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Thank you for inviting me to speak with you today.  It is a privilege and honor to be at Tsinghua University, one of the world’s great universities.


My work focuses on corporate failure and reorganization.  In the United States we are told there is a Chinese expression, which is:  “May you live in interesting times.“ Sometimes, we are told, this is a blessing; other times, we are told that it is a curse.  Given the nature of my work, I suppose it is both: Those who study corporate failure could not ask for more interesting times.


Many people claim that today’s credit crisis was an unforeseen and unforeseeable catastrophe.  In fact, however, I submit that it was entirely foreseeable, and was foreshadowed by the most infamous financial failure of recent years—Enron. 

The Enron scandal has much in common with today’s credit crisis.  Enron offered many lessons that could have helped us to avert this crisis—if we had chosen to learn from those lessons.  We did not, however, learn from Enron. 

And, while the U.S. government has agreed to finance a $700 billion bailout of banks holding troubled mortgage assets, very little in that legislation addresses the three underlying causes of both sets of failures:  (1) complexity; (2) complacency among regulators and investors, and (3) conflicts of interest.  Thus, nothing prevents this crisis from recurring.


There are two parts to this talk.  First, I want to talk about the three things that Enron and today’s crisis share: complexity, complacency and conflicts of interest.  Second, I want to talk about three early regulatory steps that might help begin to solve today’s crisis, without creating new problems. 

1.
Enron Rerun—The Credit Crisis in Three “Easy” Pieces

Let me start by sketching out in general terms the three essential features of both Enron’s deals and today’s deals that caused today’s crisis.  

1.1
Complexity

The first thing that Enron and today’s crisis share is complexity.   What do I mean by complexity?  In simple terms, I mean transaction structures and contractual relationships that have so many components that it would not have been realistic for investors or regulators to fully understand the risks being created.  Let me give you three examples.

1.1.1
Convoluted Structures

The first type of complexity we see is in the convoluted transaction structures used by Enron and in today’s mortgage-related transactions.

For its part, Enron created thousands of subsidiaries that it used to “purchase” cash flows from Enron’s operating businesses (for example, its pipelines).  These subsidiaries then issued securities that investors ultimately purchased. 

But these structures and securities were so complex that it was difficult, if not impossible, for investors to understand that in some cases, Enron was really selling the same cash flows over and over to different subsidiaries.  Complexity thus helped to conceal Enron’s fraud, at least for a while.

Today’s transactions do not, to our knowledge, involve the outright fraud we saw in Enron.  But, they nevertheless involved the creation of many entities by financial institutions for the sole purpose of purchasing cash flows (in this case, home mortgage payments), and issuing securities backed by the value of these cash flows. The securities themselves often had complex payment and other rights. 

Both Enron’s and today’s transactions involved hundreds of pages of dense legal documentation. These contracts, or sets of contracts, created many complex rights and responsibilities.  While some people doubtless understood the details of these transactions, it is not clear that they were understood by the people who really mattered—investors and regulators. 

1.1.2
Stealth Guarantees

But if the deals were too complicated to understand, why would anyone invest in them? 

One answer involves what I call “stealth guarantees.”  These were side agreements that were not actually called “guarantees,” but instead were called “swaps,” which are themselves fairly complex transactions. 

In Enron’s case, in addition to purchasing securities allegedly backed by cash flows, the investors also obtained something called a “Total Return Swap” (TRS) from Enron.  In essence, these swaps provided that if Enron’s securities did not pay, then Enron itself would make the investors whole.  

Thus, they functioned like guarantees.  But they were “stealth” guarantees because, being labeled “swaps,” Enron did not have to account for them like guarantees and, as the investors later learned, Enron was not, in fact, able to make good on its obligations under them.

Stealth guarantees appear to have played a critical role in today’s transactions, too. Investors in mortgage-backed securities—among many others--apparently often purchased so-called “credit default swaps” (CDS).  These were contracts issued by third parties that said, in essence, that the third party would pay the investor if there was a default in the underlying security. 

