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).\ Corporate governance causes
of the global financial crisis

THOMAS CLARKE

This chapter seeks tO penetrate the catastrophe of the global financial

crisis to examine its specifically corporate goVErnance causes. The
origins of the crisis in the enthusiasm for deregulation of financial
institutions and markets, and the rapid growth of securitization,
ves is considered

are explored. The huge explosion of global dervati
as the context in which risk management and corpor
were abandoned by major financial institutions. The role of the
rating agencies and of executive incentives n encouraging rather
tigated. Finally, the international effort t©

ate governancc

than managing risk is inves
coordinate a regulatory response to the crisis 18 considered.

The apparent ascendancy of Anglo-American markets and govern-
ance inspitutions was profoundly questioned by the scale and contagion
of the 2008 global financial crisis. *America’s financial institutions
have not managed risk; they have created it (Stightz, 2008). The
crisis was initiated by falling house prices and rising mortgage default
rates in the highly inflated US housing market. A severc credit crisis
developed through 2007 into 2008 as financial institutions became
fearful of the potential scale of the subprime mortgages concealed in
the securities they had bought. As a result, banks refused to lend to
cach other because of increased counterparty risk that other banks
might default. A solvency crisis ensued as banks were slow to admit
to the great holes in their accounts that the subprime mortgages had
caused (partly because they were themselves unaware of the serious”
ness of the problem) and the difficulty in raising capital to restore their
balance sheets. As an increasing number of financial institutions col-
lapsed in the United States, the UK and Europe, successive govern”
ment efforts to rescué individual institutions, and to offer 'general
support for the financial system, did not succeed in restoring confi-

dence as markets continued n free-fall, with stock exchanges across
the world losing almost half their value (Figure 2.1).

( O O ¢ gove S / 1; - 1S ZL
LOorp rat vernance it 17dF 181
l é ance cc ¢S Of tne Q[()I)ﬂl f/ 1l 1L7ﬂ[ Crists )

S&P Dow

500 Jones Hang

Nasdaq
Seng Shanghai

FTSE  Kospi Dax CAC ASX 200 Nikkei

702

Source: Stock exchanges

gure 2.1 Collapsing stock exchanges in 2008 global fi i isi
BBt pes in 2 global financial crisis {year to

‘ Financial insecurity rapidly became contagious internationally as
foars of a global economic recession became widespread an([ szo;l;
markets around the world crashed. This financial crisis was larger in
than any crisis since the 1930s Great Depression, involviné bank
(Tt(mseqlvaatively estimated in October 2008 by the IMF (ZOOSL) as
Rt .l‘..llfi]:.l]_l_y \.')fl ,4()0 bxlho? dollars, eclipsing eatlier crises in Asia, Japan
.TLL_\.J the l.,Jmt.ed States (Figure 2.2). Martin Wolf was quick to realize
the implications of the crisis, as he put it in the Financial .T(i;.ncl)s

We

e living thr irst crisis of

: ¢ l\/mg., through the first crisis of the brave new world of securitised
nancial markets 1 NP »
narkets. Tt is too carly to tell how economically important the

upheaval will pr
prove. But nobody can ¢ its significanc i i
o y can doubt its significance for the financial

fits origins lie wi !
LI O e s e (s : H
e s l" pins lie with credit expansion and financial innovations in the
Ja Tigelr, 1t can e bl ‘er itali i
N annot be blamed on ‘crony capitalism’ ip periphcml economies
Ul rather on responsibil 8 )

on responsibility in the core of the world economy. ’

Ovicims of 5=
Jrigims of the crisis

In thc H

Wicks l'rf:;‘l];ail?owaﬁ .m'a'rkets wgrk, the origins of the 2008 financial

US Fedhenl Re. ;.ln in the solutions to the previous market crisis. The

bellane. of C(mf_\:, gnder the sage Alan Greenspan, responded to the

o i 20 idence caused by the dot-com disaster and Enron
1/2 by reducing US interest rates to 1 per cent, their
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40

35
financials i 30
W Bank losses (in billions of US dollars, left scale) :

O Percentage of GDP (right scale)

25
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5

US savings and  Japan banking Asia banking US subprime crisis
loan crisis crisis (1990—9)  crisis (1998-9) (2007 —present)

(1986-95)
Note: US subprime costs represent staff estimates of losses on banks and other
financial institutions. All costs are in real 2007 dollars. Asia includes Indonesia,
Malaysia, Korea, the Philippines and Thailand.
Sources: World Bank; IMF staff estimates.

Figure 2.2 Comparison of international financial crises

lowest in forty-five years, flooding the market with cheap credit to
jump-start the economy back into life. US business did recover faster

than expected, but the cheap credit had washed into the financial
services and housing sectors, producing the largest speculative bubbles
ever witnessed in the American economy (Fleckenstein, 2008). The
scene was set by the 1999 dismantling of the 1932 Glass-Steagall Act
which had separated commercial banking from investment banking
and insurance services, opening the way for a consolidation of the
vastly expanding and increasingly competitive US financial services
industry. Phillips (2008, p. 5) describes this as a ‘burgeoning debt and
credit complex’: “Vendors of credit cards, issuers of mortgages and
bonds, architects of asset-backed securities and structured investment
vehicles — occupied the leading edge. The behemoth financial conglom-
erates, Citigroup, JP Morgan Chase etal., were liberated in 1999 for the
first time since the 1930s to marshal banking, insurance, securities, and
real estate under a single, vaulting institutional roof.”

