive
investingo6s ul t,eveniftthe resnlisaleet shar e
superior.

Desirable, But Unlikely

Wall Street 14. Better management: Wall Street was badly managed on an
historically rewards operating basis even during good times. Almost every large
32§r§rfaTgﬁ,%svgea" firm allocated overheads using crude measures like pure
managers. Don't hegdcount ("Everyong on the payroll costs you US$250,000"),
expect this to change or title- (or salary-) weighted headcount ("Every MD costs you
even after all the new $500,000 and the tea lady is $50,0000. Headquarters

rules frequently froze headcount in certain business units or

geographies, giving affiliates an incentive to rent full-time staff
("permanent temps"). While it would be nice if these firms
looked a little deeper under the hood when tinkering with
headcount/ overall operating cost matters, nothing short of the
Great Depression of 2009 is going to see bank boards replace
rainmakers with man-managers (and reward the man-
managers who do their jobs well like dealmakers). And if they
did, the rainmakers (who also like running the show even if
they're no good at it) would leave for a rival who would be
willing to put them in charge of the unit. So of the two evils,
capital markets firms would rather keep their senior dealmakers
and be poorly managed than the reverse.
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Short-term limits 15. Lasting limits on executive pay: T h e r e likeélystonb@& &n

ontotal _ easily adjudicated way of forcing managers to disgorge the

;?é?/zetgsggon will bonuses received in year X if two years later the takeover goes

unenforceable and badly or the trade ends up underwater. Prospective employers

counterproductive in firms on the peripheries of the banks so regulated will have

over the medium- little trouble enticing the ex-Wall Streeters away to gamble in

term slightly reconfigured financial casinos.1 t 6s human nature t|

senior bankers addicted to $5m "Heads | win, tails | break
even" bonus-building transactions will figure out a way around
sweeping restrictions. Even if very high marginal taxation rates
come back, these may not give the Masters of the Universe
less of an incentive to try to earn $5m-$50m p.a. bonuses on
blockbuster trades or deals.
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Appendix: Black September 2008 Chronology

On 16 March 2008, JP Morgan announced that it would buy Bear Stearns in an all-stock
purchase originally worth c.$2 per Bear share (vs. $30 last-traded price), buttressed by a
Federal Reserve $30bn credit line to cover losses JP Morgan might sustain on the
disposal of the less liquid of Bear's securities. (Subsequently, JP Morgan increased the
purchase price to $10/ share.) At the time, most observers thought that this was the
bottom. It turned out to be only basement level 1 of a six-storey underground car park.

The 1-28 September period highlights of the accelerated unwinding of the greatest credit

bubble in history:

Commerz buys
Dresdner in a
domestic
consolidation bid

CBO hinted in July
that Freddie and
Fannie bailouts
would cost $25bn in
hard dollars

By early September,
the FHFA had fired
the CEOs and put
Fannie and Freddie
into
conservatorship

Subsequently,
residential mortgage
lending in the US
resumes

BofA buys Merrill
bef ore itods

On 1 September, Commerzbank (Germany's third largest

uni versal bank) anm&iddbr @ketover bfe

Dresdner Bank (the 2" largest commercial bank in Germany).
Commerzbank had previously shuttered its investment banking
operations ex-Germany and barring an MBO by senior bankers,
seems likely to do so with Dresdner's as well.

In late July, the non-partisan Congressional Budget Office
(CBO) estimated the taxpayer cost of a joint recapitalization of
Freddie Mac and Fannie Mae at $25bn, though in reality the
cost could be much higher. Fannie Mae/ Freddie Mac either
own or guarantee an astounding $6 trillion (of a total US market
of $12 trillion) in residential mortgages.

On 6 September, the Federal Housing Finance Agency
("FHFA") said it would make good on Freddie's and Fannie's
mortgage guarantees after defaults/ reductions in MBS values
effectively wiped out shareholders' equity. (At present, lenders
have already foreclosed on 2.75% on mortgages nationwide,
with 6.4% of current mortgages in arrears.) The two firms went
into conservatorship (essentially Chapter 11). The government
replaced top management.

The government actions appear to be working: since the 6
September announcement, Fannie/ Freddie have issued or
guaranteed 70% of all new mortgages in the US and total
volumes are meaningful, if anemic.