Part of the complexity here results from the fact that no one really knows who is liable on these credit default swaps, or—most important—for how much.  There are claims that as much as $60 trillion in face  amount of CDS have been issued for many types of transactions.  But because no one knows how much will be owed, by whom or to whom, the credit markets have panicked, and ground to a halt.   There is legitimate concern that AIG—which is said to have issued $300 billion in CDS—may just be the tip of the iceberg.

1.1.3
Mark-to-market Accounting 

A third complexity shared by Enron and today’s deals involves their accounting.  Both Enron and today’s transactions used something called “mark to market” accounting.  

Enron used this to inflate the value of the subsidiaries that had “purchased” its cash flow. This enabled Enron to create securities that were allegedly backed by payment streams, and declare that they had a higher value than was realistic.

Today’s investors (banks, in particular) have apparently used this to book mortgage-backed securities at a market price of their choosing. When there was a vigorous market for these transactions, they could claim they had assets worth a great deal.  But, once the market froze, they had to recognize that they had no value—because there was no market.

The complexity here derives from the fact that market values are necessarily moving targets.  It becomes much more difficult to judge a company’s financial health if you know only that its value is determined by market factors outside  the balance  sheet.

It may be true that Enron’s deals and today’s deals were complex, but that doesn’t tell us why complexity was a problem.  My basic concern is that complexity lulled regulators and investors into complacency which, in turn, permitted  conflicts of interest to go unchecked.

1.2
Complacency 
Both Enron and the current crisis are marked by two types of complacency:  regulatory complacency and investor complacency.  Let me describe each.

1.2.1
Regulatory Complacency

The many state and federal regulators that should have checked Enron’s misconduct did not because they were complacent.  Enron manipulated these regulators through its political connections, taking advantage of a general trend toward deregulation in the U.S. commodities and securities markets.  Among other things, regulators famously failed to stop Enron’s manipulation of the California electricity market, and affirmatively chose not to regulate Enron’s total return swaps.

Today’s credit crisis is marked by even greater regulatory complacency.  Consider a few examples:

· Mortgage Brokers.  Historically, homeowners in the U.S. purchased their homes with money borrowed from banks, which are heavily regulated.  Many of the mortgage loans in trouble today, however, were not made by banks, but by (or through) mortgage brokers, who were largely unregulated.  Some activists had tried to get U.S. banking authorities to regulate mortgage brokers, to subject them to the same underwriting standards as banks.  But regulators apparently refused.  Even today, companies like AIG apparently oppose efforts to regulate mortgage brokers.

· Rating Agencies.  The securities backed by (that is, paid from) these loans were often rated by rating agencies such as Standard & Poors and Moody’s.  Although not regulators in a traditional sense, their job was to place ratings on securities that would help investors  understand the credit risk they were taking.  The rating agencies repeatedly gave their highest rating (AAA, for example) to securities that they knew, or should have known, were too risky to deserve that rating.  Nor was this the first time they failed:  Rating agencies famously gave Enron securities good ratings until it collapsed, too.

· Credit Default Swaps.  The credit default swaps that made the underlying deals more complex were also a product of regulatory complacency.  In the year 2000, Congress decided in the Commodity Futures Modernization Act that swaps should not be regulated at all.  This means that even though they function like insurance, issuers do not have to hold reserves against these potential liabilities.  And, even though they heavily influence the public securities markets, there are no disclosure obligations associated with them, either.  

· Artificially Low Interest Rates.  A central cause of the credit crisis was the persistent, artificially low prevailing rate of interest, caused by repeated cuts by the U.S. Federal Reserve in response to various financial and geopolitical crises.  While some reductions may have been appropriate, in hindsight, it would appear that others were not.  They created too much liquidity, which in turn artificially inflated asset (for example, home) prices.

