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Preface

Were the bankers mad? Blind? Evil? Or were they simply grotesquely greedy? To be sure, there have been plenty of booms and busts in history. Market crashes are almost as old as the invention of money itself. But the latest and ongoing crisis stands out due to its sheer size; economists estimate that total losses could end up being $2000 billion to $4000 billion, a sum that is not dissimilar to the value of British gross domestic product. More startling still, this disaster was self-inflicted. Unlike many banking crises, this one was not triggered by a war, a widespread recession or any external economic shock. The financial system collapsed in on itself, seemingly out of the blue, as far as many observers were concerned. As consumers, politicians, pundits, and not the least financiers, contemplate the wreckage, the question we must drill into is Why? Why did the bankers, regulators and ratings agencies collaborate to build and run a system that was doomed to self-destruct? Did they fail to see the flaws, or did they fail to care?

This book explores the answer to the central question of how the catastrophe happened by beginning with the tale of a small group of bankers formerly linked to J.P. Morgan, the iconic, century-old pillar of banking. In the 1990s they developed an innovative set of products with names such as ‘credit default swaps’ and ‘synthetic collateralized debt obligations’ (of which more later), which fall under the rubric of credit derivatives. The Morgan team’s concepts were diffused and mutated all around the global economy and collided with separate innovations in mortgage finance. That played a critical role in both the great credit bubble and its subsequent terrible bursting. The J.P. Morgan team were not the true inventors of credit derivatives. But the story of how the particular breed they perfected was taken into far riskier terrain by the wider banking world offers a sharp perspective on the crisis. Equally revealing is the little-known tale of what the J.P. Morgan bankers (and later JPMorgan Chase) did not do, when their ideas were corrupted into a wider market madness. The story of the great credit boom and bust is not a saga that can be neatly blamed on a few greedy or evil individuals. It tells how an entire financial system went wrong, as a result of flawed incentives within banks and investment funds, as well as the ratings agencies; warped regulatory structures; and a lack of oversight. It is a tale best understood through the observation of human foibles, as much as through economic or financial analysis.

And while plenty of greedy bankers play crucial parts in the drama – and perhaps a few mad, or evil, ones too – the real tragedy of this story is that so many of those swept up in the lunacy were not acting out of deliberately bad motives. On the contrary, in the case of the J.P. Morgan team who form the backbone of this tale, the bitter irony is that they first developed their derivatives ideas in the hopes that they would be good for the financial system (as well, of course, as for their bank, and their bonuses). Even today, after all the devastation, some of the tools and innovations developed during the credit boom should be seen as potentially valuable for twenty-first-century finance. In order to understand how that could be, though, a deep understanding of how and precisely why they came to be so abused is vital. I offer this journey through the story as one attempt to begin to come to grips with the answers to that crucial question.

First, a brief note of explanation of why I chose to focus on the J.P. Morgan team. My own path into this story started in the spring of 2005, in a plush, darkened conference room in Nice. A couple of weeks earlier, I had taken up the post of capital markets editor of the Financial Times, and so I had flown down to the French Riviera to take part in a conference to discuss the credit derivatives world. Back then, in the gloriously naive days of the financial boom, the issue of credit derivatives was something that most journalists (and their readers) considered rather obscure and dull. Indeed, I had often viewed it that way myself.

Unlike most other newspapers, the FT had always strived to cover the workings of the vast debt and derivatives market; however, these topics had traditionally commanded less attention and status than the high-profile, glamorous issues such as corporate finance, mainstream economics – or the stock market. Sectors such as equities or corporate activity have traditionally been easier for journalists to cover, since they are less opaque and include visible characters.

However, in late 2004, when I was working on the Lex analysis column of the FT, I realized that something highly significant was under way in the vast, murky debt world. Initially, I was unsure quite what the story was; but I could sense that something was bubbling. So when a chance arrived to run the capital markets team, I grabbed it, and headed to Nice to get an introduction to this newfangled world. (As I would later discover, banking conferences tend to occur in places such as Boca Raton, Barcelona, the French Riviera or other smart holiday resorts, rather than cities like Hull or Detroit.)

Walking into that gathering for the first time was a disconcerting experience. The hall was full of young men and women, decked out in the smart-casual wear that is the unofficial conference uniform for the City or Wall Street: chinos, shirts, loafers, matched with chunky, expensive watches (for men) or equally expensive, but discreet earrings (for women). References to billions – or even trillions – of dollars were casually tossed into conversation. Yet much of the time, the bankers avoided direct references to any mention of what companies or consumers might do with the money, such as building factories or buying food; instead finance was presented as an abstract mathematical game that took place in cyberspace, and which could only be grasped by a tiny elite. Finance was not about grubby cash, but a string of mathematical equations, Greek letters or phrases such as ‘Gaussian copula’, ‘standard deviation’, ‘attachment point’, ‘delta hedging’ or ‘first-to-default basket’.

