Finance Industry Futures lll:

Facing the Firestorm of Re-regulation

By Dave Livingston, Managing Principal, Llinlithgow Associates (www.llinlithgow.com )

Dave is a management consultant primarily focused on improving enterprise performance by coupling strategy with
execution thru the design and implementation of workable, integrated management systems. He blogs on this and
related issues in Economics, Markets & Investments and specific industries and companies at
www.llinlithwo.com/bizzx, his BizzXceleration blog.

Introduction

This is part three of our examination of the history, status and strategic outlook for the Finance Industry. In Part | we
traced out how basic failures in business performance and broken business models led to the near collapse of the world
economy. In Part Il we looked at how the Industry was adapting, or not as the case was and is, to the challenges and
what would be required. Our conclusion at that time was there were immediate challenges that would take a few years to
stabilize and we’d hold with that. We'll also suggest that re-building the capital base, de-leveraging, revamping existing
business models to create real value instead of specious profits based on leverage and financial engineering will take,
possibly, the rest of this decade. For the Industry to effectively cope with the multi-level challenges it faces is going to
require leadership, innovation, new strategies, products and services and disciplined execution. The firms which seize
these opportunities will do well. Most importantly getting ahead of these challenges will require a SEE change in how the
Industry sees itself, its sources of profit and its relationship to the rest of the economy and society.

The fundamental question then becomes will the culture adapt as required? Or will it attempt to return to business as
usual? And if it does what happens then.

The evidence to date is that the culture is too entrenched to change, doesn’t see itself as obligated to society, is not
acknowledging that the last few profitable quarters are artifacts of public support and is creating a powerful impetus for
regulatory and legislative change which will provide the adult supervision necessary for a healthy, constructive and
positively contributory industry.

No institution, organization or enterprise exists solely for its own sake but rather it exists for the value it creates for society.
That puts three obligations on any organization, but especially on one as critically important as the Finance Industry.

First, do no harm. Any industry that nearly causes the collapse of the world economy can be said to have failed that test.

Second, when external problems are caused by the innate characteristics of an Industry but correcting those problems is
beyond the capability of any single firm to correct then act collectively to address and correct the problem. Again the
Industry must be judged to have failed at that as well. And it must also be judged to be un-interested in making those
corrections.

Third, no organization can prosper when society is not healthy. Helping to create a healthy society is therefore part of the
larger responsibilities of any organization. Turn that around — when an organization is a contributor to an unhealthy
society the pressures, once recognized, will prompt society to force the changes that are necessary for its own survival.
The Finance Industry is facing a firestorm of its own making and refusing to recognize or address it. As a result society is
moving actively, and increasingly strongly, to deal with the necessary corrections.
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This collection continues the lines of thinking of three previous collections which are useful background reading:

Finance Industry Futures I: Credit, Leverage, Malfeasance and Broken Business Models
http://www.scribd.com/doc/19011962/The-Broken-Finance-Industry-Credit-Crisis-Collapse-and-Broken-Business-Models

Finance Industry Futures Il:Crisis, Adaptation Failures, Alternatives and Recommendations
http://www.scribd.com/doc/19452716/The-Broken-Finance-Industry-II-Crisis-Adaptation-lnnovation-and-Value

Profit, Social Responsibility and Corporate Performance
http://www.scribd.com/doc/18645321/The-Corporation-vs-Society-Performance-Social-Responsibility-and-the-WinWin
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Firestorms, Finance, Futures: From Sociopathic Dysfunction to Value Creation

April 07, 2009
http://llinlithgow.com/bizzX/2009/04/firestorms finance futures fro.html

We®e been plowing thru various aspects of the
Finance Industry and it® outlook as well as the
broader socio-political context since the end of
January. Starting with a broad overview and then
tunneling down into specific sectors outlook. The
AIG firestorm led to or was associated with a look
at the broader context. No business or other
institution can exist other than on the sufferance of
society, and if it does not contribute value to that
society it will be changed - one way or another.

That makes it a fundamental management

O, 45,

responsibility of any business to be aware of WY e
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broader socio-political trends and problems and to
act proactively to intercept or correct them. If
nothing else by anticipating problems and acting to
support broader policy responses to problems
beyond the industry® immediate ability to cope
with. Judging from the remarks of the new Citi
CEO the Finance Industry gives new meaning to
phrase tone-deaf.

Now that some of the details are leaking out we®e found out that in the President® recent meeting with key CEOs he
basically said, "we@e the last thing between you and the pitchforks". We®@e tempted to put up the "Can You Hear the People
Sing" graphic and URL again but hopefully the point is still relatively fresh in your minds, as it appears not to be in the
minds of the industry. The real question is now what ? Mike Mayo (cf. the readings) as well as Meredith Whitney came out
yesterday and said in effect to short the Financials. Advice we heartily agree with because there is no function or aspect
of the industry that doesn®appear to be broken. From internal execution capabilities to strategy to broader socionomic
positionings. The really sad thing is that it doesn®have to be this way. During the 1980s we were all the beneficiaries of
major value-creating innovations from money market funds to reasonable de-regulation to discount brokers to mutual
funds. In the ®0s that innovation evolved into internal financial engineering rather than value-creation and in this decade it
clearly metastasized into value-destroying, on both the business, industry and social levels, "innovation". To survive,
recover, return to profitability and restore it® place as a valued part of the system the Industry needs to realize these
firestorms will rage and change everything.
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Drucker Principles and Finance Futures

As we®e worked our way thru an analysis and

assessment of the broader impacts and

consequences of the finance industry we®e ended

up depending quite a bit on Peter Drucker® insights

on the major performance criteria for business value

creation. The graphic at right is a summary of one

interpretation combined with our earlier framework

of the major sectors of the industry. But let® start by

quoting Drucker (p. 369, "Management: Tasks,

Responsibilities, Practices"):

"Essentially being a member of a leadership group is

what traditionally has been meant by the term

"professional. ...as a member of leadership group a

manager stands under the demands of professional

ethics - the demands of an ethic of responsibility. [A professional] is public in the sense that the welfare of his client sets
limits to his deeds and words. And Primum no nocere, "not knowingly to do harm," is the the basic rule of professional
ethics.