On 15 September, Bank of America said it would buy Merrill
Lynch in an all-stock purchase worth c. $40-50bn. One
conjectures that the Fed verbally promised Bank of America to
make good on unknown ML bad investments. Otherwise, BofA
wouldn't have foregone months of due diligence and entered
into this deal over a weekend.
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Lehman Bros files for

bankruptcy

Al G judged
to failo (
good reaso

pledges $85bn

Federal Reserve
Act probably
doesnodt al
AIG takeover, so
more twists to

the story likely

Flight to quality
takes on Japan-
like qualities with
negative yields on
17 and 24 Sep

Lloyds TSB
acquires HBOS,
UKbds | eadi
mortgage lender,
for £12bn

© AMBA HOLDINGS INC 2008
document

Thi s

a
n

‘@

Also on 15 September, Lehman Brothers filed Chapter 11 in the

US. Barclays bought some elements of the US broker-dealer

operations (e.g. real estate and securities operations) for

$1.35bn. Nomura purchased most of Asia for $225m and paid

an as-yet undisclosed amount for most of European investment

banking. (Subsequently, Nomura Europe announced that it has
allocated $1 billion in retention
Europe bankers to stay put.) Lehman's asset management arm
Neuberger Berman and miscellaneous other operations remain

for sale.

Amba White Paper

On 17 September, the Fed pledged $85bn in emergency
funding via a convertible preferred stock purchase that gave it a
79.9% equity stake in AIG in return. Among other dubious
assets, AIG owned $21bn in collateralized mortgage backed
securities, and had $400bn more in credit default swaps. By all
accounts, a failure by AIG might have had unforeseen global
repercussions and hence the Fed's swift action when no private
sector loans were forthcoming.

Bulletin boards quote legal sources as doubting whether the

Federal Reserve Act allows the Fed to actually make an

investment of this type. AlG's shareholders may have legal

grounds for challenges, too (and have filed suit). Given that the

loan is priced at 3 month Libor plus 850 bps, there should be a

private sector alternative to a Fed takeover. Finally, given that

other countriesédé financial systems
action, wh gtunpiupdsongetof the requiyed funds?

On 17 September, one month T-Bills had negative yields. (On
24 September, T-Bill yields again fell below zero.) Citicorp paid
0.4% per annum interest for on-demand savings deposits. Tax
free municipal bonds yield more than Treasuries of equivalent
duration.

On 18 September, Lloyds TSB bought HBOS following the UK
gover nment 0 s-compefitioniruleg. The fescaen t i
creates the UKO6s biggest retail
depositor confidence threatened to cause a run on HBOS

similar to what brought down Northern Rock (another mortgage
lender, since nationalized). HBOS had just finished a 2-for-5

rights issue at 275p per share in July (raising £4bn), making

L | oy ddhare swdp hvalue at 232p appear cheap at least on
paper. The pro forma combined bank will control about half the
savings market via retail deposits and 28% of UK mortgages.
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Proposed $700bn
Treasury-led
mortgage purchase
plan rumored 17-18
Sep. TARP ("Trouble
Asset Reduction
Program") unveiled
on 18 Sep to mixed
reviews. Markets
worldwide rally,
briefly

Commentators
increasingly question
TARP's public
subsidization of the
firms that made
billions out of the
same complex
mortgage backed
securities that now
imperil them. Treasury
Paulson's proposed
sweeping new program
administration powers
also raise doubts

Short selling in
financial stocks
temporarily banned
by the SEC, and
rest of world
follows suit

If short selling
remains prohibited,
then large parts of
derivatives markets
become inoperable,
legitimate hedgers
are thwarted,
trading volumes
drop and costs
increase

—
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On 18 September, rumors swept markets that the US Treasury
and Fed would announce that the US would invest up to
US$700bn in the proposed TARP rescue program. Global stock
markets rallied Friday 19 and Monday 22 September (and sank
back in the next three sessions). On 21 September, the Fed
confirmed that there was such a plan with Treasury Secretary
Paulson, Fed Chairman Bernanke and the Bush administration
launching a media offensive.

Perspicacious observers noted that the proposed TARP
supersedes private sector transactions only if the government
is willing to pay more than current market prices for the assets
in question. Thus there would be an implicit transfer of wealth
from taxpayers to shareholders of the very FIs that created the
credit crisis to begin with. When the Swedish government
recapitalized its banks following a crisis in 1992, the
government bought assets at below market prices and also
took warrants. Furthermore, the language of the originally
proposed bill gave Hank Paulson (and his successors)
unprecedented powers to decide how best to deploy the TARP
cash. Congress is raising questions and as of 25 September, it
seemed that the Bush administration version was dead with no
bipartisan agreement reached on an alternative (see below).