· The Net Capital Rule. In 2004, the SEC loosened the “net capital” rule, which required that securities broker-dealers limit their debt-to-net capital ratio to 12-to-1. The five investment banks that qualified for an alternative rule—Bear Stearns, Lehman Brothers, Merrill Lynch, Goldman Sachs, and Morgan Stanley—were allowed to increase their leverage ratios, sometimes, as in the case of Merrill Lynch, to as high as 40-to-1.  Today, only two of these—Goldman and Morgan—appear to have survived, and there are doubts about Morgan’s future.

In short, as with Enron, today’s credit crisis resulted from many regulatory lapses.  

But regulatory complacency cannot explain why investors made such bad decisions.  In other words, if we believe that rational market actors will protect themselves, then these regulatory failures should not have mattered much.   But they did.  Why?

1.2.2
Investor Complacency

The answer, in part, is that, as in Enron, investors today were also complacent. 

In the case of Enron, its investors and analysts refused, in many cases, to press Enron to explain its convoluted transaction structures.  Indeed, in April 2001, Enron’s CEO, Jeff Skilling, verbally attacked Wall Street analyst Richard Grubman, who had requested a balance sheet with the company’s earnings statement in order to understand the company’s cash flow.  While that investor saw this as a sign of trouble to come, many did not.

As mentioned earlier, many of Enron’s investors may not have cared about the quality of the securities they purchased in Enron’s transactions because they believed they were going to be paid by Enron under its total return swaps.  These swaps lulled them into a false sense of security.

Today’s investor complacency appears to stem from a number of similar factors:

· Ratings.  As noted, the securities in these deals frequently bore AAA ratings—the highest ratings available.  This meant, in theory, that the securities were roughly as safe as government securities.  While the ratings obviously proved to be flawed, investors nevertheless relied on them rather than doing their own analyses.  As one banker I know told me:  “you get ratings so you don’t have to do your homework”.

· Liquidity.  A second form of complacency was the assumption that liquidity would always assure a vigorous market for these securities.  Investors may have believed that because banks and financial institutions were so liquid (due, in part, to artificially low interest rates) they did not have to worry about the real quality of the securities they purchased because they expected that they could always sell them to someone else.

· Reputation.  Investors also likely relied on the reputations of the banks and other financial institutions that created these structures  and issued these securities.  Surely, they may have thought, if the securities are issued by institutions like Merrill Lynch and Lehman Brothers, they must be safe.

· Complexity.  Finally, complexity itself may have lulled investors into complacency.  Because these deals were so convoluted, investors may have decided that it was not economical to dig deeply through the deals to understand them and gain a better handle on their risk.  Moreover, the complexity may have been considered an indirect sign of integrity.  Deals this complex, investors may have thought, must surely be sound. 

1.3
Conflicts

Complexity and complacency by themselves would not have been a problem if everyone had done what they were supposed to do.  But, being greedy and fallible, people did not do what they were supposed to do.  Rather, as in Enron, today’s crisis  reflects  massive  failures of integrity—that is, conflicts of interest—which were made possible by complexity and complacency.  

For Enron, its deal structures were essentially built on a conflict of interest.  By ostensibly “selling” cash flows to its own subsidiaries, it was simply moving money from one pocket to another, but calling that (and treating it for accounting purposes as) a “sale,” thus inflating the company’s value. 

More particularly, Enron’s board apparently waived its conflicts policy to allow notorious insiders like Andrew Fastow to act as counterparties to cash in on these inappropriate transactions.  

Today’s crisis reflects a much broader and deeper array of conflicts of interest.  Among others whose greed was unchecked by meaningful market or regulatory forces were the following:

· Fraudulent Borrowers.  Many borrowers clearly should not have obtained mortgages.  Yet, they easily obtained credit fraudulently, or without adequate documentation of creditworthiness.

· Mortgage Brokers, et al.  Mortgage brokers, originators, and appraisers all had conflicts of interest in the sense that they were happy to make loans they knew were bad because they knew that they would not have worry if the borrowers defaulted.  Instead, because they were selling these mortgages to investment banks, their only incentives were to book as many mortgages as possible, collecting fees along the way.  

