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Editorial
Welcome to the second Creative Distraction of 2009. The publication aims
to showcase the work of high achieving economics students. With the
global financial crisis still dominating headlines we have included three
essays looking at different aspects of the crisis. However, cognizant of the
fact that many of our readers may be tired of constantly reading about the
GFC (possibly the most used acronym in the world at the moment), we have
included some essays on a range of non-GFC related issues. This includes an
essay on the effect of HIV/AIDS on human capital and development and a
novel examination of the economics of beauty. We hope you enjoy the
essays and that these papers provide depth to what you learn in your degree.
We would also like to thank everyone who attended our Formal Dinner and
Special General Meeting. Our End of Semester Drinks is also coming up
with the date, time and venue to be confirmed in the next week.
Feel free to contact the society if you have any questions or perhaps missed
us on market day and would like to sign up.
We hope that this „Creative Distraction‟ provides an interesting read and
wish you the best of luck in your upcoming exams.

UQ ESA
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Vicious Cycles: The Human Capital Costs of
HIV/AIDS in Economic Development
RYAN EDWARDS
I. Introduction
The sixth Millennium Development Goal (MDG) is to combat HIV/AIDS, malaria, and
other communicable diseases. By 2015, the target is to have halted and started reversing
the spread of HIV/AIDS, which is currently the fourth biggest killer worldwide. As
many as 30 million people are living with the disease (WHO, 2005) and it is a worldwide
pandemic. The disease is markedly more prevalent in less developed areas (Figure 1).

Figure 1: Map of Worldwide Adult HIV/AIDS Prevalence

Source 1: UNAIDS 2008 Report on the Global AIDS Endemic

Like other infectious diseases, HIV/AIDS has devastating effects on economic
development. The costs of the disease are spread across all sectors of the economy.
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This paper will address the following question:


What are the human capital costs of HIV/AIDS and what impact does this have on
economic development and growth?

To address this question, we must first define human capital, which for the purpose of
this paper is the combination of human health, and education (Perkins, Radelet &
Lindauer, 2006).

Figure 2: Human Capital, Education and Health

To answer the question above, this paper will analyze:


What are the health costs of HIV/AIDS?



What are the education and knowledge capital costs of HIV/AIDS?



What impact will these costs have on economic development and growth?

This paper will begin by providing a theoretical background; demonstrating the role of
human capital in economic development and growth. We will then look at the human
capital costs of the disease. This paper will incorporate the public sector costs, individual
costs, and aggregate macro-level costs into discussion. We will show how the human
capital costs of HIV/AIDS fit into relevant theories and models of development and
growth, and the threat that is posed by the disease for economic development.

II. Theoretical Background
Since Rostow‟s Stages of Growth model in the 1950‟s, where increased capital
formation (physical, human, natural) was a pre-condition for economic take-off (Rostow,
1954) -- capital has constantly been an important part of most economic development
theories. The Harrod-Domar growth model expressed the rate of GDP growth to be
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determined by two factors (Perkins et Al 2006); net savings ratio (s) and capital-output
ratio (k):
Equation 1: Harrod-Domar Growth Model

This model focuses on the role of capital investment, which, in the 1950‟s, referred to
physical capital. Today in the knowledge-based economy (KBE) era, human capital is the
key input to this growth process (OECD, 1996), and we expect HIV/AIDS to be a major
threat to not only the savings rate in these models, but also to capital accumulation.

The neo-classical growth model, or Solow model, omits many inputs to the growth
process, including human capital (Figure 2). However in the KBE era, assumptions of
more recent models place greater importance on human capital than raw labour. As in
the Harrod-Domar model, the original Solow models account for capital, savings and
investment but not human capital (Dornbusch, Bodman, Crosby, Fischer & Startz, 2006).

Figure 3: Neo-classical/Solow Growth Model

Source 2: (http://www.oup.com/uk/orc/bin/0199264961/01student/mcqs/images/ch03q04a.jpg)

While the neo-classical model dominated growth theory for over three decades,
dissatisfaction arose in the 1980‟s because the model attributed long-run growth to
technical progress, while excluding the determinants of this technological progress --
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including human capital (Dornbusch et Al 2006). Economists began developing models
that incorporated increasing returns to scale and externalities generated by physical and
human capital, which were far larger than anything captured or expected by the Solow
framework. These are known as endogenous growth models, and are commonly modeled
with system equations and econometrics.

All models stress the importance of saving, investing in health and education, improving
technology, and using production factors as efficiently as possible to improve growth
outcomes (Perkins et Al 2006). This is also consistent with new heterodox schools of
thought, including evolutionary theory, which attributes economic growth and change to
the diffusion of knowledge and information (Potts, 2008). From these models, we expect
HIV/AIDS to have negative effects on human capital accumulation, and in turn economic
growth.

Figure 4 - Expected Transmission of HIV/AIDS to Growth Rate

III.
IV. Health Costs
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HIV/AIDS directly affects the immune system, and one‟s ability to be healthy. An
infected worker will be sick more often and less productive. Total productivity will be
affected by a more volatile labour market and shorter average life expectancies (Perkins
et Al 2006). This sickness will be a direct drain on the health sector through increased
demand for health services and treatment to combat the disease. As households channel
their savings into health consumption, fiscal income diminishes. Consequently, this
reduces the availability of resources and funding, restricting the health sector‟s ability to
cope with the increased demand on its services placed by the disease. Policy initiatives
oscillate between whether to focus on trying prevent the disease and generate future
savings, or on treating the disease to increase productivity now (AusAID 2006). An
example is Papua New Guinea‟s predicament, where demands on the healthcare sector
have spiked due to the onslaught of the HIV/AIDS endemic and are only expected to
grow. The increase in demand for medical staff, hospital beds needed, and gross hospital
expenditure has resulted in a continuous drain on already scarce public funds in efforts to
contain, treat and prevent the disease (Corrigan, Doherty & Mendez, 2005; AusAID
2006). The cycle of effort and drain continues with little respite.

HIV/AIDS not only affects the demand side of the health sector, but the supply side as
well. Illness and mortality deplete the human resource capacity of the sector and
undermine the effectiveness these social services.

This has serious ramifications

regarding the egalitarianism of future development because these services are active
redistribution mechanisms and tools in development (AusAID, 2006). As infected
workers leave the workforce, productivity suffers, taxable income diminishes, and
government revenue dwindles; further reducing the funds to the health care sector, ceteris
paribus with the other government sectors.

These simultaneous supply-and-demand side effects result in a vicious cycle in the public
healthcare system, where the disease increases demand on the system while lowering
productivity and growth; naturally contracting the ability of the sector to deal with the
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problem through supply side cuts. The problem escalates while the public sector cannot
expand activities to fight the disease.

Figure 5: Health Sector Cycle

This cycle is reflected on the health indicators of HIV/AIDS-affected countries,
displaying commonly poor outcomes with the growth and persistence of the disease. At
the aggregate level, life expectancy, mortality rates and morbidity rates reflect the vicious
cycle and costs imposed on the public health sector, and health of the entire population in
general.

V. Education and Knowledge Capital Costs

Besides health, education and knowledge capital are the other key components of human
capital.
The educational and knowledge costs associated with HIV/AIDS are especially high
when taking into account that these costs and health outcomes are endogenously
determined and share many similarities for policy implications.

With an increase in demand for HIV/AIDS-related health services, funds that were
previously allocated to other fiscal expenditure, such as education, must now be diverted
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to the health sector. There is a trade-off between these two productivity-enhancing
expenditure areas -- dampening development efforts and directly affecting the ability of
the public sector to deal with poverty and inequality.
Figure 6: Diversion of Public Funds to Health Sector

Illness leads to reduced numbers of students enrolled in formal education, whether
through direct infection or in having to take care of ill family and friends. Incentives to
get an education decrease as life expectancy decreases (Oster, 2007). At the macro-level,
this translates into decreased educational outcomes in areas with HIV problems. This
supports previous studies that find a strong relationship between wealth and education
and reduced risk of HIV (Casale & Whiteside, 2006), as well as the correlation between
wealth and education with greater knowledge and low-risk behaviour. This implies that
developing countries are at higher risk, and the contagion of the disease will be much
greater in developing countries due to the vulnerability of their scarce human and
physical capital – presenting us with another vicious cycle. The presence of HIV will
reduce the number of enrollments, and restrict the availability of funds to education. The
decreased education outcomes will not have positive effects on gender relations, and

12

restricting high-risk behaviour, resulting further spread of the disease and start of the
cycle again (AusAID, 2006).

Figure 7: Education Sector Cycle

Human capital acquired through formal education is a unique economic asset, in that
once it is obtained, it cannot be appropriated. Hence there is positive relationship between
the provision of education for all children, greater equality, and poverty reduction
(Birdsall & Hamoudi, 2004). When prime age adults are infected with HIV/AIDS they
suffer from illness and death, stripping families of their key contributors to the family‟s
income and livelihood. This depletes their capacity to provide food, education and health
to their family, and hinders the nurturing of future human capital. These aggregated
effects have dramatic effects on entire economies and societies. These negative human
capital cycles can even lead to reversals in human development (Birdsall et Al 2004).
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Figure 8: Parental Knowledge Transmission Cycle

Twelve million African children have lost one or both of their parents to HIV/AIDS,
turning them into orphans. They face fewer opportunities and more challenges to the
accumulation of human capital. Two key inputs to future human capital development,
time and parental human capital, (Corrigan et Al 2005) – are inaccessible to orphans.
Generally, orphans live in poorer households and are significantly less likely to be
enrolled in school. Education is a key issue to human capital, continuity and longevity
(Casale and Whiteside, 2006). The orphan factor is one of the main intergenerational
feedback effects of the disease; it is an individual effect which has a multiplicative effect
when translating to the macro-level. This effect illustrates how HIV/AIDS is a complex
and dynamic multi-faceted problem, where demographic, social and economic issues
intertwine and reinforce one another.