In this newly emboldened finance sector the name of the game
was leverage — the capacity to access vast amounts of credit cheaply
to take over businesses and to do deals. Wall Street investment banks
and hedge funds flourished with their new-found access to cheap
credit. Exotic financial instruments were devised and marketed
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internationally: futures, options and swaps evolved into collateralized
debt obligations (CDOs), credit default swaps (CDSs) and man
other acronyms, all of which packaged vast amounts of debt to by
tljaded on the securities markets. Abandoning their traditional finarf
cial conservatism, banks looked beyond taking deposits and lending to
Fhe new businesses of wealth management, and eagerly adopted few
instruments and business models. As the IMF put it:

B.allll(lng systems in the major countries have gone through a process of
disintermediation — that is, a greater share of financial intermediation is now
taking place through tradable securities (rather than bank loans and
deposits) ... Banks have increasingly moved financial risks (especially credit
risks) off their balance sheets and into securities markets — for examy le, b

Pooling and converting assets into tradable securities and enterin}; i’nt(}),
interest rate swaps and other derivatives transactions — in response both to
J'egulatory ncentives such as capital requirements and to internal incentives
to improve risk-adjusted returns on capital for shareholders and to be more
competitive . . . Securitization makes the pricing and allocation of capital
more efficient because changes in financial risks are reflected much rﬁor-
quickly in asset prices and flows than on bank balance sheets. The downsid?
is that markets have become more volatile, and this volatilit.y could po X
threat to financial stability. (IMF, 2002, p. 3) e

Global derivatives markets

As th‘e.new financial instruments were developed and marketed, the
sccurities markets grew massively in the 2000s, dwarfing the grc;wth
of Fhe real economy. For example, according to the Bank of Inter-
national Settlements, the global derivatives markets grew at the rate of
32 Iper‘ cent per annum from 1990, and the notional amount of

erwatwes‘ reached $106 trillion by 2002, $477 trillion by 2006, and
Iel:ittf:jﬁdoia: s-l.)tr;\l:ff)ll(l- by 2008 (though gross market value is a small
e == thls. { (. insey & C01.npany, 2908, p. 20). The supposed
o tls llnLlftfaSJH,g.Iy massive exercise was to hedge risk and
e and); 0 t"l-e ?pancml system. Derivatives allow financial insti-
o s mf;rpou ations to take greater and more complex risks such
svenig ]:‘e] (;r,u-)rtgag.es and corpc:rate debt, because they may
Widely o c;i 1:15 .agamst Iosses.. Sllnce derivatives contracts are
i P'i;ties may be.furrher limited, though this increases the

arties exposed if defaults occur.




32 Thowmas Clarke

Complex derivatives were at the heart of the credit market turmoil that
rippled through financial markets in 2007, raising concerns about the
financial players’ abilities to manage risk as capital markets rapidly evolve.
Unlike equities, debt securities and bank deposits, which represent financial
claims against future earnings by households and companies, derivatives are
risk-shifting agreements among financial market participants. (McKinsey &
Company, 2008, p. 20)