I was utterly baffled. I had done plenty of maths at school, but nothing had equipped me for this. But, as I sat in the darkened conference room, I also had a sense of déjà vu. Over a decade earlier, before I had started working as a financial journalist, I had done a PhD in social anthropology, the branch of the social sciences devoted to studying human culture from a micro-level, holistic perspective, based on on-the-ground fieldwork. Back then, I had used my training to make sense of wedding rituals and ethnic conflict in Tajikistan, a mountainous central Asian region. However, as I looked around me in that Nice conference hall, in the spring of 2005, the same approach I had once used to decode Tajik weddings seemed useful in the credit derivatives tribe too. As a rank outsider I understood little of what was being discussed; however, conferences seemed to fill a similar structural function as wedding ceremonies. Both events allowed an otherwise disparate tribe of players to unite, mingle and forge all manner of fresh alliances on the margins of the main event. They restated, and thus reinforced, the dominant ideology – or cognitive map – that united the group, transferring it from generation to generation. The PowerPoints the bankers presented on topics such as the CDO waterfall, did not merely convey complex technical data; they also reinforced unspoken, shared assumptions about how finance worked, including the idea that it was perfectly valid to discuss money in abstract, mathematical, ultra-complex terms, without any reference to tangible human beings.

The participants in the Nice banking conference were barely aware of such ‘functions’, and they had little incentive to reflect on their activity, or explain it to outsiders. Business was booming. That validated their cognitive map. In any case, almost nobody outside their world had ever shown much interest in what they did. I was the first reporter from a mainstream newspaper that had bothered to attend that particular conference; to other mainstream reporters, even those in the business sphere, CDOs seemed far too geeky a topic to arouse interest. Uneasily, I looked around the hall, trying to get a compass to help me navigate; who were they key players? How could I interpret this strange language? ‘Who are those people up on the stage?’ I whispered to a chino-wearing man sitting next to me in the dark hall. On the stage a panel of young financiers were earnestly debating the prescribed topic: ‘Do investors truly understand CDO default risk?’ (The answer, it appeared, was ‘not always’.)

My neighbour looked nervous; he whispered that his bank banned employees from talking to journalists ‘since you guys keep writing all that shit about derivatives blowing up the world’. But then he relented: ‘They used to all work at J.P. Morgan.’

‘J.P. Morgan?’ I asked, surprised. In the early part of the twenty-first century, it was Goldman Sachs, and its powerful alumni network, that seemed to dominate the world of finance, inspiring envy from rivals. J.P. Morgan, by contrast, seemed rather dull by comparison; so why was it so present now? ‘It’s like this Morgan mafia thing. They sort of created the credit derivatives market,’ my neighbour whispered, and then he shut up abruptly, as if he had given away some kind of state secret.

I never saw that particular financier again, thus never discovered if he had a personal link to that Morgan mafia. Yet my curiosity was piqued. In the months that followed, I set out on an intensive mission, to try to make sense of this strange, unfamiliar credit world. Along the way, I also tried to untangle why J.P. Morgan had played such a key role in this newfangled sphere. When I first set out on this journey, I had absolutely no idea of the momentous events which would eventually shatter this credit world. By chance, I had seen a banking system implode once before in my career, since I worked in Japan in the late 1990s. However, when I wrote about that disaster I never imagined, for a moment, I might see that pattern unfold again in Western finance, far less in the CDO sphere. What drew me to the credit world was just a journalist’s hunch that a big story was bubbling which seemed widely ignored.

Later, around 2006, I became seriously alarmed by what I saw, and started to warn that a reckoning loomed. Then, later still, when the financial system started to collapse, I realized that the tale of the credit world in general, and the J.P. Morgan group in particular, offers some good insights into what went wrong. That is not, let me stress, because the J.P. Morgan group personally engaged in the abuses that eventually destroyed some banks.

They did not. Nor were the Morgan mafia the only players that created the market for complex financial products. Numerous other bankers were involved in this process too. To write a book which is comprehensible, I have been forced to streamline the story. Yet the strange journey that the Morgan group have travelled over the last two decades does provide insights into why the financial system spun out of control, and why a set of ideas which once seemed ‘good’, turned so terribly ‘bad’. It is a tragic, salutary tale, not just for bankers but for all of us.