· Investment Banks.  Investment banks and other financial institutions that created the securitization structures also had conflicts.  They received large fees for constructing these deals, even if they were not going to be liable in the event the securities defaulted.  

· Rating Agencies.  Rating agencies may have had the most serious conflicts of interest, since they were apparently hired and paid by the investment banks—not the investors who purchased the securities.  They therefore had strong incentives to give the securities very high ratings (AAA), even if they were unrealistic.  These rating agencies earned astronomical amounts of money from rating these deals, even though the ratings were seriously flawed.

· Hedge Funds.  Hedge funds and other purchasing intermediaries also likely had serious conflicts.  In many cases, it appears the investment managers were paid large fees for purchasing these securities with the money of their investor clients, including banks and other financial institutions.  If the securities defaulted, they might have to liquidate the funds, but we have no evidence that the managers returned fees to investors. 

2.
What to Do—Three “Easy” Solutions

While it is easy to see that the complexity, complacency and conflicts of interest in Enron foreshadowed today’s credit crisis, it is much harder to know what to do about these things. 


So far, the U.S. response has been what I have called “selective socialism,” with the government favoring some companies (for example, AIG) over others (for example, Lehman Brothers).  The Emergency Economic Stabilization Act (EESA)—the $700 billion bailout bill—creates no real criteria or mechanisms to govern the Treasury in its efforts to rescue U.S. financial institutions.


It is likely that this crisis will lead to a new wave of regulation.  Indeed, one of my concerns is that it will lead to regulation that is counterproductive or ill conceived.  Let me suggest three comparatively easy, interim moves that could be implemented immediately and that might help to lead to more intelligent long term solutions.


2.1
Bankruptcy Relief


First, let’s consider bankruptcy relief for homeowners.

Today’s credit crisis began with homeowners.  Hundreds of thousands of homeowners have defaulted on their mortgage loans because the interest payments they had to make adjusted to higher rates than they expected, or could pay.

Historically, when a borrower defaulted on a loan, the borrower and lender would usually try renegotiate, so that, for example, the borrower would keep the house in exchange for smaller monthly payments over a longer period of time. 

Today, however, homeowners have usually been unable to renegotiate their mortgages when they found they were not able to pay them.  This has been due, in part, to the complex way the larger transactions were actually implemented.  

Since investors in the securities backed by these mortgages do not usually have the expertise to manage mortgages, they will hire servicing companies to do so.  But these servicing companies have limited powers to modify mortgages when a borrower defaults.  Indeed, there is some evidence that they would actually rather  foreclose than renegotiate.  

This is said to be one reason real estate prices have dropped so precipitously in some areas.  Foreclosure sales are almost always below fair market value.  Thus, they will depress the value of homes around them, which leads to more defaults, and more foreclosures, in a vicious cycle of failure.


One way to address this is to amend the U.S. Bankruptcy Code to permit bankruptcy judges to reduce mortgages to the fair market value of the home and adjust the borrower’s payments to a more manageable amount.  

Banks and financial institutions vigorously opposed this form of relief in the past, claiming that it would interfere with the market.  Given the nearly $1 trillion they have or likely will receive from the federal government, it is not clear to me they have standing to object anymore.


2.2
Investigative Powers


A second important step will be to develop some reasonable understanding of what actually happened.  EESA contemplates some limited investigation.  Section 114 requires a report on mark-to-market accounting, and section 117 requires a report on the role of leverage in general.  

But, as I have argued in other contexts, the really important questions will involve things like this: 

· Where did  the money go?  We can imagine that much of the money went to undeserving homeowners.  But I suspect much of it also “leaked” out in fees to mortgage brokers, rating agencies, investment bankers, and hedge fund managers.  How much went where?  

