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• Heightened operational risk if GBPUSD cross rate goes through 
parity. 
 

• What lies beneath? Liquidity mismatch could increase unlisted 
fund holdings as a percentage of total assets. Hidden pockets of 
leverage. Duration mismatch risk. 

 
• Compensation Cap and Culture: does the removal raise the 

prospect of a return to bad banker behaviour. 
 

 
 
 
 
 
 
 
 
 
  
 
 
 
 
 
 
 
 
 
 
The month in review 
 
The market volatility at the end of September, much of it concentrated  
here in the UK post the “mini-budget”, has thrown up a number  
of stories with implications for control staff at financial institutions. 
 
The last week of September saw enormous volatility in the Gilt  
market. On the 28th of September, The Bank of England  
announced gilt market operations, with a commitment  
to purchase up to £65 billion of long dated Gilts in a series of auctions until 14th 
October to ease dysfunction in the market, which, if allowed to continue or 
worsen, the bank said: “would be a material risk to UK financial stability.” 
 
Operationally, funding requirements at a trading desk level and at a settlement 
level should now be reviewed. Large swings in asset values necessitate increased 
initial and variation margin payments, together with sufficient cash at CREST, for 
settlement. 
 

At the heart of the issue that caused the BoE intervention was the concept of  
Liability Driven Investment, or LDI. Many column inches have been  

devoted to explaining this over the past few weeks, so we will not  
delve into its intricacies here. The issue highlights our call in Horizon  

from last month, (which we also warned of back in May), to  
test modelling assumptions adopted in a low interest  

rate environment and the danger of recency bias in  
valuation models. Given the intersection of  

complex products and underlying retail 
 pensions, there is likely to be heightened  

regulatory attention in this area. 
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Gilt volatility 

illustrates duration 
and leverage risk in 

the system. 

Heed our 
warnings from 

Aug and May of 
this year. 

 



 

HORIZON Takeaway Points for Audit and Control Teams 
 

Heightened operational risk if GBPUSD cross rate goes through parity 
The GBPUSD rate came troublingly near to parity during September. The 
rate has been historically reverse quoted compared to other currencies 
which raises the prospect of simple preventable errors occurring when this 
rate, and the GBPEUR rate, straddles parity and beyond. One only has to 
think back to the Aristocrat Leisure Convertible Bond case of 2009 to be 
reminded of the danger of errors with a reverse quote and the repercussions 
it can have. The case, that went to court, was regarding what was termed a 
“scrivener’s error” in the prospectus where an “AUDUSD” conversion rate 
had been mis-written as “USDAUD”, calling into question the convertibility 
of the bond. With the recent move, we foresee far simpler errors occurring. 
We advise that control staff put in place training now to prepare their 
institutions for circumstances when rates straddle parity, or move beyond. 
E.g. are trading and payment controls, for example fat-finger checks, 
calibrated correctly for this eventuality? 
 
What lies beneath - liquidity mismatch 
Low yields for over a decade have prompted fund managers to add 
alternative investments to their strategies. Recent sharp volatility and falls 
in asset prices has raised the prospect of fund redemptions. Unlisted 
holdings could start to make up a larger portion of fund assets (as was the 
case with Woodford) if selling becomes prolonged. Further, listing is no 
guarantee of liquidity. We advise control functions to review reliance on 
historical liquidity assumptions used in the valuation of Level 3 assets. 
 
Given all the efforts by regulators to clamp down on leverage, the last 18 
months have shown us that significant pockets of it still exist in the system 
today (Archegos, Greenshill etc..), and that they could emerge at any time 
with unexpected ferocity. The need to identify where leverage lies is 
therefore a crucial part of risk management at the current time. Additionally, 
a number of financial issues in the past have been exacerbated by duration 
risk (eg. Northern Rock), so understanding duration risk at present should 
be a top priority. 
 
Compensation Cap and Culture 
Cultural change in Finance has been hard fought since the Global Financial 
Crisis. It is hard to know whether the Compensation Cap improved 
behaviour. We have been working with Internal Audit departments for the 
past decade. In 2012, scandals such as LIBOR, Foreign Exchange and 
Precious Metal manipulation hit the headlines like a relentless tide. The “bad 
banker” was subdued. But Culture runs deep. It is not the act of removing 
the Compensation Cap itself that is the issue. More the signal it could send. 
Specifically, that past behaviour is OK now. Now is the time for Control Staff 
to up their guard around culture and conduct. We would advocate a close 
eye on limit breaches, escalation of customer concerns, filing of error reports 
– in recent volatility we would have expected an uptick in all of these – ask 
yourself, have you seen these?  
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