Because of this fundamental difference and indeterminacy McKinsey
did not include derivatives in their calculation of the value of global
financial assets, an indication of the ephemeral quality of derivatives.
Yet derivatives certainly have their defenders who claim they make an
essential contribution to international liquidity. A riveting analysis of
the legacy of the former Chairman of the Federal Reserve in The New
York Times, detailed how Alan Greenspan defended derivatives
markets as an innovation helping to develop and stabilize the inter-
national financial system: ‘Not only have individual financial insti-
tutions become less vulnerable to shocks from underlying risk factors,
but also the financial system as a whole has become more resilient.’
Others were less sanguine, and both George Soros and Warten Buffett
avoided investing in derivatives contracts because of their impene-
trable complexity. Buffett described derivatives in 2003 as ‘financial
weapons of mass destruction, carrying dangers that, while now latent,
are potentially lethal’, and pointed out that collateralized debt obliga-
tion contracts could stretch to 750,000 pages of impenetrable (and
presumably unread) text (The New York Times, 8 October 2008).
Greenspan was sceptical about successive legislative efforts to regulate
derivatives in the 1990s. Charles A. Bowsher, Head of the General
Accounting Office, commenting on a report to Congress identifying
significant weaknesses in the regulatory oversight of derivatives, said in
testimony to the House Sub-Committee on Telecommunications and
Finance in 1994: ‘The sudden failure or abrupt withdrawal from trading
of any of these large U.S. dealers could cause liquidity problems in the
markets and could also pose risks to others, including federally insured
banks and the financial systemasa whole. In some cases intervention has
and could result in a financial bailout paid for or guaranteed by taxpay-
ers.’ In his testimony at the time, Greenspan was reassuring: ‘Risks in
financial markets, including derivatives ma rkets, are being regulated by
private parties. There is nothing involved in federal regulation per s¢
which makes it superior to market regulation’, though he did accept
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'derl'vati.ves could amplify crises because they connect together financial
institutions: “The very efficiency that is involved here means thatif a crisi
were to occur, that that crisis is transmitted at a far faster pace and wlistllrsl
some greater virulence.” When the Commodity Futures Trading Cor
mission, the federal agency which regulates options and futuresgtrad'n—
examined derivatives regulation in 1997, the head of thé Co.mmis on.
Brogksley E. Born, said in testimony to Congress that such o Zlon’
trz.jldmg might ‘threaten our regulated markets or, indeed, our ecoFr)lo(illlle
w1tbout any federal agency knowing about it’, but she wel’s chastised fo}:‘
taking steps that would lead to a financial crisis by Treasury officials (The
New York Times, 8 October 2008). The explosive potential of deriva-
tives was always present, as the implosion of the hedge fund Long Ter:n
Capital Management (LTCM) in 1998 revealed. With equity of $4.72
billion and debt of $124 billion LTCM had managed to syecure (')ff—
balance sheet derivative positions of $1.29 trillion (mostly in interest
r‘ate swaps). The rescue of LTCM by a consortium of banks led by the
l*ede.ral Reserve Bank of New York, in order to maintain the inte ri}; of
the financial system, was a harbinger of how a decade later on riasZive
systemic financial risk-taking would be rescued by governments after
the event, rather than regulated by governments before the event.

I'he corporate governance causes of the crisis

l.he explanation of why investment banks and other financial institu-
tions took such spectacular risks with extremely leveraged positions on
many gecurities and derivatives, and the risk management, governance
and §th1cal environment that allowed such conduct to take pl’ace is.worth
d,evteul(::d analysis. Nobody imagined the scale of the tragedy tf’lat befell
W;]ll Street’s leading investment banks. “Wall Street: RIP’, pronounced
Tllac New York Times (28 September 2008). ‘A world of big ;gos. Aworld
rvlclle people love to roll the dice with borrowed money, of tightwire
ell;ljnillﬁ,epi'spelledhby c.omputers ... that world is largely coming to an
(EnthuSiESlcncmg the triumphal past was disillusion and disorientation:
s Wzs g;)ne from Wall Street yesterday, replaced by a febrile
i (}; inb a foreboding that 2008 might turn into 1929 (Times
quic](]}; . Ct) Older ZQQS ). No one .had.imagined this all could happen this
Yo m,ore thu EntmlpaFe .when it might end. Before the end of October
oty b .al‘l. alf a tFllllOll dollars had been lost in subprime invest-

ajor international banks (Table 2.1).
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Table 2.1 Subprime losses by international banks October 2008

Company

Citigroup

Merrill Lynch
Wachowvia

Washington Mutual
UBS

HSBC

Bank of America

JP Morgan Chase
Iehman Brothers

AIG

Royal Bank of Scotland
Morgan Stanley

1KB Deutsche

Fanniec Mae

Deutsche Bank

Ambac

Wells Fargo

MBIA Inc

Barclays

Credit Agricole

Credit Suisse

HBOS

Canadian Imperial Bank of Commerce
Fortis

Bayerische Landesbank
Freddie Mac

ING

Société Geénérale
Mizuho Financial Group
Dresdner Bank

Bear Sterns

WestLB

BNP Paribas
UniCredit

Lloyds TSB

Nomura Holdings

DZ Bank

Natixis

Swiss Re

Country

us
Us
us
Us
Switzerland

($US bn)

66.6
54.6
52.7
45.6
44.2
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Table 2.1 (cont.)

Company

Country

($US bn)

40 HSH Nordbank
41 LBBW

42  Commerzbank
43  Mitsubishi UFJ
44 Sumitomo

Germany
Germany
Germany

Japan
Japan

L7
1.7
1.2
1.2
1.2

UK
uUsS
us
UsS
us
UK
Us
Germany
usS
Germany
UsS
us
us
UK
France
Switzerland
UK
Canada
Belgium/Netherlands
Germany
us
Netherlands
France
Japan
Germany
us
Germany
France
Italy
UK
Japan
Germany
France
Switzerland

27.4
21.2
18.8
18.2
16.8
16.5
15.7
14.7
12.7
11.4
10.3
10
9.4
9.2
8.6
8.1
7.5
7.4
6.9
6.7
6.7
6.5
6.4
6.2
5
3.4
31
2.7
2.7
2.6
2.5
5

2
1.8

45 AXA France 1.1

Total losses 582.60

Sownrces: Individual banks; central banks.