· How, if at all, can some of it be recouped? If today’s crisis were occurring in a conventional bankruptcy reorganization, a variety of legal mechanisms would be available to recover payments that  may have harmed a company, such as excessive salaries and bonuses to executives.  Except for Lehman Brothers, however, most of today’s failed financial institutions have not gone through bankruptcy, so these causes of action either do not exist, or will be harder to bring.  How can excessive bonuses and fees be recouped?

· Transparency and the role of private contracting. The U.S. securities and bankruptcy reorganization systems can both seen as information systems.  If a business wants to get the benefit of either system—issuing securities to the public or discharging debt—it must disclose a great deal of information about itself.  Yet, the hedge funds and credit default swaps discussed above are largely outside these information systems.  We simply do not know how these entities and transactions influenced the current crisis.  Perhaps they exacerbated problems.  Perhaps, instead, they prevented even greater disasters.  We do not know, in short, how much the lack of transparency contributed to today’s problems.  


2.3
CDS Transparency


This last point—transparency and credit default swaps—suggests a third, albeit controversial, proposal.  If risks associated with credit default swaps are as serious as many claim, then understanding the true nature of this risk is very important.  The problem is that, because these are private contracts, we have little good idea who has exposure on them.  Moreover, the derivative nature of the risk makes these contracts difficult to value.  


So, some sort of clearinghouse or other mechanism (for example, a registry) that would shine light on these contracts might help to restore some confidence in the market place.  


Some of this infrastructure already appears to be developing privately.  Companies like Markit and Creditex are providing “fixing” services for defaulted bonds. Perhaps these services, in conjunction with federal or international regulators, can develop some sort of clearinghouse or registry where CDS would be registered.

It is unlikely that companies would register their CDS contracts voluntarily.  Rather, it would appear that they would need incentives, what we would call a stick and a carrot.  

The “stick” that would force them to do this might be a rule that renders these contracts unenforceable if not registered (or that requires issuers to disgorge premiums received if not registered). 

This sort of registry would have to be accompanied by a “carrot”—something that makes the registration palatable.  Here, that might be a mechanism that halts or limits short selling in the shares of companies that have issued these contracts—otherwise, registration would likely lead to falling stock prices, which is not in the near term going to help anyone.


Once there has been some sort of public reckoning of the amounts and parties involved, decisions will have to be made about what should happen with these contracts.  It may be that the government decides to purchase these contracts, or limit their enforceability in some way.  It may be that the market concludes that these obligations really present no serious risk, and so should be permitted to expire (or be renewed) as the parties deem fit.  This would also give regulators some guidance as to what sorts of reserves or other capital maintenance requirements make sense for companies that issue these contracts.

This is obviously a controversial proposal, for many reasons.  There has long been resistance to regulating swaps in any way.  While this would not be substantive regulation, it would force disclosure.  I believe that disclosure will help markets adjust, but that belief may be mistaken.  

Moreover, even if we prevent short selling for companies that register their CDS, there is no guarantee that these companies will not be punished in other ways, which may simply deter the use of these instruments going forward, even though they may have valuable risk management attributes.

So, while this last proposal is “easy” in the sense that it builds on a well-established and simple principle of transparency, it is not “easy” politically.  Indeed, none of these three proposals is necessarily easy politically.  But, my hope is that Congress, the President and world leaders will recognize that these and similar preliminary steps are necessary to learn from the current crisis, and prevent yet another repeat of it.

Conclusion


I have called this talk “Enron Rerun” because, as I hope you see, Enron’s failure foreshadowed in many ways the larger financial crisis we face today.  While I have boiled down the current crisis—and some interim solutions—into three “pieces.” I really have no illusions that these pieces are “easy” in any way.

Indeed, the financial system, and how to regulate it, present extremely difficult questions.  If I have any final message, it would be that I hope that global leaders recognize the virtues of prudent and principled regulation—something we have seen far too little of in the United States.

Thank you very much for your time, your attention and the honor of speaking with you today.
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