The education and knowledge stock of the private sector is also negatively affected,
limiting growth opportunities. A deterioration of the economic outlook due to HIV/AIDS
will deter foreign and domestic investment, and discourage the investment in human
capital due to lower expected returns. A South African study of 1004 firms in 2004 found
that the epidemic is lessening profits for all firms, and that they are reluctant to initially
invest in HIV/AIDS-infected areas and populations, especially in the training of workers.
These second order effects, or inter-generational effects, will be difficult to predict and
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measure, but they are clearly there. This represents yet another downward economic and
human capital spiral, with the decreased investment hindering growth by reducing capital
as a production factor.
Figure 9: Investment in Human Capital Cycle

VI. Synthesis of Human Capital Effects and Theoretical Ramifications
The education and health costs previously discussed aggregate to the human capital costs
of HIV/AIDS, which this paper will ground in the context of economic theory. Due to the
endogenous nature of health and education – with all else held equal -- an increase in
HIV/AIDS infections will have devastating effects on aggregated health, education, and
human capital indicators, with vicious cycles in both sectors. Unlike other areas of
development, there is no virtuous cycle to accompany successful HIV/AIDS
interventions -- just the status quo or a downward spiral.
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To simply represent the negative growth effects of HIV/AIDS, we can use a modified
Harrod-Domar model where the rate of GDP growth is determined by two factors net
savings ratio (s) and human capital-output ratio (hk):
Equation 2: A modified Harrod-Domar Growth Model

ΔY/Y = s/hk

HIV/AIDS will not only decrease the savings and growth rates, but also increase the
denominator (human capital-output ratio), with decreased human capital outcomes in
education and health. In this modified model, the original Harrod-Domar model, and
Rostow‟s model – HIV/AIDS is a serious threat to the savings rates, capital
accumulation, growth and development.


Decrease s  Decrease ΔY/Y (growth rate)



Increase hk  Decrease growth rate

Note that we are deliberately not including the decrease in population in this illustration,
as per capita modeling significantly differs from aggregate modeling. This paper
acknowledges several studies have shown that HIV/AIDS can have a positive effect on
per capita income through death and decreased fertility rates (Young 2004; Casale and
Whiteside 2006).

Standard linear and neo-classical growth theories treated HIV as an exogenous influence
or external shock that would not shift long-run expected growth levels or steady-state
equilibriums. Empirical evidence shows that this is not the case (MacPherson 2000).
Moving beyond linear and neo-classical models, the human capital ramifications of
HIV/AIDS represented in endogenous or New Growth theory are much better suited to
assess an epidemiological crisis. Including education and health in model specifications,
a number of robust endogenous growth models have shown the negative aggregate
economic spiral caused by the human capital effects of HIV/AIDS (Bonnell, 2000;
Gyimah-Brempong et Al 2004, McDonald & Roberts 2006). With the inclusion of
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multipliers previously mentioned, and productivity variables as the drivers of
development, endogenous growth models show that a health crisis will change overall
economic behaviour and shift the long-term equilibrium (Drouhin et al 2003; GyimahBrempong et Al 2004). It must also be noted that augmented Solow models incorporating
human capital can yield the same results as these endogenous models (McDonald &
Roberts, 2006), hence proving their robustness.

The World Bank uses a similar endogenous growth model, referred to as the Overlapping
Generations model. Using this model, the World Bank projects much higher long-run
economic costs of the disease than its previous estimates and states that in the absence of
a sufficient response, we can and will witness economic collapse in countries with out of
control epidemics. The Overlapping Generations model was the first model to incorporate
dynamic long-run human capital losses – from sickness and death to the weakening and
destruction of the economic mechanisms that generate human capital. These human
capital losses manifest across generations through the reduced transmission of knowledge
from parent to child and peers, lower school attendance and less investment in education,
which all seem to have their own multiplier effects (Bell et Al 2003).

Figure 10: Overarching Vicious Cycle

The World Bank concludes that such an economic disaster can only be avoided with an
aggressive set of policies targeted towards protecting intergenerational human capital
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through prevention, prolonging the life of those infected, and supporting and educating
children (Bell et Al 2003).

VII.

Conclusion

Nobel Prize winner Amartya Sen defines development as freedom, and HIV/AIDS
restricts and poses a serious threat to the most basic freedoms – the right to health,
education, and life.

This paper focused on the impacts of HIV/AIDS on human capital, and in turn the impact
of these costs on economic growth and development; recognizing that the costs go far
beyond human capital development, as extensively discussed in other literature that looks
at the economic cost of AIDS. By focusing on human capital costs, this paper has
identified a number of vicious cycles in the education and health sectors of countries with
high rates of HIV/AIDS that continue to handicap these countries‟ abilities to achieve
sustainable economic growth and development. These cycles are supported by both
augmented neo-classical and newer endogenous growth models, proving the robustness
of their conclusions.

Recognizing that human capital is an integral part of economic growth and development
allows us to shift our focus in combating the effects of AIDS to designing effective
interventions in key human capital development sectors such as education and health to
interrupt the vicious cycles that has allowed AIDS to stint many countries‟ prospects of
development.
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The Economics of Cosmetic Surgery: Beauty,
Botox and Breast Implants
SHAYNE HERRIOTT
I. Introduction
This essay will examine the economics behind why people have cosmetic surgery and
whether the Government should fund a program to allow „ugly people‟ to obtain
discounted cosmetic surgery. Issues such as marginal benefits associated with cosmetic
surgery, more specifically in relation to future potential income, marriage options and
happiness. Diminishing returns of cosmetic surgery will also be considered as the benefit
of more cosmetic surgery declines with each additional piece of surgery. Externalities
both positive and negative will also be important aspects of this essay.

Some say that beauty is in the eye of the beholder and this can make it difficult to define
what is an „Attractive Person‟ and what makes someone ugly. However there are
common traits in facial features that many people find attractive. Modern technology
allows people to alter their looks and improve their level of beauty. Beauty and its
characteristics will not be defined in this essay, we will just assume that there are certain
characteristics that make people more beautiful and these characteristics can be identified
(Hatfield and Susan 1986).
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II.

Decision Marking & Cosmetic Surgery

When analysing why someone would choose to have cosmetic surgery it is important to
look at the marginal costs and benefits of having the cosmetic surgery. If a person is
rational and believes that the benefits associated with the surgery outweigh the economic
costs then they will have the cosmetic surgery. It is important to remember the law of
diminishing returns, when considering cosmetic surgery. Diminishing returns is that
smaller increments of output will be produced when using increments of a variable
resource on a fixed resource. Relating this to cosmetic surgery, this is saying that the
value gained from an additional piece of cosmetic surgery will decrease with each
additional piece of cosmetic surgery undertaken. (Sharp, Register and Grimes 2008)
The costs associated with cosmetic surgery extend beyond the financial costs which can
extend into the thousands of dollars (Loftus 2009). There are also other costs, such as
having bruising for several days afterwards, the risk of disfiguration or death due to
complications from the surgery and the opportunity costs associated with the surgery.
Opportunity costs are the costs associated with opportunities that are foregone in order to
perform another task (Pindyck and Rubinfeld 2005). For example instead of using the
$8000 needed for a face lift, it could have been invested and be worth more than $8000.
Also because time will need to be taken off to recover from the surgery, that time could
have been used working and so the lost income from that needs to be considered when
deciding whether cosmetic surgery should be undertaken.
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As people are still opting to have cosmetic surgery then we can assume that the benefits
relating to cosmetic surgery must outweigh these costs. Some of the benefits associated
with cosmetic surgery for the individual include; improved self-confidence and
happiness, higher marriage outcomes and higher expected future income levels (Weiss
2008) (Biddle and Hamermesh 1998) (Averett and Sanders 1996).
III.

Beauty & Marriage Outcomes

Although many different factors play a role, attractiveness is linked with marriage
probabilities (Averett and Sanders 1996). This is not something that is easy to determine,
but studies suggest that unattractive and obese women tend to marry men with less
human capital (Hamermesh and Biddle 1994) (Grossbard-Shechtman 1993)

Using an obese lady for an example, you might begin to see why they would be willing to
pay $10,000 for liposuction. The obese lady may be aware that her weight is affecting her
marriage outcomes and she could benefit from having liposuction at the cost of $10,000.
As discussed earlier there are economic costs associated with cosmetic surgery, so these
must be considered. Let‟s say that for the pain and discomfort of bruising, the opportunity
cost of the surgery from missed wages as well as the accounting costs of the surgery
come to a total economic cost of $20,000. In order for this lady to justify having the
surgery she should receive at least $20,000 economic benefit from the surgery. Without
even considering the value of the benefits that she would receive from the increased
happiness and potential income, you can see that it would potentially allow her to marry
someone more attractive and with a higher income level (Mobius and Rosenblat 1994)
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(Creswell 2003). The benefits associated with the surgery outweigh her costs and justifies
her obtaining the surgery.

IV.

Beauty & the Labour Market

Although not many firms would admit it, there is evidence that a person‟s
attractiveness can influence their income and whether they get a job or not. This
discrimination in the labour market can be due to; perceived personality due to their
appearance, consumer demand, positive externalities associated with beauty and even
improved skills associated with attractiveness (Biddle and Hamermesh 1998).
Dental hygiene and appearance is one of the major indicators of class and hygiene for
an employer. Without a proper smile many people could have difficulties finding a
job they are otherwise capable of doing. Even relatively unskilled labour such as
working at a checkout could not be possible for someone without a proper smile. This
could justify the Government‟s spending on fluoridating the water supply in
Queensland and providing free dental checkups at schools through dental vans. The
cost of these two preventative methods equate to a small amount per capita, but
provide great benefits for the people affected. (Glied and Neidell 2007) There is
evidence to suggest that unattractive people have a lower participation in the labour

Figure 3- A higher price can be charged and more would be sold through the use of an attractive
salesperson.
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force (Hamermesh and Biddle 1994), so by improving dental hygiene the
Government is strengthening the labour force and may save itself money in welfare
payments.