Masters of the Universe

Each financial boom is associated not only with reckless risk-taking
and wildly inflated rewards, but an indulgent culture proclaiming the
new Masters of the Universe. Tom Wolfe coined this phrase (based on
a children’s comic book) for financial parvenus in the middle of the
1987 boom in his book The Bonfire of the Vanities." The hubris
returned a decade Jater with the NASDAQ boom, and the posturing
of the executives of Enron, Worldcom and other companies who, in
strenuous self-promotion, declared they were leading the best com-
panies in the world, before they ran out of funds and then ran out of
hype as they faced the courts. With the recovery of US financial
markets after the Enron debacle, the explosion of financial innovation
gave the world a new breed of Masters of the Universe in the deriva-
tives dealers and hedge fund managers who manipulated trillions of
dollars, while charging immense fees. This long financial boom of
recent years saw the culture of financial excess permeate through
syvathcs of the rich industrial countries as people were encouraged to
llve\ on debt with escalating mortgages and multiplying credit cards.
Symptomatic of the humiliating fall from assumed greatness was the
gxd of Lehman Brothers, a 158-year-old Wall Street institution forced
‘lnt() bapkruptcy by an incapacity to face reality. Lehman’s had failed
(’;‘ﬁ;zt;n 119952, frellling itself to Americ.an Expr(—?ss at a discount price
W “@:,;l.. mqd). he Chf"urman at the time, Lewis L. Gluck'sman, said,
2 ade a culture where people were concerned with the firm
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and not just each other. We had a level of greed here and personal
selfishness that was disgraceful’ (The New York Times, 19 January
1986). Later Richard S. Fuld became Chief Executive, returning
Lehman’s back to being an independent bank in 1994, Lehman’s was
the fourth largest investment bank on Wall Street and was a self-
proclaimed ‘innovator in global finance’.

As the Wall Street investment banks stumbled, Fuld had dinner
with Henry Paulson in April 2008 and came away thinking Lehman’s
had a ‘huge brand’ with the US Treasury. The announcement of a
first quarter 2008 loss of $2.8 million and a larger second quarter
loss of $3.9 billion exposed the weaknesses in Lehman’s position. As
Fuld cast about for a white knight to invest in the firm in the United
States, Europe and among Asian sovereign wealth funds, Lehman’s
was publicly presenting a rosy view of its future. After the company
collapsed, three separate federal investigations began into the conduct
of Lehman’s in the final months, and Fuld was hauled in front of the
US Congress House of Representatives oversight committee. Demo-
cratic congressman John Sarbanes, referring to a June 2008 statement
in which Fuld insisted the company’s liquidity was strong, said, ‘Either
he has lost all perspective and is completely clueless or he is quite
savvy and deceiving people’ (Financial Times; The New York Times,

6 October 2008).

Deregulation

Financial institutions are critical to the operation of any economy, and
traditionally subject to a framework of firm regulation, however as
the financialization of the US and international economy proceeded,
paradoxically the regulatory touch lightened considerably. In the
words of one US finance expert in the years before the crisis:

We were developing a system of very large, highly levered, undercapitalized
financial institutions — including the investment banks, some large money
centre banks, the insurance companies with large derivative books and the
government-sponsored entities . . . Regulators believe that all of these are
too big to fail and would bail them out if necessary. The owners, employees
and creditors of these institutions are rewarded when they succeed, but it
is all of us — the taxpayers — who are left on the hook if they fail. This is
called private profits and socialized risk. Heads, I win. Tails, you lose. It is &
reverse Robin Hood system. (Einhorn, 2008a, pp. 16-17)
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The abolition of the Glass-Steagall Act in 1999 paved the way for a
regulatory loosening of the US financial system, enhanced in 200321 b
new SEC rule intended to reduce regulatory costs for broker—deal(}elrasl
.that were part of consolidated supervised entities. Essentially this
11'1volved large broker-dealers using their own 1fisk—managementy rac-
tlces.for regulatory purposes, enabling a lowering of their cap ital
requirements (the core capital which a bank is required to hollc)i to
SUpport its risk-taking activities, which normally includes share cap-
ital, share premium and retained earnings). In addition thé SE%
amended the definition of net capital to include securities for which
there was no ready market, and to include hybrid capital instruments
and .certain deferred tax assets, reducing the amount of capital
required to engage in high risk activities. Finally the rule eased the
calculations of counterparty risk, maximum potential exposures and
ma.rgin lending, and allowed broker-dealers to assign their own credit
ratings to unrated companies. Einhorn comments on this regulator
capitulation of the SEC: ‘Large broker-dealers convinced the re ula}—,
tors that the dealers could better measure their own risks. and %}vith
fancy math, they attempted to show that they could suppor; more risk
with less capital. I suspect that the SEC took the point of view that
these were all large, well-capitalized institutions, with smart, sophisti-
cated risk managers who had no incentive to try to fail. Con;eqlllaentl
they gave the industry the benefit of the doubt’ {2008a, p. 16) "

Rating agencies

As dl.nternatlonal financial markets have expanded, the role of the

cre 3 . o

Oc. it rating agencies (CRAs) has proved critical. The International
rganization of Securities Commissions (IOSCO) claims that

