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Prologue

After graduate school I embarked on a career in international banking
that would soon evolve into a dynamic involvement in various facets of
investment banking - venture capital, loan syndications, project finance
and culminating in private equity. Those were exhilarating days of con-
stant deal making and raising vast sums of money for clients. However,
during the private equity phase, I frequently experienced undeniable
conflicts of interest with certain board members from my controlling
shareholder who would wittingly propose a course of action that suited
their interests rather than those of the fund I was managing. These epi-
sodes would lead me to look into the role of ethics in banking.

Following suggestions from some respected philosophers that I
investigate contemporary banking practices, 1 designed my empirical
research on selected banks. A short time after commencing my research,
the symptoms of the looming sub-prime crisis started to surface, but
few observers identified it. When 1 attended the 2007 annual meeting
in Philadelphia of the Society for Business Ethics, there were numer-
ous professional business ethicists, several of whom came from lead-
ing financial institutions, yet there was no mention whatsoever of the
emerging financial crisis or the underlying ethical factors. That was the
reason [ resolved to devote sections of my book to this calamity.
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Approaching Banking from a
Philosophical Perspective
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Global Credit Crisis

Apocalypse

The credit crunch that had first manifested itself in August 2007 was
accelerating briskly during the summer months in the northern hem-
isphere, though much of the population outside mainstream finance
in America and England was oblivious to this ominous tidal event. By
September 2007 the US Federal Reserve Bank had started to slash inter-
est rates so dramatically that economists expressed concern that such
action might spark a downturn. The American central bank had taken
this action to avert some of the harmful consequences on the economy,!
but even then it could not stop the tidal wave. The economic indicators
were worsening. The housing downturn continued to deteriorate with
housing starts plummeting to a 12-year low and foreclosures doubling
from the previous year. The construction industry was at its bleakest
since the 1991 recession.?

Despite the rapidly spreading distress, bankers still had a sanguine
outlook in November 2007, proclaiming circumstances would be dif-
ferent this time.? Bankers had been responsible for the circumstances
that instigated the collapse of credit, but they failed to appreciate the
full ramifications. Several top bankers would soon be fired, and leading
financial institutions would collapse, eventually requiring government
rescue. As the analyses in Chapters 6 and 7 will highlight, the roots
of the troubles lay in the flawed ethos of sub-prime loans, which were
characterized by irresponsible lending. Most of these loans subsequently
became delinquent, and by July of 2007 the affected banks were required
by regulations and accounting convention to set aside commensurate
loan loss provisions. These substantially impaired their equity position
and compelled them to raise funds in the capital and money markets. As
in any panic-driven rush, many would be crushed along the way, while
only a few banks would survive the credit squeeze.

_____
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Central banks around the world responded to this credit crisis with
unprecedented interest rate cuts in order to restore liquidity in the
financial markets, but the problems were the collapse of trust among
banks in each other (as will be probed in Chapter 7) and the defensive
reaction of banks to discontinue lending to most of their customers.
Even after central banks continued to drop interest rates, banks would
either not resume lending or would do so at higher interest margins to
preserve profits. The cycle of trust that is so essential to banking had
been ruptured.

What were the immediate and continuing repercussions? Firstly, as
later chapters will show, millions of homeowners lost their homes and
incurred substantial financial costs. Secondly, countless companies that
could not get hold of economically viable financing were forced to cut
production and employment. Many major industries would suffer eco-
nomic hardship, for example, automobiles, airlines, heavy equipment,
consumer goods, department stores and restaurants among others.

Paradise Lost

Despite attempts to find other scapegoats, most economists agree that
the blame for the global financial crisis lies with the banks. Instead of
prudent and efficient allocation of capital to corporate and retail cli-
ents, banks ignored credit standards and disbursed loans to anyone who
was interested. Rather than acting as professional risk managers, banks
assumed extraordinary risks and compelled unwitting customers to do
the same; in the process everyone suffered financial ruin. The banking
industry is tasked with facilitating the flow of funds in the global mar-
kets, but now it precipitated a dangerous obstruction.* Having broken
down as an industry, America’s financial-services companies were the
earliest ones to suffer, slashing nearly half a million positions since the
heights of December 2006 — more than half of them in the seven months
prior to mid-May 2009. Many jobs were permanently eliminated.®

The financial disaster started with the asset bubbles created through
excessive and irresponsible lending that inevitably had to burst. But this
was a crisis not just of money but also of confidence because the problems
had been greatly magnified through certain unique aspects of modern
finance, which we will further examine in Chapter 7. These included the
innovation of synthetic derivatives to create exposure to risk without
actually having to own the underlying assets; the application of fair-
value accounting, which compelled financial institutions to constantly
evaluate assets on the basis of current market prices that could activate
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signals to dispose of investments, further pushing down prices, until the
process became a vicious circle. The principal accelerant was excessive
leverage.®