Although more prevalent in some career paths, on average attractive people earn 1015% more, this is known as the beauty premium (Mobius and Rosenblat 1994). Is this
discrimination justified? Although some of the beauty premium is due to
discrimination from the employer‟s behalf, some is also attributable to the consumer.
There is demand from the consumers for attractive staff members to deal with in all
lines of work, especially where there is much face to face contact (Biddle and
Hamermesh 1998). This would justify an employer giving a higher wage for an
attractive staff, as there is higher demand for attractive service staff and allows the
employer to charge a higher price for their goods sold see Figure 1 (Pindyck and
Rubinfeld 2005).

The beauty premium can be based on skills associated with attractiveness and the
discrimination based on skills could be justified (Heckman 1998). A person‟s level of
attractiveness is very influential on their ability to be persuasive, which are important
skills for salespeople and lawyers who need to persuade jurors (Biddle and
Hamermesh 1998). Through the use of cosmetic surgery people are able to achieve
this beauty premium, which would allow them to have great career opportunities and
increase their future potential income.
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If the Government was to subsidise cosmetic surgery for ugly people the government
would be simply investing in human capital. Similar to how the Government funds
universities and schools, aimed at improving intelligence and hence investing in
human capital. On an international perspective Australians would be able to charge
more for their skills due to this beauty premium created by the cosmetic surgery,
especially in jobs where the beauty premium is strong. (Chapman 1988). However
there will also be resistance from attractive people which is called a „snob effect‟, as
attractive people have an incentive to limit the amount of attractive people. The less
attractive people there are the greater benefit they will obtain from being attractive
and the higher beauty premium they will receive (Pindyck and Rubinfeld 2005).

V.

Externalities of Ugly People

An externality is something that affects a benefit on another party if it is a positive
externality or it imposes a cost on another party if it is a negative externality (Pindyck
and Rubinfeld 2005). The attractiveness of a person is an externality and would be
classified as a positive externality if someone benefited from looking at them, that is
someone‟s utility is increased due to the attractiveness of another person. Likewise a
negative externality can occur from looking at an unattractive person.
Ugly people can be treated the same as polluting firms. If ugly people were left to do
as they please they would walk around maximising their utility and creating negative
externalities on the rest of society. They would live their lives by doing tasks where
the marginal benefits exceeded the marginal costs of doing those tasks, without
considering their effect on society. There are however negative externalities
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associated with ugly people and this creates market failure, as ugly people are not
operating at a level that equals the marginal social costs, which considers the external
costs of the society. (Zoltan and Lyles 2009)

If the Government intervened and offered discounted or free cosmetic surgery for
ugly people, the negative externalities associated with ugliness would be reduced and
the marginal social benefit would increase. The Government would be reducing the
inefficiency caused by the externality, similarly to how the Government might
intervene to correct the market failure from an over polluting firm and make the
marginal social cost equal to the marginal cost of abating emissions. The cosmetic
surgery option may seem extreme and unfair to some people, however it seems like a
more viable option than introducing an attractiveness standard, an ugliness permit or
an ugliness emission fee which would be methods used to deal with over polluting
firms (Pindyck and Rubinfeld 2005). Coase theorem suggests that an efficient
outcome will be produced if parties are able to bargain without cost and to their
mutual advantage. It does not seem like a possible outcome in this situation due to the
large numbers involved and the difficulty in negotiating between parties. Government
intervention is probably the only way to overcome this market failure (Fox 2007).
VI.

Conclusion

Although cosmetic surgery raises several moral issues, from an economic perspective it
seems like a rational decision for some people. Even when considering all the economic
costs including opportunity costs, the benefits associated with cosmetic surgery such as
improved marriage outcomes, higher income from the beauty effect and improved self
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confidence still outweigh the costs for some people. The effectiveness of repeat cosmetic
surgery is in question due to diminishing returns and it is likely that there is a point where
additional cosmetic surgery reduces a person‟s attractiveness. If the Government was to
subsidise cosmetic surgery for ugly people it would potentially be able to correct a
market failure and by doing so improve human capital, creating a more competitive
labour force in Australia on an international level. This is unlikely ever to occur due to
the moral dilemma and due to the snob effect by attractive people.
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Bank of England, Northern Rock, Bear Stearns and the
Wider Sub-Prime Crisis
JOANNE ANG, LEAH DUGGAN & JEREMY JOM
The dire predicament that engulfed Northern Rock, an United Kingdom mortgage bank, to call on
emergency financial support from the Bank of England for a liquidity crisis that stemmed from the United
States sub-prime breakdown. The Bank of England creditability was tested as a „lender of last resort‟ due to
the number of problems it encountered and was criticised for it. Months earlier, Bear Stearns, one of the
largest global investment firms collapsed under the mounting financial difficulties caused by this financial
crisis.
This paper explores the background of the flawed business model that Northern Rock used prior to the subprime crisis, deliberates the necessity for a lender of last resort, and finally a compares the relationship
between Northern Rock and the situation of Bear Stearns in the US. The analyses in this report are offered
up as a contribution towards and a stimulant to a wider debate, as this continuing threat is being faced by
the global financial system.

1.0 I N T R O D U C T I O N
Modern day seems to be the ideal era for breeding fear and speculation of the ever
precarious financial and economic systems, where the sub-prime crisis appears to be the
presiding trend. The genesis of any financial crisis stems from or is induced by multiple
fundamental factors such as illiquidity and insolvency problems in the banking system.
Furthermore, a combination of high interest rates and poor credit history have an adverse
repercussion on sub-prime lending causing a crisis not seen in years, in particular to
mortgage banks such as Northern Rock. In other words, causalities underlying such an
unwelcome epidemic are manifest from the contagion of banks, large bailout programmes
or large defaulting loan problems (Gera), where loose underwriting has allowed loans to
be made based on collateral of questionable value (Anderson, 2007). Consequently,
banks are reining in lending and the tightening of sub-prime lending policies has made it
more difficult for borrowers to refinance their loans at higher rates.
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The purpose of this essay is to evaluate the vital role of the Bank of England in the
Northern Rock collapse and illustrate that the failure of Northern Rock and Bear Stearns
as a symptom of the wider subprime crisis. Hence, this article will address the Northern
Rock bank as a focal example pertaining to this sub-prime break down. In the second
section, the Bank of England will be introduced as a lender of last resort for Northern
Rock and will summarise the reasons behind the existence and the roles of such a safety
net. Finally, an insight into the Bear Stearns collapse and how the reactions differed from
that of Northern Rock collapse will highlight areas that require further improvements in
the weak areas of the regulatory framework.

2.0 N O R T H E R N R O C K

AND THE

S U B -P R I M E C R I S I S : A B A D M I X

Former chairman of the FSA, Sir Howard Davies once wrote in a press release that, „risk
taking is an essential element in the dynamic financial market,‟ this statement is true in
one sense but for the business model of Northern Rock, it was taking one risk too many.
Not too long ago, customers in the UK were acquiring the cheap mortgage rates that were
on offer at Northern Rock. Their share on the stock market and its business as a whole
was growing rapidly to become the UK‟s fifth largest mortgage lender and eighth largest
bank in a short space of time (Hall, 2008). The growth of the bank came to a halt, when
cracks from the massive number of mortgage defaults in USA sub-prime mortgage
market were emerging.
A number of mounting factors contributed to the US sub-prime crisis; the impact of an
earlier interest rate rise, decline in house prices, vast number of defaults on sub-prime
mortgages and the sharp decline in the price of mortgage-backed securities. The primary
and secondary markets in sub-prime mortgages closed and there were uncertainty over
which bank was exposed to risk, making banks extremely reluctant to lend money to each
other. The spill over effects eventually reached the banks and other financial institutions
in the UK. Not long after, Northern Bank asked for emergency financial support from the
Bank of England to the tune of 30 billion pounds, and lingering scenes of a bank run not
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seen in 150 years surfaced, as customers formed long queues outside branches to
withdraw around 3 billion pounds of deposits.

2.1 A M O D E L

OF

SUCCESS

AND

RISK

Northern Rock started out as a small building society based in Newcastle, it switched to a
listed bank in 1997 and opted to remain focused mainly as a supplier of mortgages to the
UK housing market. Northern Rock reverted to a new approach in banking called the
originate-to-distribute model, which the risk attached to loans is passed on through the
financial markets to other investors and the fees associated with servicing the loan
becomes the major source of income. The traditional banking model of a loan staying on
the bank‟s books until repaid with the banker shoulders both the liquidity and the
solvency risks attached over the economic cycle, generally provided positive return to the
bank. The return on equity of this method however, was often unspectacular due to the
substantial loan loss distribution that the capital needed to cover (Murphy, 2008).