There are important areas where managers still do not realize they have to impose on themselves the responsibilities of
the professional ethic. The manager ho fails to think through the and work for the appropriate solution to an impact of his
business because it makes him "unpopular in the club" knowingly does harm. That this is stupid has been said. That this
always in the end hurts the business or industry more than a little temporary "unpleasantness" would have hurt has been
said too. But it is also gross violation of professional ethics".

We trust Prof. Drucker® points are crystalline ? Just to compress and paraphrase them the actions of the industry are
harmful, counter-productive and are going to lead to a massive social backlash that® entirely justified by the facts of the
situation and the necessities of society. Remember if you do not create value society has NO reason to tolerate you. If in
fact you destroy value and massively harm society it cannot even afford to tolerate you. In the graphic we®e tried to depict
the relative performance on the Drucker Principles of each of the major lines of business with the caveat that there is no
multiple-red color to properly represent the behavior of the securities related business and the damage caused.
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The Theory of the Case

When a logician or lawyer is looking for the core,
fundamental argument that drives the entire rest of a
complex chain of argument they talk about the
"Theory of the Case". We®e come to think that® a
nice, powerful, description of how to think about a
business. That is to ask "what is the theory of the
case ?". In other words what® really going on here,
what are you going to do about it and why are you
convinced and convincing that value-creating
performance will result. So far all we®e heard from
the Industry has been denial, rear-guard defensive
actions and what can only be described as "forlorn
hope" attacks.

Nowhere have we seen anybody stepping up to present the theory of the case for the immediate crisis let alone for the
necessary future timeframes. Instead they@e leaving leadership to Washington, speaking for society. And Washington is
indeed stepping in to fill the vacuum. But the policy-makers and politicians know they aren®experts and would more than
likely welcome constructive engagement that looked to the greater good of society as well as the industry. Not just
continuing defenses of egregarious compensation packages.

Observations, Suggestions and Opportunities

We aren®so bold ourselves as to make detailed
suggestions just yet but we would like to make some
observations and suggest some trial balloons. Across the
entire spectrum of banking and financial services, including
banking per se, consumer finance, SMB finance, financial
companies, investment services and advisory services we
think the basic business model and strategies of the future
will have to deal with several key factors:

1. The industry will be significantly de-leveraged.
2. A focus on customer service, putting the
customer® interests ahead of the firm®, will create
value and ultimately a differentiating competitive
advantage.

3. Fairness and value for compensation need to be fundamental principles of operation.

4. Innovation in new value-creating services and capabilities needs to be the driving strategic mantra of the new
industry.

5. Survival, recovery and effective innovation need to be based on effective and principled management systems.
Which leads to some strawmen suggestions for financial innovations just to get the ball rolling:

1. Hedge-like funds for small investors to be able to cope with a low-return, topsy-turvey world.
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2. Non-opportunistic (i.e. non-exploitative and with non-exorbitant interest rate) consumer finance and credit

cards.

3. Securitized business finance based on deep understandings of fundamentals AND loanee re-payment

capabilities. For example trade finance could be greatly expanded and help out the growth of the global economy.

4. Micro-finance in the inner city.

5. Ratings mechanism reforms coupled with performance insurance and/or bonding.

6. Localization of financial services where branch offices and staff truly return to being local in their knowledge
and connections. This could be coupled with a "franchising" approach to combine the economies of scale of large

institutions along with superb local knowledge.

7. Merchant banking for small companies in the best, "ye olde English" sense of informed investment in serious

business opportunities. For example in green energy, bio-tech, etc.

8. Operations-based investing based on business fundamentals for the Private Equity sector.

9. Macro-monitoring and advisory services to help with budgeting, capital planning, expense control and general

business planning.
SEE CHANGES: Glimmers of Hope, Honesty and Re-Thinking

The industry is faced with some very stark choices: Cooperate (go
along with unavoidable policy changes just to survive), Collaborate
(become pro-actively involved in shaping that policy) or Cave (be
plowed under and constrained for decades by the popular anger at
the violations of the public trust). The financial firms you want to be
investigating and investing in are the ones that satisfy the Drucker
principles AND have clear responses on the "Theory of the Case" on
all timeframes for all lines of business.

So far we haven®seen any. Let® hope that that® just our lack of
information access and not the reality. Otherwise a vital and important
industry will do itself and us irreperable harm !

UPDATES: Nothing like good timing. As we were putting up this post
it turns out Lloyd Blankfein was giving a truly stunning speech in
Washington that finally acknowledges the public responsiblities of the
Finance Industry, in detail. In particular he supports almost point by
point the major elements of the Geithner Plan as well as the call for
greated worldwide regulatory over-sight coming from the G-20
meeting. His speech got widespread, rapid and, dare on say, shocked
coverage from a wide range of the commentariats. You can find some
of this in the readings as well as a a valuable assessment from Steve
Perlstein of the WaPo highlighting the need for fundamental cultural

change. Our collective bottomline is that we consider all the points we®e been making in this post and it® predescessors

to have been supported by perhaps the leading executive in the Industry !

There is, btw, an enormous collection of readings after the break that we highly recommend you at least skim. Judging
from the readership stats that hasn®been the case but there® quite a collection surveying the evidence behind the points

we@e making !
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Beyond the CRE "Bombshell": Real Stress Testing for Finance

http://llinlithgow.com/bizzX/2009/07/beyond the cre bombshell real.html

July 10, 2009

One of the big announcements today was a member of
Congress telling us that Commercial Real Estate was a
major bombshell about to burst. This was actually kind of
funny since CalculatedRisk has been laying down the law,
graphically, on the CRE bust for almost two years now and
calling it exactly. And he® done it by simple informed and
competent analysis. Of course he also prognosticated the
real estate bust early (very) in 2005 (which was just about
the time that Merrill, et.al were piling on, taking more risk
and creating special business units to get into the business

.