(fI}As assess the credit risk of corporate or government borrowers and issuers
]‘(:lf 1>.<cd—1.ncome s.ecurities. CRAs attempt to make sense of the vast amount of
Cc(zi(r)nnititéogrcagsllsl?ble regarding an ?ssu'er or borrower, its market and its
stonding o lFigkargles 1;1 order to give investors and lenders a better under-
purehacing o is;t s‘, cfzy adc§ when lendmlg‘to a particular borrower or when
on o b Oflehl S 1);& —mcom.e secur'mes. A credit rating, typically, is a

ow likely an issuer is to repay, in a timely fashion, a

particular debt or financial obligation, or its debts generally. (2003, p. 1)

Yet h 1 h
€ ( in 1
. l o CStiOn asked by eve ybOdy whnen the flnancial CriSiS erupted
S h W Cou d aSSCt-baCked SeCuritieS COI’ltaiHing Subprime mortgages
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and other high risk debt possibly be given AA credit ratings by
Srandard and Poor’s or Moody’s?

The answer was again that financial innovation hfwd f)utp@@d
regulatory prowess. The rating agencies, ius.tead of monito! 1{nlg Jﬁlg(ﬂ—‘
ously the growth of financial markets and 1;15!tr1.1m(31.1tsj hu we:orlm
junior partners in this enterprise. Coffee (2006) in his ¢ mqm‘ 0 "u
failure of the gatekeeper professions in us cor.p‘m:ate govre‘l nim'g?
including auditors, corporate lawyers and securitics analysts, raisces

the following issues regarding rating agencies:

Concentration

Given the immense capacity of the rating agencies to influence th_e
fortunes of financial institutions and instrume‘nts in terms of the public
perception of risk, they have maintained a highly prqﬁtab{e duopoly
with Standard and Poor’s Ratings Services and ’Moody S In}:e?t()r
Services, only recently joined by Fitch Investor Services for specu:!lllsed
cubmarkets. The SEC has supported this entrenched market position,
reinforced by a reputational capital only now being challenged.

Conflicts of interest

Traditionally the rating agencies rated tho.usa‘nds of clients 'm' the)
corporate debt business with little chance of being captured by sm‘glc
clients. However, as the importance of the structured debt mm_ketﬂ
grew, there were only a few investment banks active but.the scale .of
the market grew exponentially. From the 1970s the rating agencies
business changed from their revenue coming from subsgwbers for thetr
ratings services, to their revenue coming frf)m t’h'e issuers of debt
products, creating a context for capture by clients” interests.

Complex financial products

Rating corporate debt utlizing corporate financial history and a‘udited
financial statements is less difficult than complex structured finance
products issued by investment banks. Understanding the nature of the
underlying assets and cash flows generated by these assets, and t.hc
risks involved over tme, is a major undertaking. The rating agenc.ies
deny any obligation to do due diligence on the portfolio backing

structured finance products.
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Timing and relevance

Even if the rating agencies were close n their original rating, they do
not review how a debt product may change over time in different
market conditions, and rating agencies were slow to downgrade sub-
prime asset backed securities (Coffee, 20065 Scott 2008, pp. 23-4).

The rating agencies believed i the investment banks of Wall Street,
and in their risk controls, and assumed that ‘everything was hedged’.
Though the CRAs do have the power to review non-public informa-
tion to assess the creditworthiness of institutions and securities, they
did not have the inclination, manpower or skills to do this thoroughly
in all cases, and they did not get paid until they gave a rating.

The market perceives the rating agencies to be doing much more than they
actually do. The agencies themselves don’t divectly misinform the market,
but they don’t disabuse the market of misperceptions — often spread by the
‘ated entities — that the agencies do more than they actually do. This creates
o false sense of security, and in times of stress, this actually makes the
problems worse. Had the credit rating agencies been doing a reasonable
iob of disciplining the investment banks — which unfortunately happen to
hring the rating agencies lots of other business — then the banks may have
heen prevented from taking excess risk and the current crisis might have
baen averted. (Einhorn, 2008a, p. 13)

Risk management

Financial businesses’ activities 1 rapidly changing markets are highly
sensitive to variance, and it might be expected that as the financial
services industries have grown inexorably and financial products have
become more complex, the sophistication of risk management tech-
nigues will have developed in parallel. However the reality is that
innovation in financial products has far exceeded the capacity of risk
management measurement and monitoring tools to gauge risk. The
most widely employed risk management tool is value-at-risk (VaR),
which measures how much a portfolio stands to make or lose in 99 per
ceni of the days. But as Einhorn argues, this measure ignores what
might happen at the moment of greatest risk:

A risk manager’s job is to worry about whether the bank is putting itself at

I-.I'“ o ne Q . . . g FI

.‘IK‘ in the unusual times — or, in statistical terms, in the tails of distribu-

ton, Yer £ 1 . A e -
. et, VaR ignores what happens in the tails. 1t specifically cuts them off.
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A 99 per cent VaR calculation does not evaluate what happens in the
This, in my view, makes VaR relatively useless as a risk
Iy catastrophic when its use creates a false
d watchdogs. This is like an
you have a car accident. By

last 1 per cent.
management tool and potentia
sense of security among senior Managers an
airbag that works all the time, except when
ignoring the tails, VaR creates an incentive to take excessive but remote

risks. (Einhorn, 2008a, p. 11)

dustries relied upon in

Yet VaR was the tool international finance in
example UBS was the

transactions involving billions of dollars. For
Earopean bank with the largest losses from the crisis, involving
the Swiss government and central bank providing an aid package of
$59.2 billion to take risky debt securities from its balance sheet. In a
shareholders published in April 2008, UBS laid bare the risk

report to
mense losses (though

management failings that had led to such im
wealthy clients continued to desert the bank in droves, withdrawing
$58 billion in the third quarter of 2008). The report bhighlights

worrying detail the incomplete risk control methodologies, with

market risk control (MRC) placing considerable reliance on VaR
and stress limits to control the risks of the business, without imple-
menting additional risk methodologies, or aggregating notional limits

even when losses were made (2008a, p. 13):

(1) Mortgage portfolio trades were certified by the UBS investment
bank’s quantitative risk control: ‘|BJut with the benefit of hind-
sight appears not to have been subject to sufficiently robust stress
testing. Further, the collateralised debt obligation desk did not
carry out sufficient fundamental analysis as market conditions
deteriorated . . > (2008a, p. 30).

With regard to asset-backed securities trading, also, there were
incomplete risk control methodologies. “There was considerable
reliance on AA/AAA ratings and sector concentration limits which
did not take into account the fact that more than 95 per cent of the
asset backed securities trading portfolio was referencing US under-
lying assets (i.c. mOrtgage Joans, auto loans, credit card debt etc)’
(2008a, p. 32).

In fixed income there was a growth orientation: “The investment
bank was focused on the maximisation of revenue. There appears
to have been a lack of challenge on the risk and reward to business
area plans within the investment bank at a senior level. UBS's
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review suggests an asymmetric focus in the investment bank senior
management meetings on revenue and profit and loss, especiall
when compared to discussion of risk issues. Business’»peer cl(ml}i
leng§ was not a routine practice in those meetings . . . Inappropcri—
ate risk metrics were used in strategic planning and assessment
Il'lvestment Bank planning relied on VaR, which appears askt\he ke ‘
r.1sl< parameter in the planning process. When the market dislom}i
tion unfolded, it became apparent that this risk measure methoél—
ology had not appropriately captured the risk inherent in the
bu'smcss having subprime exposures’ (2008, p. 34).
With regard to UBS group governance there was: ‘[Flailure to
demand a holistic assessment. Whilst group senior management
was .alcrt to the general issues concerning the deteriorating US
hous,mg market, they did not demand a holistic presentation of
UBS’s exposure to securities referencing US real estate assets
before July 2007, even though such an assessment may have been
warranted earlier in view of the size of UBS’s real estate assets’
(2008, p. 35). e
The report concluded with reference to risk control that there
was over-reliance on VaR and stress: ‘“MRC relied on VaR '11id
stress n.umbers, even though delinquency rates were illcrea;111
and origination standards were falling in the US mortga %
market. It continued to do so throughout the build-up of qigici?i—
cant positions in subprime assets that were only p;n‘tiflll
hedged. Presentations of MRC to UBS’s senior governqcnc};
.b<.)dles did not provide adequate granularity of subprime C)os—
itions UBS held in its various businesses. No warnings Vlvere
given to group senior management about the limitations of the
presented numbers or the need to look at the broader contextual
framework and the findings were not challenged with perse ('—
ance’ (2008, p. 39). .
}*mally the report condemned the lack of independence and
?cquthy sc'ept1c1sm in UBS governance: ‘Fundamental analysis of
the ‘subprnlne market scems to have been generally based on the
bus@ess view and less on MRC’s independent assessment. In
particular there is no indication that MRC was seeking views fJ.‘om
.(,)F%]Cr sources than business . . . Further, risk systems and inrﬁ'a—
‘1| uct'ure were not improved because of a willingness by the risk
function to support growth’ (2008, pp. 39-40).
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[ncentivization

The final and most critical part of the explanation of why investment
banks and other financial institutions ook such extreme risks with
highly leveraged positions in com plex securities, peglecting risk manage-
ment, governance principles, and often basic business ethics, was that
they were bighly incentivized to do so. Massively incentivized irresponsi-
bility became the operating compensation norm in the financial commu-
nity, as banks and fringe financial institutions chased the super profits

available as global financial markets expanded exponentially.