The success of the originate-to-distribute model meant that securities were being traded
rather than being held to maturity on the banks balance sheet. Northern Rock utilised this
model, making securitisation the forefront of its business strategy. Securitisation makes
use of bringing together a large number of its loans into a single package and selling the
portfolio into the capital market. The portfolio is then bought by other financial
institutions and issued with securities which are rated by an agency based on the quality
of the core assets in the portfolio. Loans stay with the bank for a short time and upon
securitisation the bank recognises a gain from selling the asset, which frees up capital and
funding to be used to support new loans. The one major disadvantage banks adopting this
approach had was the greater exposure to liquidity risk than the traditional bank model.
Such a risk was termed „low-probability/high-impact risk,‟ with the drying up of liquidity
in London and international markets was a low-probability event and the impact of it,
would be severe for banks with a business model such as Northern Rock (Llewellyn,
2008).
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2.2 N O R T H E R N R O C K

IN

TROUBLE

Prior to the sub-prime crisis, the Northern Rock balance sheet at the end of 2006 showed
that liquid assets only amounted to 13 per cent of its assets the rest were made up of
mortgage loans, that are usually illiquid. Retail deposits account for 22 per cent of
liabilities and the remaining 78 per cent made up of wholesale deposits and securitised
bonds, this was proved to be viable and successful for several years as the short-term
funding could be rolled over on normal terms. When the sub-prime crisis did arrive, it hit
Northern Rock harder than any other bank. The high proportion of wholesale and
securitisation left Northern Rock unable to roll-over maturing funding and the cost of
funding increased relative to the yield on the mortgage loans that it kept on the balance
sheet. Furthermore, Northern Rock relying on 78 per cent of the money market is
excessive when you consider that there were very few lines of short-term credit that was
available to them at a time when they were expanding further and other mortgage lenders
were started to withdraw from this market (Keasey and Veronesi, 2008).

As mentioned before, the sub-prime crisis made banks very reluctant to lend to one
another, this caused London interbank offered rate index (LIBOR) to rise. LIBOR is an
average of the interest rates that the major international banks charge each other to
borrow US dollars in the London money market. The start of August, rates were
remained steady at 6 per cent but by September when Northern Rock was in trouble it
rose to 6.88 per cent. This made it difficult for Northern Rock to borrow short-term on
the money market as other banks were very cautious of all mortgage-backed securities,
especially Northern Rock. Massive short-selling of its stock occurred until there was no
physical stock left to borrow to facilitate such transactions (Hall, 2008). Northern Rock, it
seems operated on a very thin interest margin and taking risks in both lending and
borrowing, it signified an accident waiting to happen.

Northern rock was a bank that expanded far too fast, heedless to the risks to which it was
exposed (Chick, 2008). The collapse created an extensive problem involving and further
questioning the various issues relating to business models, lending, regulation and the
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supervision of banks in the interests of financial stability and depositors. The issue should
have been dealt with earlier by the tripartite arrangement which was put in place between
the FSA, the Bank of England and the treasury to ensure financial stability in the UK. A
major banking crisis will always start as a problem for the FSA, but once it becomes
transparent, it rapidly escalates into a wider crisis requiring action from the Bank of
England.

3.0 B A N K

OF

ENGLAND

AND THE

LENDER

OF

LAST RESORT

The saying that a financial institution is “too big to fail” has often been thrown around in
times of sub-prime uncertainty, whereby the epic heroes of any financial crisis spawned
are none other than the lenders of last resort. The Bank of England, otherwise known as
the Central bank of England, acts as none other than this aforementioned lender of last
resort. This section will evaluate and discuss the roles of the lenders of last resort, reasons
for and creditability of their existence and future prospects of such financial institutions,
in particular the Bank of England in the case of the Northern Rock collapse.
3.1 R O L E S

OF THE

LENDER

OF

LAST RESORT

Firstly, the roles that are bestowed to lenders of last resort are essentially to protect the
payments system and the macroeconomy (Davis, 2008) to ensure a safe and stable
financial system (Bank of England, 2008). In other words, these responsibilities include
delaying the insolvency of an institution, preventing contagion and reassuring the public
that financial turmoil will be limited during times of systemic crisis (Davis, 2008). Thus,
it can be inferred that lenders of last resort act as a safety net for illiquid institutions and
whether or not it should be employed in situations of emergency remains a controversial
dilemma that will be addressed later in this section.

It would be considered the norm for Bank of England to react like any other adept lender
of last resort in bolstering the resilience of its local economy by taking swift action to
counter any potential unrest. However, the efficacy of the Bank of England in performing
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its expected system stabilising roles was less than desirable. This is evident when it was
confronted with the liquidity crisis of Northern Rock, the UK‟s fifth largest mortgage
lender (Goldstein, 2007) and eighth largest bank (Hall, 2008), and ended up obliged to
provide help as a lender of last resort under duress (Congdon, 2008). In contrast with the
US, the Bank of England failed to readily contribute any funds to the banks, contending
that the provision of such liquidity support undermines efficient pricing of risk by
providing ex post insurance that encourages excessive risk taking (Goldstein, 2007).
Furthermore, repercussions of the Bank of England‟s lack of action saw disarray with
depositors withdrawing their funds from Northern Rock (Congdon, 2008), contradictory
to claiming that it would not bail out faltering institutions, the Bank of England
proceeded to rescue Northern Rock from a collapse in an attempt to prevent the runs from
spreading (Hoefle, 2007).

3.2 R E A S O N S

AND

CREDIB ILITY

This next point flows on from the first to tackle the reasons for the existence and
credibility of having the provision of a financial safety net in place in times of monetary
crises. The fundamental reason underpinning the existence of lenders of last resort is
highlighted by their roles, with the chief purpose being to avoid unnecessary failures that
could threaten systemic stability (Davis, 2008).

However, as alluded to earlier, the need for a lender of last resort is a highly contentious
political quandary. Nevertheless, there is sufficient empirical evidence to suggest that
lenders of last resort have only exacerbated systemic crises (Pauly, 2008). This implicit
insurance for economic stability comes at a cost, the price being the breeding of moral
hazard. In this situation, the Bank of England could be classified by some as paradoxical,
as it declared that it would not bail out insolvent institutions (International Herald
Tribune, 2007) on the grounds mentioned previously, yet it stepped in as a lender of last
resort for Northern Rock, accepting mortgages as collateral for loans (Hoefle, 2007). This
case illustrates that the failing mortgage bank in question considers itself “too big to fail”,
in view of its significant stance in the UK economy with a worth of £230 billion.
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Furthermore, the presence of the Bank of England implies that Northern Rock will not
hesitate to take risks in the future, even though at present they may have turned over a
new leaf. In turn, this will ultimately worsen the financial system, creating further bank
run episodes, as well as cause a global transmission of shocks (Davis, 2008). For the
reasons discussed, the Bank of England should not have bailed out Northern Rock even
under such dire circumstances.

3.3 F U T U R E P R O S P E C T S

OF THE

LENDER

OF

LAST RESORT

Lastly, the Bank of England‟s future as a lender of last resort appears to be a bleak one.
Consolidating the key issues pertaining to lenders of last resort so far, it can be inferred
that the Bank of England should have let Northern Rock collapse. In addition, historical
data has shown that the global financial system is able to withstand the collapse of big
companies like Long-Term Capital Management (Valentine, Ford, Edwards, Sundmacher
& Copp, 2007), suggesting that the necessity for a lender of last resort may be
exaggerated.

Before lenders of last resort can be removed from the system, there need to be corrective
measures in place so that chaos would not be given the chance to rein again. Since
deregulation was the weed that initiated the destruction of the economy, it is perhaps time
to revise regulation to combat or prevent financial distress. This means the
implementation of appropriate liquidity policies, which will ease the pressure placed on
banks to offset adverse increases in demand for liquidity, as well as decent capital and
firm management (Davis, 2008). Additionally, the Banking (Special Provisions) Act that
was passed by Parliament permitted the state to expropriate any bank that would be
unviable without a loan from a lender of last resort, such as the Bank of England
(Congdon, 2008). Hence, British banks like Northern Rock will steer clear of borrowing
from the Bank of England, in the interest of their shareholders.

Ultimately, this section illustrates how the lender of last resort is double edged sword. On
one hand it provides security for a stable economy, yet on the other hand it is the
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harbinger of moral hazard. The final result being that such institutions, particularly the
Bank of England, will be stripped of this key traditional function and required to perform
other roles to prevent liquidity crises. Further improvements in the weaker areas of the
regulatory framework will be tackled in the next section where a comparison between
Northern Rock and Bear Stearns will be examined.

4.0 T H E B E A R S T E A R N S C O L L A P S E
The demise of the United States fifth-largest investment bank, Bear Stearns, began with
the housing boom. With house prices soaring to an economically unsustainable level, the
banks and other lenders produced unconventional, sub-prime loans for those people who
could not afford to buy, and normally would not qualify for a mortgage (Waggoner &
Lynch, 2008). These loans were then packaged into bonds called mortgage-backed
securities, to be sold. However, to encourage investors, sub-prime mortgage lenders also
had to combine these higher risk assets with safer ones, as the credit quality of these
loans was poor (Tustain, 2007). As long as the housing boom continued, the financial
institutions did not worry about the risk of default, believing borrowers could always
refinance their loans or sell their homes. Many of Bear Stearns‟ investments were linked
to the sub-prime mortgage market, therefore, when the housing market began to fall,
other financial institutions became hesitant to do business with the company. Bear
Stearns then became a victim of reputation risk with rumours emerging; declaring the
investment company in trouble and questioning their ability to meet their obligations
(Fox, 2008). These damaging rumours lead to clients pulling their money out and lenders
refusing to lend to the investment bank. Bear Stearns suddenly founds itself out of
money, filing for bankruptcy on March 14 (Sidel, Ip, Phillips & Kelly, 2008).