There are NO surprises here - the good news is that this

will be bad but not as bad as residential real estate and

there® not as much leverage involved. We ourselves

introduced this simple conceptual graphic well over a year

ago to try and illustrate the various feedback loops that

were at play (the immediately preceeding version is here - click on thru to note the changes). Credit markets are repairing
but not in great shape and credit is still restricted. In the meantime the economy turned bright red but has since stabilized,
as we®e been saying, at a terrible level. Ditto on the stock market. Despite the headlines and talking heads the
International Economy is worse - you think it® an accident that Iran and China have been beset by riots ? Despite China®
headline growth they need 8% to stay ahead of the alligator of population and at 6% are in deep, deep trouble.
Unfortuantely they@e really storing up worse problems in the future when they have to deal with this credit bubble they are
creating.

Credit Contagions

Even earlier in the game when we were all trying to
decode the alphabet soup of CDS, CDOs, MBS, etc. etc.
we came up with this little gem to illustrate the basic
problem on of leverage, balance sheet blowups and
cross-linked markets. This chart is close to two years old
now (to the best of our recollection, anyway). We think
it® fair to assert that, conceptual as it is and naive to
boot, that it® held up pretty well. Even very well. The
contagion that started in sub-prime saw boulder after
boulder crash into the various debt and credit markets
and sequentially take them all down. If you think it® an
accident that nobody can get a mortgage or that the PE
guys can®get financing or that the credit card
companies are screwing us all...well look at this chart.
Thougth admittedly we didn®spell out all the
ramifications at the time since we didn®see them.
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The Next Set of Credit Tsunami's

What we did suggest however is that Housing and
the related financial markets were just the
beginning. As credit problems metastasized into the
real economy a vicious feedback loop was set up
between a weakening economy, growing
joblessness and increasing bad debt across the
reach and range of debt. Including consumer,
business and financial. Which led to this much more
analytical chart.

This one in particular we really meant, and mean, for

you to trace the paths and think about them. The

ONLY linkage path that® pretty well worked its way

thru its doomsday scenario is Housing. Yet banks

still haven®cleaned up their balance sheets and are

both figting the government repair programs and

refusing to come clean. Now as we continue in weak

economic circumstances leveraged debt, for

example for buyouts (CLOs) are headed say with

rising corporate bankruptcies while credit card and consumer bad debt is growing exponentially. Similarly business
defaults are growing rapidly. The level of balance sheet exposure and synthetic, leveraged debt instruments is somewhat
less in these markets but they®e got a long way to.

Repair My Sainted Aunt's Left Butt...

You figure out the rest. We®e been harping in every market
and financial post that the market was being driven by a
surge in expectations built on the shaky finance repair and
recovery. Courtesey of BigPicture we get this top chart which
shows how the various sectors did from the Mar trough to the
Jun peak and since then. Guess what - the unrealist of the
unreal did the best far and away.

Starting with the Pandit put and the "managed" earnings
reports for Q1 we got this surge. yet all the bad news is
hardly factored in. (NB: stay away from finance stocks unless
you@e a trader !)

So what did that mean for the market as a whole ? Well the
bottom sub-chart compares the SP500 to the Finance Sector
ETF along with the the one for Industrials (XLI) and
Consumer Discretionary (XLP). Take a careful look and the
best performer by far was XLF closely followed by SPX; in
other words Finance drove the market as we®e been saying.
Meanwhile Industrials didn®do anywhere near as well and
Consumer stocks ran up with the trend but are since
deteriorating badly. If this was a real recovery in sight just the
opposite would be try, to some extent anyway.
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Pound Away At Finance

Off and on we®e been devoting major posts to the
status of the Finance industry or key players within
it. So much so that we found ourselves having to
create a whole separate Finance Archive to collect
the various posts where you could see them.
Skimming back over the last two years it makes for
interesting reading. The bottomline here is that we
couldn®find any line of business in the Industry
that was even in fair to so-so shape. Most are bad
or worse.

Now wee facing a world where:
1) things are going to keep getting worse for
the banks but
2) they need to start do some fundamental re-
thinking.

The result? They@e still in denial. In fact the whole thesis of the Industry being capable of self-supervision has proven
false to fact; nobody else has come so close to bringing down Western Civilization all by themselves. Yet not only are they
in denial but they are fighting reform of the regulatory regime tooth and toe nail while also insisting that just as soon as
things "get a little better" it® be back to business as it was.

If youd® recall our discussions of the aberrational profit pictures that metastasized in the ®@0s, ®0s and oughts for Finance
that these is dead as a doornail. The real bottomline is that the Industry is facing a major structural shift that will be as
momentum as the impact of de-regulation initially was. And that® going to eventually provoke a backlash of monumental
proportions.

In the readings section you® find a sampling of stories from the last couple of months or more that illustrate, as a whole
and sector by sector, how the industry is fairing. We suggest you skim them for their own sake but keep all these points in
mind ! And then think about the sector both as an investor, as a customer and as a participant in the larger economic
picture.

The Latest Takes

Reviewing some recent WSJ coverage and other news we@ have to say that our take on storms yet to come along with
the need for fundamental res-structurings and re-thinkings is beginning to be more widely reflected. Which is both good
news and bad news. As evidence, which we think you really need to consider, we offer up some recent "Heard on the
Street" comment along with some other stories.

Heard on the Street: Payback Time for Banks After giving banks everything they could want in a financial

storm, the U.S. is now demanding something in return. Assessing what the regulators, Congress and the

Treasury actually want is a high priority for bank investors.Citigroup® management changes, announced

Thursday, are likely the latest example of government intervention. The Federal Deposit Insurance Corp.,

one of Citi® regulators, has been keen on an executive shake-up.However, changing executives won®

quickly fix Citi. The bank could face further pressure from the government, soon to be its largest

shareholder. And Citi may find it harder than peers to generate sympathy in Washington by claiming it is a

critical cog within the U.S. economy. Its domestic banking operations aren®huge and 60% of its deposits

are foreign.Not just the weaker banks face change. Elements of the Treasury® financial-sector reform

proposals could end up being quite stringent. The banks are pushing back against the government on

many fronts, with a few willing this week to battle over the cost of buying back Troubled Asset Relief

Program warrants.But bank executives need to realize that Washington might not be as receptive as in
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the past. Congress® desire for reform has remained strong -- witness the support for a recent credit-card
bill -- and could even strengthen if some bank profits and bonuses balloon at a time when voters face
hardships. It is consumer banking that politicians seem to care most about. A lender like Bank of America,
with its large home-loan and credit-card portfolios, looks particularly exposed. Government support
helped propel financial stocks higher in the spring. The summer political heat may cause them to wilt.