The management teams at the mvestiment baoks did exactly what they were
incentivized to do: maximize employee compensation. lnpvestment banks
pay out 50% of revenues as compensation. So, more leverage means more
revenues, which means more compensation. In good times, once they pay
out the compensation, overhead and taxes, only a fraction of the incremen-
tal revenues fall to the bottom line for shareholders. The banks have done a
wonderful job at public relations. veryone Kknows about the 20% incentive
fees in the hedge fund and private equity industry. Nobody talks about the
investment banks” $0% compensation structures, which have no high-water
mark and actually are exceeded in difficult times in order to retain talent.
(Einhomn, 2008a, p. 1 1)

The report on the vast write-downs at UBS examines how the compen-
sation structure directly generated the behaviour which caused the
losses, as staff were motivated to utilize the low cost of funding to

invest in subprime positions.

Employee incentivization arrangements did not differentiate between return
generated by skill in creating additional returns versus returns made from
exploiting UBS’s comparatively low cost of funding in what were essentially
carry trades ., . . The relatively high yield ateributable to subprime made this
asset class an attractive long position for carry trades. Further, the UBS
funding framework amplified the incentives to pursue compensation
through profitable carry trades. The compensation structure senerally made
little recognition of risk issues or adjustment for risk/other qualitative
indicators (e.g., for group internal audit ratings, operational risk indicators,

compliance issues etc.). (Einhorn, 2008a)

As a result there were insufficient incentives to protect the UBS fran-
chise for the longer term; ‘it remains the case that bonus payments for
successful and senior international business fixed income traders,
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11'1ch.18|111g those in the businesses holding subprime positions were
Mgmi‘lcnnt. Essentially, bonuses were measured against gross rt‘vcnu.c
after personnel costs, with no formal account taken of th; C mlif and
sustainability of those earnings’ (2008a, p. 42). R

Regulation and governance of financial institutions

\X/hl.le the accumulated cost of the global financial crisis was being
realized, rh_e commitment to establish a new intcrnati()l;nl lzi;w'mci'lgl
|‘?g'tllzlt<')1'y framework increased. As the costs of all forms of I:I]t;l'VCI(%
E}ﬁ)l} t()‘a'llcvm'tc the crisis by the US government ballooned out to
4)/.7‘ trillion (including credit discounts, credit extensions, securities
](511(1111;'1;, tetm auction facilities, portfolio funding, money market func.ling
FARP, assistance to specific institutions, economic stimulus pack'WC;
and homeowner assistance), the general market assistance and Qpe(crfic
rescue packages for individual financial institutions am()ul‘ned .t<
.':||mosF $11 willion worldwide by October 2008 (Table 2.2) W’hil?
\':|.‘|f-:se funds could be regarded as a temporary investment in“tdhé ﬁn'mt»
cial economy, with the hope of recouping much of the funds back ;r a
later stage, this was an optimistic view when the crisis spread to ot‘he(r
sectors of the economy. As the financial crisis impacted L.1p<m the real
cconomy the fears of a prolonged recession grew, with UVS industrijll
production falling further than it had for over thirty yee1|;s and f(lr
«‘;;«;rl.mple_, the US automotive industry becoming increasing;y‘ pr;mr-
;-()Ii.‘_-i., announcing further major redundancies and looking for suppZnT
i‘|I|<_t>(llljldttl\l(; ff:_d;l{;lnizxi;t?gEo(lllzC]}]df”g support Fr'om the assistance
imcend - s, since the automotive companies had
\w‘lc,o .I)C(:f)llle finance companices). The International Labour Organiza-
fionin Geneva estimated that up to twenty million people in thej woﬁd
would lose their employment as a consequence of the financial crisis
and that for the first time in a decade the global total of unemplo Afck(;
would be alﬂ)ove 200 million (Associated Press, 21 October 2()()<S}’) %he
|lJr<)1 et of Fhe whole world falling into recession at the samc-timc
)(;:?l[_:‘::l:;Ii):\iizllllC“:(l),]i]ething not wil‘nesselcl since the 1930s.
. imlrke;g u)zl«llg ;s(]:tl T;ld’jlensc t{hat this reguh.lt()ry failure of finan-
i, cosln Smlwait :Ilwuf t:). )()"cg.m Vagam_. Thu“ Chancellor of
alwart ally of President Bush, derided the lack of

reen
ol

farion i i i W
s I\(;/h]gh., in her view, allowed the financial crisis to erupt in
> Unieed States - seep ine ) S
I'States and seep inexorably towards Europe. She reminded
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Table 2.2 Government support for global financial crisis
2008

$US

E 1.8 wrillion

i 856 billion
UK lio
U 7.74 trillion
. 205 billion
130 bilhon
10.4 billion

105.12 billion

Sweden

South Korea
Australia

Rest of the world

Total 10.85 wrillion
ota

Sonrce: Compiled from: BBC, ‘Credit crisis: world in turmaoit’y ;wml:—

able at http://1‘1cW‘s.hhc.Ct}.uk:‘Z!hi/busillcssf7654647.§rm and 1ML,
“Gilobal financial stability report’, October 2008, available at www.
imf.()rg/extcmnI/pubs{ftfgfsrl?.l]{)%i/()l/ index.htm.