4.1 S Y S T E M I C S T A B I L I T Y

AND

BEAR STEARNS

One of the main reasons for financial regulation is systemic stability, as the effects of
contagion may be devastating if not controlled. This issue was faced by both Northern
Rock and Bear Stearns during their collapses. The objective of systemic stability is to
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avoid „runs‟ and potential multiple failures of financial institutions, including those that
are fundamentally sound, when one financial institution struggles to survive. Lack of
control will not only have significant negative impacts on the financial industry but also
on the general economy (Valentine et al., 2006).
Many believed Bear Stearns was too „systemically important‟ or „too big to fail‟ (Buiter,
2008); therefore, prompt decisions were made to avoid a panic and sudden market exit,
effecting other, intertwined institutions and a potential economic crisis. To prevent a
ripple effect attributable to the demise of Bear Stearns, the United States Federal Reserve
supported J.P. Morgan Chase & Co.‟s takeover, funding $30 billion of the investment
bank‟s assets (Waggoner & Lynch, 2008), first time since the Depression the „Fed‟ had
done so. Those involved with driving Bear Stearns through its cash crunch moved to
these extraordinary lengths quickly, only taking a few days to close the deal, eliminating
any risk of runs within other financial institutions (Sidel et al., 2008).
4.2 DIFFERENCES

BETWEEN

BEAR S TEARNS

AND

NORTHERN R OCK

The United States Federal Reserve and J.P Morgan were successful in accomplishing
their goal in minimising the effects of the Bear Stearns collapse, unlike the Bank of
England and the „tripartite‟ system in the downfall of Northern Rock. The „tripartite‟
system outlines the role of the Bank of England, the Financial Services Authority (FSA)
and the Treasury in dealing with a crisis situation like that of the Northern Rock collapse
(The Economist, 2007). All three dismissed the original idea that the Bank of England
would act as the „lender of last resort‟ and moved in the direction of a takeover by a
stronger bank. However, when Lloyds TSB, a British bank, was prepared to acquire the
obligations of Northern Rock with the condition that it would be loaned £30 billion by
the Bank of England, the offer was denied by the tripartite authorities at the risk of moral
hazard associated with bailing out banks (The Economist, 2007). With no alternative
options, the Bank of England conceded and nationalised Northern Rock, with a strategy
to repay £30 billion of public funding. With news of the emergency funding being leaked
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and lack of reassurance by the United Kingdom financial authorities, the problem of
reputation risk also emerged with depositors withdrawing their funds.

The reactions differed significantly between the decisive United States Federal Reserve
and the tentative „tripartite‟ authorities. Not only did the Bank of England, the FSA and
the Treasury fail to make timely decisions, but they failed to reassure the people of
England; especially the customers of Northern Rock. There is now a lack of confidence
in the Bank of England and United Kingdom‟s financial system as they demonstrated
their inability to manage a crisis such as that of the Northern Rock collapse. By reviewing
the, „No US financial institution will fail!‟ approach of the United States Federal Reserve
in the downfall of Bear Stearns, the Bank of England could learn to take responsibility,
be decisive and appear prepared if a similar situation was to occur in the future, restoring
faith in the United Kingdom financial system.

5.0 C O N C L U S I O N
This paper evaluates how Northern Rock took risk by its extreme business model, its
operating and interest margins were border-line thin. When a crack did appear it was too
late, everything that could go wrong did go wrong for the bank. Furthermore, an
assessment of the Bank of England acting as a lender of last resort has established that the
future of such institutions is a grim and unpromising one, as more harm than good can
come from having a government safety net, evidenced by the existence of moral hazard.
The United States Federal Reserve avoided this result when Bear Stearns collapsed
earlier this year, lending J.P Morgan Chase & Co. the money to take-over the investment
bank, avoiding any systemic risk. Ultimately, lessons can be drawn from these situations,
preventing any similar future economic crises.
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The role of Credit Rating Agencies in the Collapse of the
Investment Banking Sector

ERIC DICKLER
It is the belief of many leading economists that one of the many, multitudes, of factors
contributing to the collapse in the investment banking sector is that of inaccurate credit
ratings on banks debts. It is the goal of this assignment to investigate the cause of these
inaccuracies and to make recommendations to help reflect the true value of banks debts
and credit ratings. We begin first by exploring the other factors associated with the
collapse in the investment banking sector.

The underpinnings of the financial crisis as it stands today can be attributed to many
concoctions and diversities, which primarily originated in the United States. These
concoctions and diversities that undermined not only the domestic but international
financial markets are undisputedly correlated to the collaborate greed of Wall Street and
large corporate banks. Verschoor (2007) accuses greedy CEOs, disengaged boards of
directors, unsuspecting investors, compliant lenders and other facilitators as some of the
main contributors to the collapse of the sub prime framework. Although greed is deeply
ingrained into human nature, (Schwarcz 2008), and perhaps comprised the backbone of
the financial downturn, it is not without the composition of other triggers that we can
accurately expose the true nature of the financial crisis.

These other triggers are a reflection of one of the largest capitalist, free market economies
in the world, the United States. It was in these largely free markets that the sub prime was
able to infect many sectors of the economy, from the housing market to the CDO market.
What started as a simple lack of adequate regulation in the loans market, with the
relaxation of usury laws and verification information, led to the disturbance of the
financial sector through the investment and sub prime market. Krinsman (2007) draws
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attention to the lack of regulation with particular reference to the housing market and the
reduction of individual‟s equity cushions as one of the key factors of the sub prime
devastation. It was this reduction of equity cushions or as Gerardi (2008) states, high
house price depreciation, which was the main driver of housing foreclosures and eventual
investment banking collapse, all consistent with the lack of sufficient regulation.

This lack of adequate regulation lead to implications for equity market lenders such as
Bear stern and other financial institutions, ranging from sub prime lenders to the investors
who the brought securities. These securities which were highly scored by rating agencies
as AA and higher enabled the issuers to sell them to institutional investors as investment
grade CDO's and MBS's, (Verschoor 2007). It was not until investors began to notice that
their AA rated investments were beginning to fail that they began boycotting all complex
securitization products, including asset-backed commercial paper which was “almost as
safe as cash”, (Schwarcz 2008).
For years rating agencies have aided investor‟s portfolio decisions through a systematic
process of empirical scores and ratings. These ratings obtained by companies showcase
there ability to pay back the principle and interest bearing on outstanding credit loans. An
integral part for any investor is to understand the risks associated with lending a line of
credit in the way of bonds or CDO‟s to any financial institution. Therefore the need for
an accurate and timely rating system is fundamental. Up until recently, rating agencies
such as Standard & Poors, Moody‟s and Fitch have fulfilled this role of credibility
effectively. It has only been in these times of recent economic recession that rating
agencies have been largely brought into question, particularly in the matters of Due
Dillignce (which we will go into greater detail later), long term stability rather then freemarket floating ratings and regulation, (Wahrenburg 2007). We should first begin to
explore the process of ratings.

One of the central issues surrounding rating agencies, such as Standard & Poors and
Moody‟s of more recent times is their ability to counter changes in corporate credit
worth, revealed in a survey by the Association for Financial Professionals (2002). These
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calls came before and directly after such debacles as Enron, where rating agencies failed
(largely through due diligence and transparency issues) to accurately portray Enron‟s
creditworthiness. This failure led many to believe that rating agencies where not only
slow to respond to changes, with leading rating agencies only lowering Enron‟s
creditworthiness days before Enron‟s collapse, but also unable to anticipate changes in
company net worth, (Casare 2006). The effects of such shocks can be seen in the relative
decline in CDO‟s and credit ratings.

^Figure 1: The effects of the financial crisis on CDO‟s and credit ratings.

Many leading Economists such as Wahrenburg & Guttler (2007) call for rating agencies
to be more flexible in their scoring systems. Wahrenburg & Guttler (2007) call for rating
agencies, such as Standard & Poors, to allow for more of a floating rating system rather
then the conventional long-term stability approach of most rating agencies. This in turn
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would lead to an increasingly flexible credit rating system that would showcase
company‟s current and true potential to pay back the principle and interest bearing on
credit loans. Ellis (1998) conducted a survey where 70% of investors believed that ratings
should reflect recent changes in credit quality, even if they are likely to be reversed
within a year. Whilst Wahrenburg & Guttler (2007) lean towards a free market approach
to ratings of bonds and CDO‟s, they do, however, acknowledge the fact that it‟s not a
perfect solution due to factors such as market failures which are explored further by
Norden and Weber (2004).

Interestingly Norden and Weber (2004) found evidence that if rating agencies relied more
on a floating market rather then a long-term stability approach, that forces such as CDO
and stock markets would anticipate negative ratings, therefore casting doubt on
businesses ability to pay back financial obligations. This free market approach would
make it increasingly harder for companies to obtain ratings of AA and higher, which
consequently reflects negatively on investment as credit becomes relatively more
expensive. This also tends to be the stance that rating agencies such as Standard &
Poor‟s, and Moody‟s take. These agencies agree that to allow ratings to be floated would
be inefficient and unsustainable in both the short and long run, (Altman and Rijken,
2004). Other deterrents to a floating rate systems include the higher costs to credit rating
agencies, as they would be required to constantly monitor each organisation and provide
accurate, up-to-date credit ratings for there client base. This increased cost to agencies
would then be passed on, hence acquiring a credit rating would be comparatively more
expensive. It therefore is apparent that floating rates are not the best solution to the rating
agencies credit ratings dilemma. Another doubt over the current rating systems ability to
provide precise rating criteria is that of rating bias.