Wilting Flower, Perfect Storms: PE Outlook and the Return of Reality

http://llinlithgow.com/bizzX/2009/07/wilting flower perfect storms.html
July 13, 2009

One of the things we®e all learned, very painfully, over the last couple of years is
that the performance of our investments and the activities of the Finance Industry
cannot be taken for granted. Instead we must pay careful attention to both for
obvious reasons (or so we hope). Like learning to play poker the tuition has been
steep. As part of our own learning experiences, insurance program and to help
out we®e ended up writing so much about the Industry, Credit Markets,
valuations, etc. that they®e grown to have their own archives.

Our interest reflects a broader concern of course and one of the things that is
going on is that the old, tried, tired and busted shibboleths that people went
along with for the last ~30 years are being re-tested. Buy-n-hold for example or
asset allocation; both of which have gotten increasing coverage in, for example,
the WSJ and other publications.

A major meta-class that grew enormously these last two decades are the alternative asset classes: Venture Capital,
Hedge Funds and Private Equity. Now we®e been regularly dissecting the status, outlook and performance characteristics
of the Industry with forays into specific sectors (Hedge Funds) or firms (Citi). In this post we@e going to focus on Private
Equity, though we®e pinged it before. Last week® Economist captured the situation nicely by showing wilted flowers dying
in a devasted economic landscape. In this post we® dig a little deeper into what that means.

A Little Background: Market Anomalies

David Swensen of Yale is probably the best-known
and well-reputed endowment manager in the country
and deservedly so as his re-thinking of portfolio and
investing strategies led to fabulous returns for Yale
and fundamental changes in the way endowment
investments are managed. As well as what the
world® asset managers do to manage their clients
money as well.

With all that he got badly hurt this last year because

of the way the markets behaved but has since argued

that once the storms are over and recovery begins

he® be able to return to business as was. To some

extent we agree with several critical and important

caveats that bear on this discussion. We borrow this

chart from today® Bloomberg to make the point.

When Steinhardt, Soros, et.al. got the Hedge Fund business going there were few in existence and they had their pick of
talent. Recently the Hedge sub-sector was flooded with money, people and investors and the result was poor
performance, a massive shakeout and poor prospects.
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In this last decade there were other major anomalous situations: Real Estate, Energy and Commodities and Emerging
Markets. EM offered unusual returns because for years they had been heavily discounted but with globalization,
widespread global growth AND the establishment of safer, more secure and more predictable environments they became
better investments that were mispriced. In other words, in true Graham-Dodd fashion, there was a market anomaly where
assets with real values were priced under what they would be worth as the result of these structural changes. Something
similar happened with the alternative asset class. Yet consider what® happened to the VC Industry after the Tech Bubble
burst, following it® own decade of bubbliciousness and bad business practice. In the last few months (18 ?) Hedge Funds
have been taking a big hit. The question then becomes what® going to happen to the PE Industry ?

PE Industry: the Perfect Storm and the Coming Shakeout

Having beat our heads against the wall trying to
explain business and economic realities to the
Industry for several years and making little headway
in the face of vast liquidity, leverage, out-of-control
multiples and covenant-lite debt financing what we
see, and hear from many sources, is that the Industry
is just beginning its own major shakeout. At the end of
©7 we were chatting with a delightful young lady who
was an associate with one of the local firms who told
us shed never had a better year. A couple of months
later we had the same conversation and found her
looking and acting like the shell-shocked survivor of a
bombing attack or a major natural disaster. The
bubble this decade in PE investing was built on easy
debt, massive leverage, outsize multiples and, dare
we say, a "buff it, fluff it and flip" it mentality. The
chart shows the massive collapse in the debt
markets. It also shows the massive bubble over historical norms and trends that preceded the startling bubble. It wasn®
just Housing that ran away with itself !

Excess debt, out-of-control leverage and inattention to business fundamentals are just beginning to reverberate thru the
PE investment portfolios. Any time debt instruments trade at or over a 1,000 basis points above safe instruments that debt
is badly distressed. That 10% difference (or more as you can see) holds for 60% of the LBO portfolio companies. Which
means defaults, bankruptcies, major valuation write-downs and outright losses for the lending banks, the PE firms and
their investors.

n other words the PE Industry is well into, but a long
from the end or even the beginning of the end, of a
perfect storm where all the excesses of this decade are
coming home to roost. The bottomline impact is
projected to be that somewhere between 20-40% of the
firms in the industry will go out of business. On the other
hand it® estimated that the firms that were both prudent
and followed the traditional emphasis on good operating
practices will survive and be well-positioned for the
future; about 30% of them. The remaining 30-50% of the
firms will be on the bubble and their survival will depend
on re-thinking and re-structuring the way they do
business.
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PE Industry Challenges and Outlook

Now the industry, like hedge funds and VCs, is NOT going
away. But it will move from having a free ride to having less
access to debt financing, paying lower multiples, probably
lower returns (certainly on recent vintages of investments)
and having to make operational engineering, as opposed to
financial engineering, a major component in their strategies
and toolkits. 1t® going to be a brave new world, sort of a
"back to the future" one if you would, as a result of all this.
Now the Industry has in fact been able to continue to raise
major funds but, as the result of huge writedowns, assets
under management has shrunk significantly.

In the readings we start with some excerpts and URL

pointers to the Economist article as well as some recent BCG studies (which we can®excerpt but are available in
downloadable PDF format online at thos addresses and everyone interested should consult !). That® followed by a
sampling of stories and cases collected over the last several months reinforcing and illustrating our themes and an even
bigger collection talking about institutional investor reactions, firms outlooks and attitudes, fund-raising, debt and portfolio
company impacts, deal flow, M&A trends, layoffs, investors pullback from the industry as they re-balance their portfolios
and fundamentally re-think their allocation strategies and attitudinal changes.

Tough times all around - it® going to be more than interesting to see who survives and who doesn@ Our bet is on the
firms that have traditionally been the top performers who stuck to sound financial practices, focused on operational

improvements and passed the debt-driven quick flips. We suspect we@e not alone and the turmoil will be massive and
continue for a long while.