the German public that the United States e‘md Britain re]ec:jed hccrl
proposals in 2007 for regulating internanor‘laI hfdge fgn ] int

bond ratings agencies. ‘It was said for a long time‘, Let,_ the ma;deds
take care of themselves™,’ Merkel commented. ‘Now, she added,
‘-e\}en America and Britain are saying, “Yes, we‘need mo;e_transgar—
ency, we need better standards.”’ Germany’s .fm-fmce mmlsier, cer
Steinbrueck, said that the ‘Anglo-Saxon’ capitalist system. had run
its course and that ‘new rules of the road’ a}-c needec:l, mclu;)iu?g
greater global regulation of capital markct.s (The Wasbmgtl(lmd {ust,
28 September 2008). Gordon Brown and Nlco.las Sarkozy ca le jr a
Bretton Woods agreement for the twenty—ftrsf century, aime at
rebuilding the international financial systenm. W.h()ugh the econ?nfnca
summit meeting of leaders of the G20 countries was arrangeﬁl 01/__
Washington in November 2008, it was clear (‘Jeorgc Bush would not
be taking the lead in this initiative. Yet something of‘a sea:cl1a‘1r}g.te wa;
occurring in US domestic politics in response to th§ financial crisis '?r;
with the sweeping election to the US presidency of Bz?rack (?bams. e
experience of Congress and the White House equlvocattr;g a OI.IL 1?3
rescue package of buying securities had made a deeply un avpu:lathc
impression on the US public. The UK gpvernm&nt had recognize .
deeper problem of a lack of confidence in thg banks thgmselxtesf, w -
was resolved by governments becoming the investor of last resort an=
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the guarantor of loans between banks, and it was the adoption of a
similar strategy by the US government that finally staunched the panic
on Wall Street. As Andrew Moravesik, professor of politics and inter-
national affairs at Princeton University, suggested, “‘Americans, especially
conservatives, have a particular view of Furope as over-regulated, there-
fore suffering from weak growth and Euro-sclerosis. This could change
that view and create more respect for the European view of regulation
more generally’ (Australian Financial Review, 20 October 2008).

A problem in devising a new financial regulatory architecture was
(hat Bretton Woods in 1944, though it established the International
Monetary Fund and the World Bank, was essentially dealing with
national financial markets. Digital and interconnected global financial
markets presented a much bigger challenge. A series of measures was
proposed by Gordon Brown:

(1) Improving risk disclosure by financial institutions was fundamen-
tal, together with stricter rules on bank liquidity and leveraging.
Ensuring banks take bigger stakes in any loans they pass on to others
through securitization might constrain irresponsible innovations.
Establishing a central clearing house for complex derivatives
could help to discipline their use.
increased supervision and regulation might include new standards
for off-balance sheet accounting, and supervision of the largest
international banks and insurance companics.

Reforming executive compensation structures that encouraged
excessive risk-taking and aligning reward with long-term value
creation was another imperative.

Finally a capacity to police the potential for future dangers to the
international economy and the means of cooperation for future
crises were important (The Times, 16 October 2008).

These principles for reforming international financial markets were
broadly supported in Europe, and had public resonance in the United
States where it was argued the rapid expansion of unregulated finan-
cial institutions and instruments from hedge funds to credit default
swaps should be contained by extending financial reserve require-
ments, limiting leveraging and ensuring trading occurred on public
exchanges (The Wall Street Journal, 25 July 2008; IPS 2008). With the

ational financial community still in a state of profound shock,

and heavily dependent upon state aid, any protests about the dangers




48 Thomas Clarke

of over-regulation were muted. Adair Turner, head of the Financial

Gervices Authority (FSA) in the UK (responsible for regulating finan-
clal institutions), commented:

1f a year and a half ago, the FSA had wanted higher capital adequacy, morce
information on liquidity, had said it was worried about the business models
at Bradford & Bingley and Northern Rock, and had wanted to ask questions
act is that we would have been strongly criticized

about remuneration, the f
of London, red tape, and over-

for harming the competitiveness of the City
regulation. We are now i a different environment. We shouldn’c regulate

for its own sake, but over-regulation
bly been over-deferential to that rhet-

and red tape has been used as a

polemical bludgeon. We have proba
oric. (The Cuardian, 16 October 2008)

However the question is: will the deference of regulators return when
L and financial institutions and markets are

financial markets recover
© Ao early indication of how

free again to pursue their self-interes
rresponsibility of the financial sector had become was
s that the surviving US financial institutions were

entrenched the i
the astonishing new
preparing to pay end of year executive bonuses approximately equiva-
lent to the billions of dollars of aid they had just received from
Congress. While the US economy was collapsing around them, and
the US public were becoming increasingly concerned how they might
survive a severe recession, the executives of major banks scemed
focused primarily on maintaining their bonuses.

Note
1 Oliver Stone’s iconic movie Wall Street, setin this period, was supposed to
aishiment on Wall Street, but Michael Douglas,

be about crime and pu
agnate Gordon Gelcko, who won an Oscar

playing the ruthless takeover m
for his ‘Greed is Good’ speech, now cannot have breakfast in New York
without being approached by young men saying it was secing the movie
that made them want to become Wall Street traders.
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