The matter of rating bias is explored in detail by Wahrenburg & Guttler (2007). In there
study they found indications of home preference, size, and what‟s known as fallen angel
bias. Home preference is an issue particularly affecting the US credit rating agencies,
whereby rating agencies tend to hold home companies in greater esteem and confidence
then that of other countries. This is predominantly an issue surrounding leading US
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agencies such as Moody‟s and Standard & Poor‟s. In a study conducted by Shin and
Moore (2003), it was found that Moody‟s and Standard & Poor‟s rated Japanese
companies systematically worse then their Japanese counter parts R&I and JCR. Size bias
was also evident in White‟s (2002) analysis of large corporations and their ability to
acquiring higher credit ratings. Rating agencies are inclined to view bigger as better when
it comes to size, irrelevant of company structure. The fallen angel theory devised by
Amato and Furfine (2004) also helps to explain the way in which rating agencies rated
doomed Enron in the final days of its existence. Fallen angel theory tells us that the
earlier a rating agency lowers its ratings for a doomed company, i.e. junk bond rating, the
better the rating agencies reputation. This was precisely the case for Egan-Jones Ratings,
as they lowered their rating of Enron to junk bond much earlier then its other much larger
counterparts, therefore increasing their credibility within the financial sector. Another
interesting example of rating bias can be drawn in relation with that of the audit
profession, as it moved into consulting. This illigal accitivity of unjustly auditing Enron
to look “a lot better then it was”, was one of the key reasons for its sudden and immediate
collapse. The same conclusion could be reached when analysing rating agencies roles in
rating bonds or CDO‟s, what‟s stoping rating agencies from rating junk bonds AAA?
Nothing but integrity and humility.
Interestingly, a report by SEC (US Securities and Exchange Commission) found that “At
one firm, internal communications appear to expose analytical staff to a conflict of
interest by indicating concern or interest in market share when employees were
discussing whether to make certain changes in ratings methodology,” the report said.
Obviously, the issue of adquate regulation to insure transparancy is crucial in such a
closed door market, (Davies, Chung, Tett 2008). The role of the Basel and the Basel II
accord is also touched on by Davies, Chung, Tett (2008), who belive that the original
Basel accord did very little to prevent the financial crisis and probably planted the seeds
that the grew into the financial crisis (further explored by Persaud (2009) below). They
also believe that new regulation within the Basel II will do very little to solve the issues
of sufficient and efficient regulation of rating agencies. These issues, although
predominate, are still considered secondary in the fight towards a more efficient rating
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system. The greatest and most controversial issue at hand is that of regulation and due
diligence.

Regulation has been a central issue of the ratings system since the early founding fathers
of such rating agencies such as Moody‟s and Standard & Poor‟s. Throughout much of the
last century, and even up until quite recently, these issues have been largely unfounded.
It‟s only been since the turn of the century that these issues of regulation became reality.
The intervention of regulation into the ratings systems was evident with the creation of
the Nationally Recognized Statistical Rating Organizations (NRSROs). The NRSRO was
a stamp of approval by the government for rating agencies that complied with the limited
regulation of the government, (Brookfield and Ormrod 2000). It was mainly the larger
more predominate rating agencies that acquired this new regulation as they already had
large market recognition, which furthered their credibility. This in turn led to the creation
of many of the major players like Standard & Poor‟s and Moody‟s. The main issue with
rating agencies currently is the absolute lack of adequate regulation in the system. It can
be seen that without sufficient regulation rating agencies hold substantial power in
deciding the risks associated with lending in bond and CDO markets. It is therefore
evident that rating agencies are the key in deciding how expensive company‟s
commercial borrowing is, potentially leading to unfair or bias ratings which makes
borrowing money harder.

Interestingly Richardson and White (2009) explore the problems in association with too
much regulation and the adverse affects of an increase in competition. With an increase
in competition and issuer pays system, we could see inflated ratings. This would be a
reflection of the choice that a company would choose a rating agency with the highest
score accredited to them. So a firm‟s decision would then be to choose the highest rating
possible, therefore reducing the costs associated with issuing debt. Rating agencies,
would of course, try and capitalise on this, so each rating agency would try to out do each
other resulting in inflated ratings. Also it can be seen that in an investor pays system there
is evidence of a free rider problem in which it seems free markets cannot fix. Richardson
and White (2009) do, however, make some suggestions to resolve this issue.
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According to Richardson and White (2009), there are two models in which to fix the
issues surrounding rating agencies. The first model involves the creation of a centralised
clearing platform. A company goes to the clearing platform and for a fee the platform
finds a rating agency to rate the company‟s debt. The clearing platform then does a
random sample of ratings from across the different rating agencies and finds a most
suitable rating agency to rate the company‟s debt. The rating agency then, for a fee,
assigns the rating to the debt. The rating agency that is chosen is a reflection of the
platforms view of past dealings with the company and that of transparency and humility.
In this way the issues of the free rider and conflict of interest problems are solved. The
idea of a centralised platform resolves the issues of rating inflation because rating
agencies are not longer in direct competition with each other. The clearing platform is
also a great mechanism to attract more rating agencies to start up as they no longer have
to go head to head with larger more respected rating agencies such as Standard & Poor‟s.
This increase in the number of rating agencies also makes ratings more accurate as the
clearing platform assigns ratings from mean averages (Only simplistically. The real
systematic approach to ratings is a lot more complex).

Richardson and White (2009) provided a second model that takes an opposing view to its
form and indicates a withdrawal of financial regulations that push rating agencies into
bond markets. The idea behind this model is that companies are free to choose from a
diverse selection of advisors that select the most appropriate rating agency to rate the
company. Of course this still does not solve the issue of rating bias as advisors could be
subject to a conflict of interest. It is only the track record or integrity of the advisor which
upholds this model and the choice of the potential client. Although simplistic, Richardson
and White (2009) acknowledge the fact that that there are floors entwined in the model,
including bias and conflicts of interest which make the model imperfect. Persaud (2009)
agrees with Richardson and White (2009) in the sense that regulation impedes positive
ratings. Persaud (2009) goes further and even accuses regulations as the cause of the
investment bank fiasco.
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Persaud (2009) expresses his disappointment with the way that rating agencies have come
into, and stayed in power. He argues that rating agencies are no different in assessing
firms risk then any other rational individual. This was evident even before the financial
crisis, and dates back to the Asian financial crisis, where rating agencies failed to predict
the extent of the risks associated with the Asian financial crisis on banks. According to
Persaud (2009), rating agencies reduce diversity in credit allocation because of capital
adequacy requirements which helps promotes bad banking and systemic fragility, which
is further evidence of poor regulation. Persaud (2009) also argues that banks can
legitimately increase their credit ratings by converging bits of loans together to reduce
credit risk. This process is more commonly known as diversification. Persaud (2009)
believes this is one of the key factors that lead to the 2007-2009 financial crisis. This
diversification of risk which helped banks acquire better credit ratings saw the risks
associated with bad lending practises and poor ratings on behalf of rating agencies being
spread to financial centres across the world, which inevitably lead to economic hardship
and the collapse of the investment banking sector. The combination of these factors listed
above is a clear indication of Persaud‟s stance on credit rating agencies and the
controversial issue of regulation. Persaud is clear in stating that current regulation of
rating agencies and banks only leads to inefficiency and impartiality within the financial
sector. He also believes credit rating agencies lack the understanding of what true risk is
and the instruments associated to accurately measure risk. In light of these controversies
Persaud (2009) makes some recommendations in regard to the management of rating
agencies.

It is Persaud (2009), belief that the current rating system is not up to scratch and makes
recommendations that he beliefs will aid in the fight to a more efficient and transparent
rating scheme. Firstly it is suggested that rating agencies adopt more of a standardised
approach to ratings in the way of a single nomenclature and definitions of ratings which
makes ratings more collaborate. This would make it harder for firms to simply choose a
rating agency whose rating would be comparatively more inflated then others because of
the classification of ratings. In this way, a “set of rules” would be drawn up in regard to
what ratings should be commissioned in light of certain risk factors associated with the
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company or firm, which would reduce rating bias. Recommendations are also made in
regard to the investor pays approach, whereby investors pay rating agencies to acquire a
rating. However, Persaud admits that this has already been tried and failed as the
underpinnings of the model are flawed. Once a person pays a rating agency for a rating
it‟s not long before word gets out and those who haven‟t payed are blessed with the
knowledge of the rating anyway. This is amplified by the fact that we live in a highly
technological world, whereby the internet and telecommunications are the source of all
information. In Persaud (2009) final statement he calls for more transparency in the rating
systems and regulatory sector, stating that scraping rating agencies or regulation entirely
would be ignorant at best.

It is evident throughout this research essay that many different Economists have many
different views on the nature and causes of the financial crisis and the impact it had on
the investment banking sector. It is the belief of many, like Persaud (2009), Richardson
and White (2009), Wahrenburg & Guttler (2007) and many other leading Economists that
one of the triggers associated with the collapse of the investment banking sector was that
of inadequate regulation in the credit rating system. Although there are many differing
views on how to deal with the complications of regulation in credit ratings, all agree that
the present regulation is ineffective and laughable at best. Whilst some call for more
efficient regulation like Wahrenburg & Guttler (2007) clearing platform or Persaud
(2009) scoring system, others like Richardson and White (2009) lean more towards a free
market solution. The complexity of having regulation that solves problems like bias and
free-rider problems is mind-boggling. Although there are no quick fixes to regulation of
rating agencies it is clear the something needs to be done, as current regulation
fundamentality lacks in dealing in a principally capitalist economy. It is yet to be seen if
the Basel II accord will address the fundamental flaws in the regulation of rating agencies
or if it will just produce more senseless regulation. But it is, for now at least, the best
chance we have at a total reconstruction of the rating system. Only time will tell the
significants of this new regulation, but positive change in regulation is required if we the
world is to come out of this financial crisis on top.
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The Triggers for the Collapse in the Investment
Banking Sector and Where to from Now?
MATTHEW STRAWSON and AMBER MACKINNON
Introduction
Throughout history there have been a variety of efforts at implementing an appropriate
monetary and financial policy in the developed world, from the Gold Standard to the
Bretton Woods system and now an ongoing push for unregulated floating currencies. The
increased adoption of technology, globalisation and competitive banking pressures has
seen increasing global interconnectedness across financial markets. This international
competition and belief in laisse-faire capitalism saw increasing pressure on governments
and regulators to trust the banks self regulation and allow them to maximise the wealth of
their shareholders, while fulfilling the needs of consumers of financial services within the
economy.
Unfortunately this interconnection saw increased exposure among counterparties and
correlation between events and information affecting all markets. According to Ben
Bernanke Chairman of the US Federal Reserve “the origins of most financial crises can
be traced to failures of due diligence or "market discipline" by an important group of
market participants”.i This article looks to analyse and explain the culmination of a
number of factors and participants which led to the collapse of leading US investment
banks and almost complete disruption to the global investment banking sector, however
the focus of the article will only be the US. As renowned investor Warren Buffett has
been quoted as saying “You only learn who has been swimming naked when the tide
goes out – and what we are witnessing at some of our largest financial institutions is an
ugly sight”ii.
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Monetary and Fiscal Policy
The actual independence of a supposed independent central bank is often questioned in
that central bankers may be acting to support government plans, programmes and policy
as opposed to controlling inflation and fighting deflation. We can examine such a
proposition in relation to the US housing bubble of 2006 which translated from a US
subprime crisis to a global economic downturn touted as the worst economic crisis in 70
yearsiii. Indeed the job of central bankers is also to foster long term growth and hence at
times inflation is traded for growth or vice versa as per the preferences of the governor
and other central bankers. In this case we must question whether the United States
Federal Reserve was acting in the interests of long term growth or alongside the
government in its search for increased housing affordability and home ownership rates.