Wilting Flower, Perfect Storms: PE Outlook and the Return of Reality

http://llinlithgow.com/bizzX/2009/07/more _darkside earnings tales b.html

July 30, 2009

The last two posts tried to keep hammering what are the underlying realities behind the headlines - first on the economy
and then on corporate earnings. Now it® time to go the dark side and talk about bank earnings, particularly Goldman-
Sachs. The central message is that you have to look beneath the surface and make a real effort to understand what®
going on - in a phrase, @here® the beef?!!! On the economic front, despite all the hoopla and hype, all we®e done is stop
cliff-diving not begin a recovery. Yesterday® Durable Goods Orders and the reporting are perfect illustrations but we
aren®going to reproduce a chart that looks like everything else we®e already talked about. (Realities vs Rhetorics:
Economy, Policy, Real Data) For the record the latest YoY changes in DG and x-Aircraft, as well as Industrial Production,
are here (click to view).

Similarly the better than expected earnings were not the result of better performance but continued cost cutting and
beating significantly "managed down" expectations. Earnings are terrible and revenue charts look like the economic data.
(Earnings vs Growth: Cutting for Growth? Real Business Performance) Now it® time to talk about banks and their even
more badly distorted earnings, particularly GS®. The bottomline is that everything we talked about in our previous
assessment of the Industry was born out and the banks made money only on trading. The banks, i.e. GS, that traded
more made more. The question is how did they make it besides that ? Other than the obvious strategic implications this
matters because a market that was headed down all of sudden boomed on the back of those "amazing" bank earnings.
You can see how the markets ran up over the last two weeks in this chart of the SPX.
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Bank Earnings and Outlook

Another fairly recent post (Beyond the CRE "Bombshell": Real Stress Testing for Finance) tried to anticipate, partly and
partially successfully, the reports by looking at the realities of the challenges that still face the Industry. When you look at
either the Industry as a whole or any particular company you have to ask how they did in any line of business. We®e
applied our business performance framework to the functions that each bank needs to perform (click to view chart) and
also to evaluating the strategic context, shown in this graphic.

With the economy still in terrible shape, with defaults,
foreclosures and bad debt likely to continue to rise the
traditional, "normal” lines of business will continue to be
seriously challenged. That is consumer lending, business
finance and credit cards will continue to see escalating
pressures for the next several years. Wealth management
will only hold its own as the markets perform and the
industry re-thinks its products, services and customer
relationship management. What brought down the house in
the last 18 months and, literally, almost collapsed Western
Civilization, was trading - either for own account or clients.
One could argue that in a brilliant recovery banks turned
the performance indicator green this time around. And as a
result those that, like GS, were all about trading did well
while those like C or BAC that are more about tradition did
relatively poorly and face increased challenges. Just as a
"minor" sidebar one contributing factor to alleged profits
was reducing provisions for losses; if we@e right that® going to come back to haunt them. So what did work and why?

GS, the Gov't Put and Dancing with the
Music

As you can see in this chart it was trading profits that
drove GS® "exemplary" performance. One of the
maneuvers that GS performed last fall as it was on the
verge of implosion (bet you didn®know that, did you ?
See the readings for proof.) was converting itself to a
bank-holding company. That meant it had to start
reporting and the UL corner tells us that they put more
Value at Risk (VAR) than anybody else and even
increased their own position. Furthermore GS is far and
away the biggest player in derivatives.

Becoming a bank holding company was more than a
maneuver - it meant GS had and has access to gov®
subsidized low-interest funds. Now the purpose of all the
bailouts and Fed special instruments is to get credit
flowing again. If you check this chart you® find out that the
credit markets are self-repairing in the sense that interest
rates are re-stabilizing and normalizing, which great
news. But credit markets are still tight, i.e. that money is
NOT flowing into the economy.

What did happen is that the "Too Big to Fail" syndrome
created the same kind of gov®put (an implicit guarantee)
that FNM/FRE used to have, that failures reduced
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competition, that low interest money created subsidized funding and so on and so forth. All that means that essentially the
nimble-feet made some brilliant tactical ploys to take advantage of unique circumstances on the taxpayers nickles without
doing anything much to help out the rest of us. Those GS bonuses are being funded by you!

More than any other "bank" GS engages in proprietary trading
- they are in effect, front-running their customers. By making
markets and trading for so many clients they have more
information than anybody on market trends and conditions
and have actually been known to trade against the interests of
their clients for their own advantage.

So not only did GS make all its money on trading, not only did
they double down or better using public resources but they
can be said, arguably, to be acting against the fiduciary
interests of their clients, the public and society.

Tactical brilliance ? Surely. Strategic good sense - we don®
think so. Just the opposite. Sustainable long-term? Not in and
off itself and I.t. profitability requires the assumption that as
things continue to be in turmoil that GS will keep dancing with
the new music, successfully every time. Given their track
records it® possible but given they almost failed last Fall from
getting off beat and missing some steps the question is, is it
likely?

What this pair of charts show us is that Mr. Market is not
stupid in the long-run. He has figured out that GS is neither an
investment bank or other standard financial firm. It is a giant
risk-trading machine, otherwise known as a hedge fund.

Here the People Sing: the Simmering
Backlash

The financial crisis made almost everybody from me to
you to Bernanke tremendously angry. It was almost
pitchforks and torches time; in fact we@e sympathetic to
the argument that it should have been. Now the
firestorm that was is not going away. A few weeks ago
we were at a conference for directors and consultants
for medium sized business to talk about risk
management, corporate governance and managing for
performance. This was, in other words, a bunch of
seasoned, experienced and mature adults. Nonetheless
the second session got sidetracked and almost
completely hi-jacked by a question on violations of the
public trust which led to the whole audience jumping on
the band wagon. Put another way a bunch of mature
and responsible adults who are very informed about
business and finance was and is so angry they@e still stock-piling flammables. That potential firestorm hasn®gone away -
it® just been temporarily banked.

