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ON THE MONEY
Four short years after AIG, Wall Street is back to its old tricks

Last week, the once-
future Treasury secretary
and current JPMorgan
Chase chief executive
Jamie Dimon revealed a
$2 billion loss. This
previously undisclosed
derivative trade should
be a wake-up call for
those claiming that
finance has been reined
in and no longer presents

a threat to the global economy.
As it turns out, nothing could be

further from the truth.
Finance has become a low-margin,

high-leverage business. This is not
surprising in an environment in which
trading volumes are exceedingly low
and interest rates even lower. In any
other industry, a slowdown in
economic activity sends management
scurrying to cut costs, develop new
products, become more productive. In
short, to innovate. Companies can
throw money at new products,
marketing campaigns or discounted
pricing, but a slowing economy brings
down demand. What we have today is a
deleveraging economy, and that is even
more challenging — limiting the
options that CEOs can take to increase
their company revenue.

The world of finance refuses to
accept that reality. Whenever Wall
Street is confronted with a decrease in
profit, we see the same response:
Increase leverage. We usually don’t
hear about it until some market wobble
causes the excessive leverage to blow
up in someone’s face. This time, the
novelty cigar was smoked by Dimon,
and the damage was inflicted on his
reputation. The losses, we learned,
were a “mere” $2 billion, described as
manageable.

Consider any major finance disaster
of the past 30 years, and what you will
invariably see is the result of trying to
spin dross into gold. The magic of
finance is that this can work for a while.
The reality of finance is simple
mathematics. Eventually, the
probabilities play themselves out and
the dice come up snake eyes.

One thing that makes the JPMorgan
trade look especially foolish is that it’s
nearly the same sort of recklessness that
AIG exhibited: selling derivatives against
zero reserves. As Doug Kass, who heads
the hedge fund Seabreeze Partners
Management, explained: “Under the
knowledge of Dimon, the JPM
investment office sold massive amounts
of CDS [credit-default swap] premium on
large U.S. corporations in 2011. Like AIG,
they accumulated a large amount of
reported profits in the three-year period
ending 2011. In an equally familiar
manner, the principals of the London
investment office were handsomely

rewarded. And so was Dimon.”
Gee, why does that sound so familiar?
So how long did it take after AIG blew

itself up selling derivatives until some
trader came up short making the same
reckless bet? Less than four years.

The parallels to AIG continue to
mount, including on the JPMorgan risk
management committee. Astonishingly,
Ellen Futter, who was a director at AIG,
was also on the risk management
committee at JPMorgan. It’s unclear
what you need to do to get kicked off
that committee, but the directorial
equivalent of steering the Titanic into
the iceberg apparently won’t do it.

Most financial debacles have a few
things in common:

1 They vastly underestimate the risks
involved;

2 They assume the future will look
nearly identical to the past;

3 They use lots of leverage to
generate profit without enough

capital in reserve;

4 And everyone always pretends to
be surprised when the trades

eventually go bad.
As to Dimon’s statements, I am not

sure which is worse: whether he knew
about it and was not forthcoming, or
whether he (as claimed) simply had no
idea.

Regardless, the error at JPMorgan
unwittingly reveals much about the
present state of finance:
l Bankers remain imperfect,

overreaching and bonus-driven
participants.
l When using other people’s money,

the promise of enormous bonuses is still
weighed heavily toward excess risk-
taking.
l No major U.S. money center bank

has demonstrated an ability to manage

proprietary trading risks. None.
l If traders have forgotten the lessons

of the financial crisis less than four
years later, what sort of reckless
speculative risks will mis-incentivized
persons be doing after 10 years?
l Trades that are so enormous as to

be “credit index distorting” are not
hedges but pure speculation.
l Within banks, apparently the word

“hedging” loosely translates as
“speculation.” Actual hedging of existing
positions appears to be nonexistent.
l This trade was called “hedging for

profits” — there is no such thing. That is
speculation.
l Value at Risk (VaR) as applied by

banks today is a mostly useless concept.
This model is such that even minor
deviations have devastating
consequences.
l Dimon, formerly praised as the Capo

di tutti capi of bank CEOs, apparently has

been more lucky than brilliant. This past
quarter, his luck ran out.
l Because of the enormous built-in

leverage in derivatives, they are
inherently dangerous. They remain
financial weapons of mass destruction.
l “Too big to hedge” is a threat to the

stability of the global economy.
l Wall Street in its current

configuration is trying its hardest to be
“unregulate-able.”

Although this was “only” a $2 billion
loss, it easily could have been much
greater. That banks such as JPMorgan
are still putting on trades that distort
indices is, quite bluntly, astonishing.

Back to 1998!
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The real lesson of JPMorgan’s loss

celebrity chief executive who seems to
have been unaware of the risk in a $100
billion trading position.

And all of it going on right there
under the noses of resident bank
examiners desperate to show they won’t
let it happen again.

So much for the idea that the
greatest threat to the financial system
is overzealous government regulation.