Investing in a house seemed like a sure route to financial security and even wealth as long
as mortgage repayments could be made and house prices were rising. It seemed it would
then only be a matter of time until the house could be sold at a profit and another one
purchased, or in the case of investment properties several at once. Encouraging
homeownership is a worthy and admirable national goal, conveying a sense of
participation and achievement especially for those of lower socioeconomic status, for
which the idea of owning a home is only a dream. High homeownership is beneficial to a
healthy society however there is as we have seen there is a critical level which points to
problems of over-promoting homeownership at the monetary and fiscal level. After all,
owning your home is not the ideal housing arrangement for all people in all
circumstances but the ease of availability of finance for housing distorted decisions and
led people believe that it was.

In 1993 the Federal Reserve Bank of Boston published "Closing the Gap: A Guide to
Equal Opportunity Lending" in a search for equality for lower socioeconomic citizens. It
recommended a series of measures to better serve low-income and minority households,
including loosening income thresholds for receiving a mortgage, influencing government
social policy and demands on banks thereafteriv. On the fiscal side in 1996, the
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Department of Housing and Urban Development gave Fannie Mae and Freddie Mac, The
Federal National Mortgage Association and Federal Home Loan Mortgage Corporation
respectively an explicit target, that 42% of their mortgage financing should to go to
borrowers with income below the median in their area. This target then increased to 50%
in 2000 and 52% in 2005v. Again in July The Taxpayer Relief Act of 1997 expanded the
capital-gains exclusion to $500,000 from $125,000, encouraging people to invest in
second homes and investment propertiesvi.
As these fiscal policies operated the early 2000s recession spurred the Federal Reserve to
take action to stimulate the economy by lowering Federal Funds Rate 11 times, from
6.5% in May 2000 to 1.75% December 2001. In mid 2003, the federal-funds rate hit a 45year low of 1.0% where it was held until mid-2004 which coincides roughly with the
period in which home-prices increased most rapidly. More importantly the real inflationcorrected federal funds rate was negative for thirty-one months from October 2002 to
April 2005vii. Although these monetary conditions were effectively reducing the
recessionary effects of the bursting of the stock market bubble of the 1990‟s their effect
in loosening credit conditions is undeniable.
As a measure of these conditions we compare the Federal Cost of Funds Index (COFI),
which is calculated using monthly average interest rates for marketable Treasury bills and
Treasury notes. It is used as a benchmark for different types of mortgage loans and
securitiesviii. We can see below the reduction in the cost of funds from 2000 to the low in
2004, particularly notable is that the 2004 level is the lowest since the index was started
in 1981. Although this may seem like conclusive evidence to long-term interest rates
(which determine the rates for fixed-rate conventional mortgages), did not respond
substantially to the large rate cuts until the late stages of the housing boom so we must
examine further.
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Lending Practices
Under the principles of asymmetry of information, typical lending circumstances imply
that the eager loan-seekers are generally likely to be bad risks and vice versa. This issue
is discussed at length in the article: The Trouble With Banks, describing them as
“specialists in dealing with adverse selection and moral hazard. They develop expertise in
knowing what questions to ask borrowers seeking loans [which] allows them to screen
out many of the bad risks”ix. The very lending practices that government regulators were
encouraging to promote home ownership, were posing the following quandary to banks:
lend to those whom you normally would not. Perhaps it was this alone that brought about
the inherently irresponsible lending practices that ensued or, as proponents suggest, the
short-run profit-seeking attitude of these retail banks‟ management was the chief
contributor.

This concept is explored by Lawrence Mitchell in Corporate

Irresponsibility: America’s Newest Export, “The corporation has one end, and that is to
maximise stock price... the directors and officers that animate it do so with that end in
mind...corporations are able to act without morality or accountability for they are formed
for a single purpose.”x Parallels can be drawn from Mitchell‟s work to the competitive
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pressures that were on lenders to innovate their product offering that elevated
concurrently with the rise in housing prices.
Banks were reportedly issuing a variety of loans to “subprime” borrowers (those with a
poor credit history and potentially low income) that lacked the simple historical
foundations upon which lending is based. For example; the “no documentation” loans
that enabled applicants to lie about their incomexi; or the NINJA loans that were
notoriously issued freely to those who held no job, income or assets as well as nonrecourse loans, which were based on the theory that rising house prices could see the
borrower walk away from the collateral and the value of the house would still cover the
outstanding loan. Another divergence from previously conventional lending practices
were “hybrid” or “2-step” loans that were sold to subprime borrowers at extremely low
fixed initial interest rates commonly called “honeymoon or teaser rates” that were
followed by a steep hike to the variable rate upon cessation of the fixed term.
According to Due Diligence: Planning Questions, Issues by Gordon Bing, “Lenders
normally conduct their own due diligence prior to advancing funds. The interest rates and
terms they demand is a direct reflection of their conclusions relative to overall quality.”
Further “collateral functions as a sort of backup insurance that only becomes important
when repayment is not achieved. Lenders prefer not to be involved in liquidations and
usually make every effort to avoid the process.”xii

It is clear that the practices of these banks were an exacerbating factor of the increasingly
poor quality of the US mortgage market. At an estimated peak in March 2007, the
subprime sector accounted for one in five new mortgages and 10% of all mortgage
debtxiii. The subprime market experienced strong growth from 2002 as illustrated below.
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xiv

Collateralised Debt
This overview of fiscal, monetary and private lending actions offer a reasonable
background to the 2006 US housing bubble. To identify the specific driver of this asset
bubble and its consequent progression to investment banks‟ and other investors‟ balance
sheets, however we must look back to the 1970‟s. The first mortgage backed security
(MBS) was issued by Ginnie Mae in 1970, initiated by the US congress. These mortgage
backed securities are in effect a right to interest payments from mortgage holders which
have been packaged together by Ginnie Mae the Government National Mortgage
Association and other issuers such as Fannie Mae and Freddie Mac. These securities were
one of the greatest US innovations in credit markets and provided numerous benefits such
as accesing capital from private investors which led to more liquid assets and more
efficient market pricing of mortgages, which previously was largely unavailable. The
2004 Financial Policy Forum outlines some of these benefits of securitisation, which
“lowered mortgage rates for borrowers, broadened homeownership and eliminated
regional disparities in the deployment of capital for home mortgage lending” xv. The
securities converted non-rated, illiquid loans on banks‟ balance sheets into assets that
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operated in a highly liquid market, appeared to offer low credit risk and offered a
competitive rate of return.
This innovation gave the impression of a “win win” situation, however we must analyse
the impact this process had on lenders actions. As discussed by Gordon Bing, banks
traditionally conduct credit and background investigation on potential loan candidates in
order to minimise the risk of default, which would of course reduce the bank‟s
profitabilityxvi. By securitising and selling the loans onto potential investors the bank no
longer bore the risk of potential defaults. This created a moral hazard in that lenders were
no longer held accountable for the quality of the loans they were issuing. Exceptional
growth in issuance led to a highly liquid secondary market for mortgage securities with
daily trading volume exceeding $200 billion and outstanding debt more than $5.3 trillion
in 2003, making them one of the most liquid in the worldxvii. With interest rates at 45 year
lows in the early 2000‟s investors were looking for returns and security that Treasury and
corporate debt could not offer. Below is an example of the potential spreads over
treasuries that could be made by investing in MBS with Ginnie Mae.
xviii

Ratings Agencies
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Let‟s consider why these assets were so highly regarded by credit ratings agencies (CRA)
such as Standard and Poors, Moodys and Fitch and further, why these ratings houses
were blindly trusted by sophisticated investment banks. The Head of Risk Management at
a prominent investment bank was asked exactly this question, their response was “we
trusted the rating agencies. It is hard to imagine now but the reputation of outside ratings
was so high that if the risk department had ever assigned a lower rating, our judgment
would have been immediately questioned. It was assumed that the rating agencies simply
knew best.”xix It appears the lengthy period of economic expansion and favourable
conditions developed a level of complacency among the banking community, leaving
those highly trained to detect risk unjustifiably trusting of the findings of CRA. The same
risk manager recalled colleagues describing the market conditions as “most benign risk
environment we had seen in 20 years”xx.

In retrospect, it is recognised that the credit ratings awarded to these securitised products
were well above what would have been an appropriate reflection of risk due to a number
of reasons in which CRA failed to adequately acknowledge risk. Firstly, houses prices
continued to rise, and lenders were not concerned about borrowers‟ ability to meet their
mortgage repayments. Secondly, lenders also sought insurance on these MBS by way of
derivatives such as credit default swaps. Thirdly, it was common for borrowers to
purchase mortgage insurance therefore if default, insurers would cover the outstanding
amount of the mortgage and its required repayments.