A while back we started a whole series on performance, governance and social responsiblity and have since collected the
entire set of postings in a single PDF files which we urge you to read (it® downloadable btw). Profit, Performance and
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Social Responsibility. Meanwhile Barney Frank made a recent major speech announcing that a) he anticipates completing
a complete overhaul of the regulatory framework this Fall. At the same time Congress has charted a new "Pecora”
commission. The original was the one charted to investigate the causes of the Great Depression and the shennanigans it
documented led to the regulatory regimes we have now.

We can anticipate something of equal or greater magnitude as the result of the new commission...and GS® malfeasant
exploitation of public support for its own advantage just added fuel to the fire. Now be nimble in that guys because theyee
going to take away the punch bowl AND the party !

BaU vs. NN I: Finance Fumes, Realities and Pecora Il (Refresh)

http://llinlithgow.com/bizzX/2009/08/bau vs nn i finance fumes real.html

August 23, 2009

Well we®e refreshed ourselves on the economic (here) and market
situations (here) with the primary conclusions being we®e stopped
the cliff-diving but are bumping along at the bottom of the cliff in a
very rocky landscape. One that feels better only because it® not so
much worse. As for the Markets we referred to them as
"euphorilusion” since they ran up with a VV-shaped recovery, earnings
expectations beats that were really cost cutting with meat-axes and
valuations run wild. No matter what happened this last week with the
daily runups we still think that® true and without going into a repeat
discussion if you want to check out the updated multi-period SP500
chart here it is.

That naturally leads us to the next stage in reality checking - what®
the real reality behind earnings. Or, put another way, how are
businesses performing and how are they likely to be performing in
the future ? Which reminds us to explain that BaU is "Business as
Usual" and NN is "New Normal".

In other words, on the whole, we find way too many executives just waiting to be saved by the magical miracle recovery
so they can revert to BaU (is there a sad parody of Value at Risk here ?) instead of making the reset adjustments required
to cope with a NN. Nowhere is this problem more acute than in the Finance Industry, whose surprise earnings drove the
market rally but are actually more vaporware and fumes than anything else. Based on various combinations of
government money, guarantees, proprietary trading, reduced competition and so on and so forth. And which do not
address the continuing threats of over-valued assets, rising bad loans, and long-term shifts in the industry.
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More to Come: Bad Loans, Bad
Earnings?

We®e organized the readings around several
key themes and article collections, starting with
the fact that banks are still sick and facing more
problems. To quote the first excerpt,
"...numerous large banks around the country are
still struggling with deteriorating finances. Two
dozen banks with at least $5 billion in assets get
the lowest one-star rating on Bankrate.com®
safety and soundness test...".

On top of which you should recall that all the

bad securities are still on the books with grossly

unrealistic market values, the CRE market looks

to be starting the next wave of boulders rolling

into the pond, foreclosures are continuing to

grow, including in the prime mortgages and their traditional lines of business aren®doing very well at all. Even if nothing
else changes, that is if the sand they@e standing on doesn®turn out to be quicksand, they@e still very weak and facing
years of on-going operating and profit problems. Which explains why the drumbeat of bank failures continues and will
keep growing, and the banks biting the dust are big ones. Which is changing the structure of the industry.

To quote from another excerpt, "Scores of additional failures are expected in coming years, as the industry works through
trillions of dollars worth of residential and commercial real estate problems.". BtW - we traced thru all these cyclical and
structural problems in a prior post you might want to look at: Beyond the CRE "Bombshell": Real Stress Testing for Finance.

In other words there are no major surprises here other than everybody seems to be surprised at problems that have been
visible for a long...long time. That probably illustrates another major problem - one of the biggest - the tendency to
subsitute ideology, delusions and wilfull ignorance for analysis and real data. Need to understand how the buzz saw
works if you@e going to be in a sawmill.
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Goldman, Front-running and Bank Performance

In our last post on the Finance Industry (More Darkside Earnings Tales: Banks,Goldman und Unsinn) we covered some of
the longer-term ground and asked where all these earnings were coming from so we won®repeat it. If you® recall we use
a "model" of the industry that looks at several key lines of business. In fact that model has three views we re-use: LOB vs
Function, LOB vs Drucker Principles, and LOB vs Timeframe.

Those Lines of Business are Wealth Management, Consumer Banking, Credit Cards, Business Banking and Securities
Management. We include Transaction Services, M&A, Investment Banking, Proprietary Trading and Alternative
Investments as sub-sets of the latter, where Alternative Investments include Venture Capital, Hedge Funds and Private
Equity. Each and every one of those LOBs is facing major challenges currently, cyclically and structurally.

And the Industry is failing, as best we can judge, to do anything about any of them. In an earlier post we even offered up a
set of suggestions for strategic initiatives and innovations that would lead to some improvements in industry potential
performance. (Firestorms, Finance, Futures: From Sociopathic Dysfunction to Value Creation). The result - da nada !

In the Darkside post what we found was that the
only source of profits was proprietary trading, where
GS was the exemplar. Or should we say bete noir ?
Their, to say the least, highly unusual and
unexpected profits all came from proprietary trading
and, after the surprise, shock and outrage, a lot
more people did a lot more investigating. The
bottom line here is that their performance is so
aberrational as to be completely incredible - hence
the conclusion that seems defensible based on
many folks work: GS is a hedge fund in disguise
which makes it® money by making markets for
clients and front-running them. In other circles that®
called a violation of fiduciary trust.

We think the accompanying composite chart tells a
terrible and scary story: re-regulation created
aberrational finance industry profits which led to two
stock bubbles that are still uncorrected and were
built on the backs of loading up the rest of the
economy with debt. And the primary beneficiaries,
speaking of fiduciary problems, were the key players
in the industry. How long is that going to continue?