On 19 September, the SEC temporarily (through 2 October with
a 30-day extension beyond that possible) banned short selling
in 799 financial stocks. Worldwide, most other stock exchanges
(e.g. UK, Japan, France, Australia, Korea, Singapore and
others) followed suit with a mix of bans on shorting financial
stocks, bans on straight shorting (uptick rule), and requiring
enhanced disclosure. Later, the SEC added non-financial
names like Ford and GE to this list and by 28 September, the
short selling banned list had over 900 names on it.

The implications go far beyond boosting the prices of
companies with the largest short interests (e.g. Morgan
Stanley's share price rose from under $12 to $27 in two
sessions). Any quants fund engaged in index-cash arbitrage or
program trading is probably out of business because it can't
hedge at a low cost the finance sector in the cash market.
Convert funds probably lost their single biggest sector. OTC
options on finance firms would appear to be dead as wellé .
who is going to write multi-year puts/ calls without the ability to
short? And, of course, any investor who was short and had to
cover is going to wonder about "free markets" for the rest of his
professional life.
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When The Reserve (a
money market fund or
MMF) fell to $0.97, the
Fed introduced a
$50bn insurance
program to keep other
MMFs from "breaking
the buck"

Disintermediation of
bank deposits into

MMFs is a real danger.

Meanwhile, $50bn in
maximum insurance
payouts against $2.4
trillion in MMF assets
appears small

Goldman Sachs and
Morgan Stanley re-
badge as bank
holding companies,
henceforth falling
under the Fed's
explicit protection and
regulation

Glass Stegall now
truly buried, with a
Goldman Sachs Bank
branch in every Wal-
Mart a theoretical
possibility

$111bn emerging
market bonds
coming due before
end 2009 while new
issuance dries up

—

On 19 September, a $50bn capitalization FDIC-like depositors'
temporary insurance program administered by the Exchange
Stabilization Fund ("ESF") was instituted to safeguard MMF
investors. Unlike the FDIC, there doesn't appear to be a
$100,000 limit insured sums per individual fund/ sponsoring
institution. The ESF insurance program will run for 12 months,
and participation will be voluntary. The ESF will also collect
insurance premiums from the insured funds.

Amba White Paper

Insured MMFs (paying higher yields than most bank deposits,
and offering better liquidity than CDs) could disintermediate
retail bank deposits. And insured MMF investment managers
now have an incentive to invest in the highest yielding short-
term paper. After all, everyone is going to get their money back,
right? However, the math doesn't look so compelling when the
$50bn maximum is measured against $2.4 trillion in MMF
assets. If there's a run on even a few sizeable MMFs, the
ensuing precautionary liquidations of holdings by many MMFs
may leave the market for even top quality commercial papers
largely without buyers. If so, $50bn won't be enough.

On 21 September, Goldman Sachs and Morgan Stanley
voluntarily agreed (sought?) to be reclassified as bank holding
companies. This shifts their regulatory agency from the SEC to
the Fed, and places much more stringent limits on leverage. It
also allows them to borrow directly from the Fed's discount
window and allows them to accept retail deposits directly (i.e.
the same as any commercial bank).

Effectively, this marks the end of what the now rescinded Glass
Steagall Act of 1933 put into effect, the separation of
commercial and investment banks. US FlIs henceforth are going
to be universal banks (i.e., combined commercial and
investment banks), with Goldman and Morgan Stanley perhaps
the exceptions if they decline to pursue wholesale deposit
taking and lower margin spread lending activities.

On 21 September, ING published a report that lists $111bn in
maturing emerging markets bonds worldwide that will mature
by end 2009. Commercial banks lent $59bn of this amount. ING
Wholesale Banking rated about $24bn of this debt as junk and
said that firms so rated would have almost no hope of raising
replacement funds. Emerging market bond issuance has fallen
off a cliff, down from $20bn in August 2007 to $10bn in July
2008 and $330m through 20 September. Over May-August, a
record net $35bn left emerging market bonds. At the sovereign
level, ING pointed to big borrowers Russia and Kazakhstan as
being vulnerable.

MUFG announces it .
will buy 10%-20% of

Morgan Stanley in a

new capital issue

On 22 September,Japandéds Mitsubishi UFG Bank (
announced it would buy 10%-2 0 % of Mor gan St anl eyo6s
enlarged share capital for up to US$8.5bn. MUFG said that the

actual price to be paid will be set once due diligence
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