Fourthly, the European

Commissioner for International Market and Service Press Charlie McCreevy
acknowledged in a recent press conference that “conflicts of interest are inherent in their
"issuer pay" business models”xxi. Finally, critics such as ex US Attorney General Marc
Dann claim that they failed to conduct proper due diligence in ratings as there was
pressure from (paying) bond issuers to provide favourable rating.xxii. Such allegations led
to an SEC investigation into the ratings of MBS in 2007xxiii.

The Housing Bubble
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We have examined the main reasons for the US housing bubble but how it turned from
never ending gains and prosperity for the consumer, lender and investor to massive losses
and bankruptcy for many. Although monetary policy had been overstimulating to the
economy in the early 2000‟s, the rise in consumers‟ apparent wealth through their house
price and reduced price of credit saw spending increase and with it the inflation rate to
3.99% for the month of January 2006xxiv. The Federal Reserve reacted to these very high
levels of inflation by raising nominal interest rates by 25 basis points at each quarterly
announcement post 2006xxv. Borrowers were hit again, especially sub-prime borrowers as
they came off their honeymoon rate period to rates that more accurately reflected their
risk to what is traditionally the bank, in this case the MBS holder. Usually this would not
be a significant problem as the insurer would stand in and meet the repayments and the
asset would be unaffected, but if insurance was not taken out or in some cases the insurer
was unable to meet the repayments then the security would not realise its promised cash
flows, decreasing its value. Unfortunately the correlation between defaults was large,
which indicates that when one borrower defaulted, then many more would. This caused
large losses to the monline insurers. With an oversupply of houses and rampant levels of
mortgage foreclosures, the market could no longer sustain the inflated house. In
September 2006 house prices commenced their descent with the Case Schiller Composite
10 Year Home Price Index (comprising 20 U.S. metropolitan cities) down over 30% by
February 2009xxvi.
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We can see how the boom in housing prices despite governmental and monetary
endorsement was purely artificial and unsustainable with many sources to blame. We
must now examine how these so called sub-prime defaults flowed into banks and into the
economy.

Investment Banks
The collapse of the US and indeed international financial markets in the wake of the US
housing bubble has left many bankruptcies, bailouts and embattled companies with
conviction now that no company is too big to go under. We must then discuss how did
the fall in value of a particular type of asset in a particular asset class, that being assetbacked securities and collateralised debt obligations manage to bring down what were
seemingly rock-solid firms making extraordinary profits. In a brief meeting on April 28,
2004 the five members of the US Securities and Exchange Commission met with five
investment banks namely Merrill Lynch, Lehman Brothers, Bear Stearns, Morgan
Stanley and Goldman Sachs, which was then headed by Henry Paulson. “The investment
banks wanted an exemption for their brokerage units from an old regulation that limited
the amount of debt they could take on. The exemption would unshackle billions of dollars
held in reserve as a cushion against losses on their investments. Those funds could then
flow up to the parent company, enabling it to invest in the fast-growing but opaque world
of mortgage-backed securities; credit derivatives, a form of insurance for bond holders;
and other exotic instruments.”xxvii Freed from regulation investment banks expounded
their balance sheets. “At Bear Stearns, the leverage ratio (a measurement of how much
the firm was borrowing compared to its total assets) rose sharply, to 33 to 1” Note this
was from a base of around 12 to 1. “The ratios at the other firms also rose
significantly”xxviii.

The major investment banks were now poised to profit from the record increase in house
prices and in the fourth quarter ended November 30th 2005, Bear Stearns earned a record
$US 407 million up from $US352.6 million the year beforexxix.
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With this reward came risk and as Bear Sterns purchased mortgages and packaged them
into securities to sit on its balance sheet as well as selling them onto clients, they exposed
themselves to housing market volatility. In the 2004 SEC meeting, Mr. Goldschmid, a
member said “we‟ve said these are the big guys, but that means if anything goes wrong,
it‟s going to be an awfully big mess.”xxx In early 2007 the collapse of the housing bubble,
known widely as the „subprime crisis‟ began to flow into the investment banking
community with Ownit Mortgage Solutions Inc. filing for bankruptcy with records
showing it owed Merrill Lynch around $93 million and Credit Suisse First Boston $12.7
million.xxxi The reduction in prices of the securities and in cash flows saw investors losing
confidence with Bear and on June 7th 2007 it informed investors in two of its funds, one
being its „High-Grade Structured Credit Strategies Enhanced Leverage Fund‟ that it was
halting redemptionsxxxii. Markets continued to tumble as spooked investors continued to
draw funds for fear of further losses or indeed another failure as financial institutions
declared bankruptcy almost daily. On October 5 Merrill Lynch reported the biggest
quarterly loss in its 93-year history after taking $US8.4 billion of write-downs. The writedowns on subprime mortgages, asset-backed bonds and leveraged loans saw a thirdquarter loss of $US2.24 billion.xxxiii

By March 2008, investor confidence continued to dwindle and rumours began to swirl
around Bear‟s rising illiquidity. On Wednesday the 12th of March 2008, in an effort to
quell rumour and halt the withdrawal of funds CEO Allan Schwarz appeared live on
CNBCxxxiv. He was questioned as to whether he knew that one of Bears biggest trading
partners, Goldman Sachs had ceased to accept Bear as a trustworthy counterpart. Instead,
this signalled to investors that Bear was in a worse state than they thought, by 6pm on the
Thursday Bear had insufficient cash to open the next day. xxxv With confidence in the
company as depleted as its cash reserves it could no longer roll over its loans on the
overnight repo market and was forced to seek funding from the Federal Reserve. Tim
Geithner president of the New York Federal Reserve Bank and others poured over Bears‟
books overnight and established the frightening position they were in. He found not only
more exposure to MBS then expected, but Bear had also issued hundreds of billions of
dollars of credit default swaps all over Wall Streetxxxvi. This was a huge liability to the
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firm, considering they only had around $US18bn in reserves according to Bears‟ former
chairman Allan Greenberg before the crisisxxxvii. “Because of this systematic risk (of
interconnection to multiple firms), Bears‟ failure would see a cascade of other
failures”xxxviii.

To halt a contagion of illiquidity and loss of confidence the Federal Reserve acted under
Chairman Ben Bernanke to indirectly lend funds to Bear through its clearing bank JP
Morgan as it was prohibited to lend directly to an unregulated investment bank. By close
of trade on the 14th of March Bear‟s stock had fallen 47.37% to $30 dollars as the Feds‟
actions signalled to investors that Bear was in a lot of trouble as it was in effect a bailout.
See Appendix. Investors‟ loss of confidence appeared to be self fulfilling in that pulling
funds for fear of collapse or losses in effect saw losses and collapse as the firm in its
leveraged position could not meet liquidity requirements. It was apparent that Bear could
no longer continue to operate and with the view that Bears‟ failure would cause a risk to
the whole financial system a shot gun marriage with JP Morgan was arranged with a
Federal guarantee of $US30Bn on Bears‟ toxic mortgage and insurance assets. Henry
Paulson was now worried about moral hazard, in that a bailout of Bear would create
incentive for other firms to continue to operate at this high level of risk because if Bear
wasn‟t allowed to fail, being Wall Streets smallest investment bank then they wouldn‟t be
allowed to fail either.
By September Freddie Mac and Fannie Mae two of the world‟s largest companies
holding $US5Tr in mortgages had been nationalised due to massive losses and again
through fear of their collapse posing a large systematic risk to the financial system and by
now the real economyxxxix. Through the Northern summer of 2008 toxic mortgages began
to eat away at every major Wall Street firm and on September 14th 2008, 94-year-old
Merrill Lynch agreed to sell itself to Bank of America for $US50 billion.xl Henry Paulson
under increasing political pressure from Capitol Hill conservatives for his bailout
measures and in an effort to prevent rising moral hazard allowed Lehman Brothers a 158year-old bank to fail.xli The mood in Washington was that if you don‟t let some firms go
belly up then you lose the discipline of the market, however Lehman was a larger and
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even more interconnected firm than Bear and its failure only acted to significantly
destabilise the US financial system. The market for credit began to freeze with share
markets plummeting and with interbank lending at the heard of the financial system „it
was Lehman‟s failure that caused the crises‟.xlii In early September, Paulson had
encouraged Lehman Brothers to sell itself however, CEO Dick Fuld was not willing, and
when they filed for bankruptcy, neither Barclays or Bank of America would buy the firm
without the same guarantee on toxic assets that JP Morgan had received.

According to Joe Nocera from the New York Times there was a mentality amongst
borrowers, brokers, lenders and Wall Street that house prices could only go upxliii. This
attitude saw greed and profiteering but left many firms heavily exposed and this exposure
which was once their road to riches became their ticket to failure. Jeffery Lane CEO of
Bear Stearns Asset management sums the collapse of the investment banking system well
by saying that “it was a traditional game of hot potato hot potato, but everyone ended up
with a hot potato”xliv.

Conclusion & Where to From Here?
In the aftermath of the credit crisis, as global financial markets begin to show initial signs
of re-composure with the emergence of tentative investor confidence, regulatory bodies
and world leaders are proffering potential preventatives of a future repeat of what was
conceivably the worst financial crisis in history. At the recent G20 summit in London,
world leaders deliberated over measures that would alleviate short term difficulties and
ease the threat of a future crisis of the same calibre. These included practices and systems
such as; regulatory cooperation and information sharing; cross-border crisis management;
a convergence of regulatory practices; collaboration of regulatory bodies and the
monitoring of asset price changesxlv. It is essential that such co-operations lead
international regulators and leaders to converge on the appropriate regulations going
forward.
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It is the job of sophisticated financial engineers to find loop holes in regulation and
therefore it is imperative that regulators be at least as financially accomplished as the
engineers themselves, a metaphorical fox in charge of the chickens in order to
understand, control and maintain the stifling complexities of the modern financial market
and ensure that a Great Depression was only ever something in the past.

Appendix 1
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