Alternative Investments: Venture
Capital, Hedge Funds, Private Equity

David Swensen of Yale changed the world of institutional and endowment fund management by putting an emphasis on
alternative investments. He shifted the portfolios from the traditional and conservation Stocks, Bonds and Funds to a
much heavier emphasis on alternative strategies and was very successful for a long time. But the thing to bear in mind is
that when he started in the early 1980s those alternatives were under-utilized and under-valued. Investment managers
talk about the alpha and beta of investment returns. Beta is the amount of return that® based on market correlations. In
other words the proportion of return being driven by the normal up and downs of the market and the economy. Alpha is
the return resulting from finding hidden value. Put another way Swensen went after alternative investments when they had
a high Alpha, a low Beta and one that was uncorrelated with the rest of the market.
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Now as money from institutions, wealthy investors and asset managers flooded into the market you get what you always
get - a huge surge in suppliers to meet that demand. In other words thousands more Hedge Funds, PE firms, etc. etc. The
last time we saw a flood of hot money was the late ®0s boom in Venture Capital chasing dreams of Tech Bubble pots of
gold. In the last ten years the VC industry has barely performed as well as the Rusell2000, if that.

Many firms have gone out of business but what we@e looking at now is a huge shakeout, the return of funds and major
industry consolidation. We suspect that the same thing for all the other alternative investments. You see Alpha =
Anomaly. That is exceptional returns result from finding pockets of value that are under-appreciated and under-priced.
Now all the alternatives are just so much BaU, or Beta. Worse yet, implicit in the prior chart, they are just leveraged Beta
and the piper wants to be paid for his music.

Dick Bove, Fume Trading and the Last Word

We® give Dick Bove, the well-known bank industry analysts the last work
here because he brings it all home. This is a fairly recent interview on
Canada® BNN where he discusses bank earnings, valuations and
outlooks. When someone as respected as Bove speaks it@ pay you to
listen. When someone that respected has been so right for so long and so
contrarian you should really think about it. And when you put what Dick
has to say together with our survey on the big picture and structural
outlook you should start changing you atttitudes, actions and activities.
The Finance Industry of the future will not look anything like the Industry
that® evolved in the last thirty years.

But there are three other conclusions that are even more important:
1. On the whole nobody is paying any attention.
2. As aresult nobody is doing anything.

3. Society cannot afford to let the industry keep running around without adult
supervision.

Updates, Adds, Refreshes

This morning® headlines are about the re-appointment of Bernanke, a great thing IOHO, and banks starting to raise more
capital (Deutsche Bank plans Tier 1 issue, reopens market), on which topic you® see more as the tide rolls on we suspect.
But if our whole theme now is BAU and Denial our theme last year was broken business models, bad practices and
malfeasant management. We collected all of last year® major posts on that topic and posted an "essay" on Scribd. Having
just read-read it we strongly urge you to download it and at least review. With the caveat that no on is paying attention
to:Credit, Leverage, Malfeasance and Broken Business Models.

Finally Simon Johnson and Michael Perino had this interview on Bill Moyer's Journal discussing the Pecoro Hearings in
the 1930s which uncovered all the shennanigans that brought about the crash and led to the regulatory infrastructure
created under the New Deal. At the time they didn®anticipate new Pecoro Il but Congress has since chartered a blue-
ribbon panel and, trust us, you need to hear the people singing. As Drucker said, "change the people or change the
people”. Well, the Industry is refusing to change...what do you think is going to happen ?
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Ask Not For Whom the Siren Shrieks: Let the Finance Wars Begin

September 19, 2009
http://llinlithgow.com/bizzX/2009/09/ask not for whom the siren shr.html

The title is a play on words of course, taken from John
Donne's Meditation VII, which starts, "No man is an island
entire of itself; every man is a piece of the continent, a
part of the main" and end with "And therefore never send
to know for whom the bell tolls; it tolls for thee.". The
message being in a society we are all mutually
interdependent.

Sadly, this is a message which not only seems to have
been lost on the Finance Industry but they would appear,
judging from last quarter® earnings and their source in
proprietary trading profits, to turned on its head. Ask not
for whom the bell rings for it rings for me, but never thee.
Having been monitoring and analyzing the business
performance of the Industry for two years now we were,
and are, nonetheless very surprised.

Because the other side of that coin is that society requires

that it® major organizations and institutions provide a service that creates value. And, especially, does no harm to society.
When the opposite is true, and when it looks likely that the behaviors will continue, society has no choice but to act. Well
this week is the anniversary of Lehman® fall and it behooves us to ask what lessons have we learned, what have we done
to fix the systemic and systematic problems and what will we do. Washington has been focused on saving us from our
own and the industry® follies but the President marked the occasion with a speech to Wall St. putting them on notice that
the reckless behaviors of the past will no longer be tolerated; and inviting them to constructively contribute to creating new
regulatory regimes. An invitation they®e had for months and been fighting in every possible way. The week ended with
the Fed® announcement that they will start setting compensation policy. Meanwhile Barney Frank on MSNBC provided
pretty clear indications of where he sees things going and Pecora Il is about to kick off. Now it® a siren rushing to the
crime scene and the results could be very ugly.

Perverse Incentives, Bad Consequences

Let® review some stuff we®@e gone over before
separately and put a new picture together, plus add in
some stuff, from this week. Here we look at the
overall performance of the Economy vs sector Profits,
the Economy vs Markets and Wall St. vs Society. The
UL chart we®e talked about a lot so moving on the
UR chart is updated and shows real SP500 vs real
GDP cumulative growth from 1950 to now.

The bottom triptych puts charts showing the growth of
Debt with Wall St. relative compensation and
Bonuses. Taken all together it almost seems to us
that a complete story is being told, eh what? But what
we have is de-regulation that led to a wave of
financial engineering innovation that started by
creating value but soon focused almost entirely on
internal products, e.g. proprietary trading, that created
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a tsuanmi of debt leading to completely out-of-balance compensation for the Industry. Not least amusing is that this didn®
metastasize until this decade. In other words despite all the tooth-gnashing about systemic problems and accumulated
history it wasn®really until the last five years that we all got ebolasized! Anyway that® how we read.

Give 'em More Rope

One of the interesting things, whatever else you might think, the
political sausage-making the Administration went thru on Healthcare
was carefully managed and got buyin from all the major stakeholders.
The Administration took the same careful steps, signaling its intent in
advance, contacting the players. trial-ballooning multiple aspects of its
agendii and so forth.

Unlike the Healthcare stakeholders the Finance Industry has been
fighting tooth and toenail. Now that the rest of the agenda, like saving
the economy, has made some progress they apparantly feel it® time
to dig into finance. We dissected the major lines of business, which
made money and which didn®and how, in a prior post (BaU vs. NN I:
Finance Fumes, Realities and Pecora ll). The bottom line is that the
Industry think that now that they®e been saved it® time to return to
business as usual.