Aside from the embarrassment and
the short-term financial hit, the real
damage to JPMorgan is that it exposed
how the big Wall Street banks were
planning to get around the new Volcker
rule, by which Congress meant to
prevent the too-big-to-fail banks from
taking hedge-fund-like risks with their
own capital or borrowed money. Rather
than running these trades through
their old “proprietary trading desks,”
which used to generate a majority of
their profits, the Volcker work-around
plan would disguise such trading as
part of the bank’s normal hedging
operations.

The banks had taken great care to get
the hedging exemption written
explicitly into the legislation. And until
last week at least they were in the
process of muscling regulators into
adopting the broadest possible
interpretation, one that would not only
allow them to hedge risks associated
with individual loans and securities but
also broad “structural risks” running
through the bank’s balance sheet.
According to the Federal Reserve’s

pearlstein from G1 official description, that was the focus
of a meeting between its Volcker rule
writers and six top JPMorgan
executives who traveled to Washington
on Feb. 22. Included in the delegation
was Ina Drew, the now-departed
executive who ran the now-famous
chief investment office.

It is this exemption that would
allow Drew and her team to hedge the
credit risk on the bank’s unusually
large portfolio of corporate bonds by
purchasing a “synthetic” derivatives
instrument whose value would go up
when a widely-traded index of more
than 120 blue-chip corporate bonds
went down or vice versa. But it was
also broad enough that it would make
it possible for them to later hedge
their original hedge and move
aggressively to take the other side of
the bet.

In their rush to switch gears and sell
rather than buy risk protection using
these new derivatives contracts,
however, the JPMorgan crew
apparently wound up driving the price
of insuring the entire index below the
price of protecting the individual
corporate bonds that make up the
index. That rang a bell at a number of
hedge funds that are constantly
trolling the market for a chance to
make a quick buck from such
discrepancies by buying one and
selling the other. Their profitable
arbitrage had the effect of driving
down the market value of JPMorgan’s
positions, which under accounting
rules required the bank to post a giant

paper loss. The bank’s position was so
large that it could not begin to
unwind it without driving down the
price even further.

One of the things to notice about
this tale is that the change in the
prices of these derivative instruments
had little if anything to do with any
change in the value of corporate bonds
or the number of bonds that went into
default. Nor do most of the entities
buying the “insurance” actually own
the underlying index or the individual
bonds that make up the index. The
explanation is a simple one: It all has
very little to do with hedging and a lot
to do with gambling.

I’ll leave to other pundits the
question of whether banks should be
speculating in credit derivative
markets. For me, the more interesting
question is why these markets exist in
the first place. What useful social or
economic purpose do they serve?

To hear it from the financial
services industry and its loyal cadre
of academic cheerleaders, the reason
we need trillions of dollars in credit
default swaps is that they lower the
cost of borrowing for corporations
and households. By making it
possible to “hedge” risks, the
derivatives make investors more
willing to buy bonds and banks more
willing to buy and make loans,
thereby increasing supply and
lowering the cost of borrowed money.
Or at least that’s the theory.

But a 2007 paper by Adam Ashcraft
and Joao Santos, two researchers at

the Federal Reserve Bank of New York
— JPMorgan’s chief regulator —
concludes that it ain’t necessarily so.

“We find no evidence that the onset
of [credit default swap] trading affects
the cost of debt financing for the
average borrower,” Ashcraft and Santos
write.

It turns out that the swaps actually
may lower borrowing costs by 15 to 20
basis points for a handful of large blue-
chip companies considered the safest
and most transparent — that’s a
difference of less than a fifth of a
percentage point in the interest rate.
But the researchers found that for all
corporate borrowers, credit default
swaps raised borrowing costs for the
average firm by 20 basis points. For the
riskiest firms — those that are typically
the newest and least understood — the
rate was 40 basis points higher.

And why would that be? According to
Ashcraft and Santos, it’s because the
market knows that the lead bank, or the
lead underwriter, can use credit default
swaps to hedge their own risks, which
makes other banks and investors less
confident that the loan was carefully
underwritten in the first place.

This moral hazard, as economists
refer to it, ought to sound somewhat
familiar. After all, it was at the heart of
the recent financial crisis, which as
you’ll recall resulted from too many
loans having been made without
sufficient care to too many borrowers
who never should have qualified for
them at interest rates too low to reflect
the risk that they would not be repaid.

What gave banks and finance
companies and investors the confidence
to make and hold such loans was their
ability to sell off the loans through the
shadow banking system or hedge the
risk of holding them through the credit
derivatives market.

But the damage caused by credit
default swaps goes beyond the issue of
moral hazard and its effect on the cost
of borrowed money. This market also
ties up hundreds of billions of dollars of
the world’s capital — capital that could
otherwise be used to actually finance
real businesses that could create wealth
and jobs and new products and
services.

It also represents a massive waste
and misallocation of some of the
world’s brightest, most skilled workers
who are lured in part by the outsize
salaries and bonuses that the
imperfectly-competitive financial
markets now offer. Imagine how much
more vibrant and innovative the
economy might be if all those Wall
Street “rocket scientists” were actually
designing rockets and all those hedge
fund traders were channeling their
entrepreneurial risk-taking into
starting new companies.

For this pundit, the lesson to be
drawn from JPMorgan’s trading
blunder is not that banks have become
too big to manage or even too big to
hedge. It is that banking and finance
have become too detached from the
real economy they were meant to
serve.
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