The amplifiers noted above could have been kept under control if
banks had exercised better governance under sound ethical principles
or if regulators had acted judiciously to prevent negligent bank prac-
tices. Alan Blinder, a professor of economics at Princeton and former
vice chairman of the Federal Reserve, raised the same criticism and espe-
cially found fault with government regulators for allowing sub-prime
loans to flourish and for their failure to contain home foreclosures.” This
crisis is acutely severe because of the unique characteristics of banks.
A special report on international banking in The Economist explained
why banks are special. Firstly, their fundamental structure is grounded
in trust. Banks are reliant on deposits and the inter-bank money mar-
ket in order to extend credit to customers, and, when trust is forfeited,
those funds can be demanded back more rapidly than loans they have
extended. Secondly, banks are unique in that they undertake numerous
transactions with each other. Thirdly and most importantly, the bank-
ing industry serves to promote the smooth operation of the economy by
efficiently directing credit in order to effect productive uses of capital.
The financial crisis upturned the system.®

After the crisis erupted in the banking sphere, it gradually spread to
non-financial businesses with the onslaught of recession at the end of
2007. From that time till May 2009, America had shed 5 million jobs. It
was estimated that more than 15 per cent of workers were either jobless
or underemployed. The market value of listed shares in American com-
panies tumbled 57 per cent from its high point in October 2007 to a low
in March 2009, with some recovery thereafter.’

Since the credit squeeze had progressed to a global recession, the
industry slowdown was felt in all countries. On 26 January 2009 major
multinational companies that included, among others, Caterpillar, ING,
Pfizer and Sprint Nextel announced several thousands of job cuts each;
the International Labour Organisation issued a gloomy forecast of an
upsurge in the global jobless rate to 7.1 per cent this year or 230 million
people, which is a significant growth from 179 million in 2007.1° Such
large-scale unemployment is a cruel penalty on innocent victims.

In the spring of 2009 both General Motors (GM) and Chrysler, which
had once been respectively the largest and the third-largest carmakers
in America, were forced into bankruptcy proceedings because they were
slowly haemorrhaging due to the drastic collapse of their sales. Though
the fundamental reason behind the failure of both firms was inetficiency
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and overproduction, the immediate factors behind their demise were the
higher cost of finance,'! which was extremely difficult to obtain, and the
sudden reduction of the take-home pay of American consumers. Many
individuals had lost their jobs while others were constrained to embrace
a more frugal lifestyle that meant either not regularly changing cars or
buying cheaper fuel-efficient imports. The American car manufacturers
had reacted defensively to the influx of better and more efficient Japa-
nese cars in the 1970s by lobbying for government protection instead of
responding in kind; in addition, their ill-conceived agreement on ben-
efits with the unions saddled them with a heavy cost structure. GM’s
bankruptcy resulted in the loss of 14 factories, 29,000 jobs and 2400 deal-
erships in America;!? it also involved the sale of the European operations.

Banks and Household Debt

Household savings have traditionally provided a strong impetus to eco-
nomic growth in many countries, but conditions have changed in recent
years. In the American situation, personal indebtedness rose steadily,
from less than 80 per cent of disposable income in 1986 to nearly 100
per cent in 2000, and by 2007 it had climbed to 140 per cent.!? Looking
at actual numbers, the financial historian Niall Ferguson noted that by
2007 American consumer debt had soared to a record US$2.5 trillion.'*
A study entitled ‘For a New Thrift: Confronting the Debt Culture’ com-
mented that the reckless debt culture trapped individuals in a morass
of poverty and destroyed lives. Statistics showed that credit-card debt
nearly tripled between 1989 and 2001, increasing from US$238 billion
to US$692 billion; by 2008, it grew to US$937 billion.!® The debt was
in the main issued by banks, though there were also non-bank financial
institutions to blame.

Debt can be a good thing because it enables people to purchase homes,
buy goods that contribute to a better quality of life or embark on busi-
ness ventures. But consumer credit cuts two ways. It brings convenience
and expanded options, but, if its promoters are deceptive, it can encour-
age reckless behaviour and lead to tragedy, as the sub-prime mortgage
foreclosures have excruciatingly demonstrated.'® The mortgage loan
problems will be examined in Chapter 6.

The study cited above stated that the percentage of American families
with debt-service obligations in excess of 40 per cent of their income
increased to 12.2 per cent in 2004. Delinquencies on household debt
also rose during this period. Late fees on credit cards totalled US$17.1
billion in 2006.17



