A Conversation about the Credit Crisis between my son and I
So, the credit crisis started out because too many banks loaned too much money to too many dodgy individuals who then could not repay it?
Yes, but …..
And then the investment banks created highly leveraged securities out of these loans to dodgy individuals and they somehow became “good investments”?
Yes, but …..

And then the rating agencies decided that, in return for a huge fee from the banks, they would give these securities an official AAA rating, the top quality imprimatur?
Yes, but …..

And then the world’s pension funds, without doing their own checks, accepted that AAA rating and so paid top dollar for these securities?
Yes, but …..

And the insurance companies and the investment funds?   
Yes, but …..

And they paid this huge amount of money to the investment banks?

Yes, but …..

Aren’t these people supposed to be safeguarding the money of widows and orphans?

Your rhetoric is a little grandiose, but yes.
And then it all blew up in their faces when the dodgy individuals proved to be dodgy?
I see we have returned to the vernacular, but, yes.
And then when it blew up and damaged the banks’ balance sheets and (far more importantly) their bonus pools, they went to the government and said “Bail us out”.

Yes

And they pulled the old “British Leyland” trick – “we are too big to fail, we will make millions of people redundant, we will lose a fantastic industry to overseas competitors?”
I am not quite sure that they approached the government with those exact words, but - Yes

And remind me, old man, how did that work with British Leyland?
You know perfectly well how it worked with British Leyland.
Are these the same banks which, every year, went to great lengths to minimise their corporate tax payments to the government and also paid their staff their bonuses offshore and through various (cough) “tax-avoidance” schemes so that their staff paid minimum tax in the UK?

Yes

And these schemes were used by the same banks to avoid paying tax on the very bonuses that were paid as a result of the high prices at which these dodgy securities were sold to the unsuspecting investors, before the cataclysm?

Yes

Well, clearly the banks are BRILLIANT.  They avoid paying money into the pot, but they get money out of the pot.

Grrrrrrr
But what I don’t understand is what is all this stuff about “off-balance sheet”?
Well, at last I am grateful to get a word in edgeways, but the word will not make you any happier.  The banks decided that there was going to be so much profit in these securities that they would hold some of them on their trading books – “on-balance sheet”.  The problem is that there are rules and regulations in this country about how much capital has to be held by each bank to protect it if its investments go bad.  The banks quickly ran up against these limits, so they decided that they would set up offshore companies that could hold these investments on their behalf – i.e. these companies would be offshore and “off-balance sheet”.
And who owned these offshore companies?
Well, the aim was to pretend that the banks did not own them themselves, because then they would have had to be “on-balance sheet”.
Well, that was crazy, the auditors and the regulators would have jumped all over that idea.
Errr yes, and that needs to be explained too.  Some cynics say that the consulting arms of the auditors actually came up with the idea, therefore it was not possible for the audit arm to complain.

Again, it’s brilliant !!!  They take a fee for coming up with the idea, then take another fee for “turning a blind eye”
Yes
So what has happened to these offshore / off-balance sheet entities now?
Well, now they are mostly ON the balance sheets of the banks

I guess that now that the government has pumped enough money into the banks they can bring these securities back onshore and still have enough regulatory capital.  But who is checking that the capital requirement is high enough now?
Well, the banks’ auditors of course.
The same ones who…………..

OK, OK

And the regulators?
(Looking over his shoulder)  I am certain that those noble and far-sighted gentlemen are at this very moment applying their usual forensic analysis to the entire procedure.
HAHAHAHAHAHAHA

But surely the banks had one reason and one reason only for creating these offshore entities – to make profits.  Isn’t that a good thing?
Well, actually the reason that they created the offshore entities was to avoid the regulatory requirements to have sufficient capital covering those investments to protect their business in the event of a downturn or even a catastrophic fall in the value of those investments.

And the auditors “aided and abetted” them in doing this?

(Looking over his shoulder again) I think I preferred your earlier metaphor of “turning a blind eye”.  

But another reason that the banks may have had in creating these offshore entities, relates to taxation.  If they HAD succeeded in making vast amounts of profit from these investments held by the offshore entities, it is interesting to speculate on whether they would have declared these profits in the UK, so becoming subject to UK tax, or whether these profits would have continued to be hidden offshore?
I know that you always tell me that “past performance is no guide to future performance”, but in this case, I suspect it might have found its way into the directors’ bonuses and not into the UK corporate accounts.

You might think that, I couldn’t possibly comment.
So the directors of the banks let this happen.  Did they know it was happening?

The purists would argue as follows:  if they knew what was happening, then they should go to jail; if they did not know what was happening, then they SHOULD HAVE known what was happening and therefore should go to jail.

How many have gone to jail?

None

How many have been barred by the regulator from the industry?

None
How many of the audit firms have been punished by their governing bodies?

None

So why was the government so willing to bail out the banks?

It confused the need for a banking industry in this country with the need to keep alive specific banks which have blown up their own businesses.

 And why did it do that?
In my opinion, because the banks got there first, got the government into a panic and suggested the solution that suited them and their employees best of all.  They did not care about the depositors or the shareholders.  The government grabbed their solution because “they are the experts”
I would have thought that they had just convincingly displayed their lack of expertise.
Mmmmmmm
Are there no standards of behaviour in the financial markets?
You will realise that you are getting old when you start using words like “morality” and “integrity” and bemoaning their disappearance from the workplace.
But it is an interesting question – Should we expect higher standards of behaviour from people who purport to be in positions of authority and purport to have the trust of unsophisticated investors? – And if so, should the punishment for the derogation of that trust be more severe?
Don’t get philosophical on me.
Sorry.

So the lesson for my generation is this – if you are going to break the rules, make sure everyone else is breaking the same rules at the same time, then we will all get away with it.

Well, as a moral code for your working life, I would abhor such a philosophy; however, as a practical approach based upon recent experience………..
Didn’t the Members of Parliament take the same approach with their expenses claims recently?

I am so proud of you making that connection.
Is there not an honest man left in this country?
Only you and me.  And I am no longer sure about me.