In point of fact all the bad capital is still on the books, it could take a
decade to repair, the business models in each line of business are
broke, it® been government support and guarantees for Housing
loans (80% of mortgages are FHA), "bank" funds and various Fed
instruments (TALF, etc.) that have let things return to a semblance of
reality, when we were all trembling on the edge of the cliff.

Yet the Industry and investors are treating things as if it never

happened. We use the Finance ETFs to gauge that where 1YG is the Industry, IAl is Broker-Dealers, IAK is Insurance,
and IAT is Regional Banks. Now either we@e completely nuts, the euphorialistic relief rally that the world didn®end is
generating enormous momentum or we@e right and none of this is grounded in any of the realities we®e just listed out.
We know where we vote...how about you? We think the Industry is going to go thru a decade of poor performance that
reverses at least the last decade of perversities, or more, and returns it to its roots and that® irrespective of what
regulatory changes occur.

Get Ready for Adult Supervision

Any organization must provide, as we®e said, a value to
society. It doesn®exist for it® own sake but on
sufferance.
When you take that down organizations must:
1) create value-add (a profit for businesses),
2) create a productive workplace environment and
3) contribute to the existence of a healthy society.

The grades for the Industry are so bad here,
unparalleled since the last time they screwed up this
bad, that we won®bother to give them. That® be your
pleasure. Over and above those when you talk
specifically about not creating social damages there are
three further goals: 1) do no harm, 2) act proactively to
develop solutions to external problems created by the
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industry that no one firm can handle alone and 3) contribute materially to addressing broader social problems where
feasible; after all no enterprise can be healthy in an unhealthy society. It is a preeminent leadership responsibility for
management to deal with these rather than ignore them; or worse try and actively oppose them while continuing to create
problems.

In the early part of the 20thC Theodore Vail, the first CEO of ATT, acted to create a productive and constructive
relationship with Federal and State regulatory authorities that kept ATT a profitable private company. The only such
company in the developed or developing world. The rest of the world® telecom is run by their PTT Ministries. It should be
done, it can done and it certainly shouldn®be done in reverse. Vail proved himself and ATT capable of adult self-
supervision. Not only did the Finance Industry do just the opposite but it literally thumbed its nose at society in the last two
quarters. The Piper is beginning to ask for his pay.

NO Plan? Don't Worry One Will Be Provided!

Wed ask, "where® the plan Wall St." but it® becoming clearer
that one will have to be provided for them. Or so says much of
the public, Washington and the rest of the Industry who was
badly damaged by the malfeasant behavior of a too well
rewarded few.

And in the meantime here® some background reading that
collects the last two years of our aggregate analysis plus our set
on governance and social responsibility. We suggest you might
want to peruse it to review and refresh yourselves on some of
these points.

The Broken Finance Industry: Credit, Crisis, Collapse and Broken Business Models
The Broken Finance Industry II: Crisis, Adaptation, Innovation and Value?
The Corporation vs Society: Performance, Social Responsibility and the Win-Win

Finally we'll refer you to four public policy speeches that have recently been made by the President and members of the
Administration or of key regulatory agencies.

1) President Obama’s Address to Wall Street: http://www.c-
span.org/Watch/Media/2009/09/14/Obama44/A/23145/Pres+Obama+Speech+on+Financial+Crisis.aspx
2) Georgetown University Conference on Future of Global Finances
a. Larry Summers on a new regulatory framework: http://www.c-
span.org/Watch/Media/2009/09/18/Obama44/A/23338/Georgetown+University+Conference+on+Fut
ure+of+Global+Finances.aspx
b. SEC Chair Mary Schapiro: http://www.c-
span.org/Watch/Media/2009/09/18/0Obama44/A/23305/Georgetown+University+Conference+on+Fut
ure+of+Global+Finances.aspx
c. FDIC Chair Sheila Bair: http://www.c-
span.org/Watch/Media/2009/09/18/0Obama44/A/23304/Georgetown+University+Conference+on+Fut
ure+of+Global+Finances.aspx
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About Llinlithgow Associates

Customer Problem
« Value Proposition

o . * Business Model
Llinlithgow Assoc. is a management consultancy « Strategy

focused on evaluating businesses to reduce risk,
leverage under-developed opportunities in
operations and increase overall enterprise
performance to improve investment return.

Management System

i Marketing, Sales &
*Budgeting system

Service

Our a_pproach is based on BizzXceleration, a Management Controls B -
proprietary framewo_rk with 25 years of _ -Operating Plans « Process Discipline
development, to review and analyze Business *Resource Development - Business-driven

Models and Strategy, key operating functions and
supporting infrastructure and management
systems. From there we develop comprehensive,
integrated operating plans that tie all the
components of the business into a high-
performance enterprise.

Core Operating
Functions

 Functional Efficiency

* Inter-function
Integration

Several years ago Michael Lewis published an *Value Alignment
interesting book on how the Oakland A’s took a
systematic look at how the game really works, and what investments in players, strategies and tactics were most likely to
result in the most wins for the lowest cost. Our approaches are similar in taking a systematic look at the whole business,

each of the major components and the best way to tie everything together into a high-performance system.

We start by looking at the basic core value proposition and it's translation into the Business Model and Strategy. Typically
we next examine Marketing and Sales operations, where it is possible to reduce operating costs by 30%, shorten the
sales cycle by 30% and increase the closure rate by 30%. This is primarily the result of establishing good processes and
discipline.

BizzXceleration is comprehensive but integrated across the total reach and range of business activities and issues. And
emphasizes a pragmatic, workable approach that results in a stepwise path to performance improvement. We believe that
our approach mitigates business risks, improves operational performance and can lay the groundwork for 10-30%
EBITDA improvements in post-deal execution.

If you would be interested in further discussions, more detailed descriptions or the review and testing of specific
opportunities we would enjoy hearing from you. We can be reached at contact@llinlithgow.com .

Page 22 of 22

Strategy without execution is fantasy. Execution without strategy is thrashing.
Either without a management system is unlikely.



