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CASE 10

Banking Industry Meltdown: The Ethical
and Financial Risks of Derivatives

Daryl Benson

The 2008-2009 global recession was caused in part by a failure of the financial industry
to take appropriate responsibility for its decision to utilize risky and complex financial
instruments. Corporate cultures were built on rewards for taking risks rather than rewards
for creating value for stakeholders. Unfortunately, most stakeholders, including the public,
regulators, and the mass media, do not always understand the nature of the financial risks
taken on by banks and other institutions to generate profits.

Problems in the subprime mortgage markets sounded the alarm in the 2008-2009
economic downturn. Very simply, the subprime market was created by making loans to
people who normally would not qualify based on their credit ratings. The debt from these
loans was often repackaged and sold to other financial institutions in order to take it off
lenders’ books and reduce their exposure. When the real estate market became overheated,
many people were no longer able to make the payments on their variable rate mortgages.
When consumers began to default on payments, prices in the housing market dropped and
the values of credit default swaps (the repackaged mortgage debt, also known as CDSs)
lost significant value. The opposite was supposed to happen. CDSs were sold as a method
of insuring against loss. These derivatives, investors were told, would act as an insurance
policy to reduce the risk of loss. Unfortunately, losses in the financial industry were so
widespread that even the derivative contracts that had been written to cover losses from
unpaid subprime mortgages could not be covered by the financial institutions that had
written these derivatives contracts. The financial industry and managers at all levels had
become focused on the rewards for these transactions without concerns about how their
actions could potentially damage others.

In addition to providing a simplified definition of what derivatives are, this case allows
for a review of questionable, often unethical or illegal, conduct associated with a number of
respected banks in the 2008-2009 financial crisis. First, we review the financial terminology

This case was prepared by John Fraedrich, O.C. Ferrell, and Jennifer Jackson, with the editorial assistance of
Jennifer Sawayda, for classroom discussion, rather than to illustrate either effective or ineffective handling of an
administrative, ethical, or legal decision by management. All sources used for this case were obtained through
publicly available material. Y
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. 10: BANKING INDUSTRY MerTpowN: THE ETHICAL AND FINANCIAL RISKS OF DERIV
ns. For example, a farmer and a grain storage business

sh for grain at some future point. Both parties

{s the uncertainty of the future grain price, and
redetermined price.

an index of weather conditio
ter into a futures contract to exchange ca
ve reduced 2 future risk. For the farmer it

: ¢ the grain storage business it i the availability of the grain at 2 p
. Some believe derivatives Jead to market yolatility because enormous amounts of
i Joney are controlled by relatively small amounts of margin or option premiums. The
. b of a derivatives trader is something like a bookie taking bets on how people will bet.
. Arbitrage 1S defined as attempting 0 profit by exploiting price differences of identical
= »r similar financial instruments, o1 different markets, OF in different forms. As a result,
s derivatives can suffer large losses OF returns from small movements in the underlying
asset’s price. Investors are like gamblers in that they can bet for or against the price (g0ing
up or down) and can consequently lose or win large amounts.
v
1g
ed Barings Bank, which had been in operation in the United Kingdom for 233 years, ceased to exist
in 1995 when a futures trader named Nick Leeson lost approximately $1.4 billion in company
= assets. The extinction was due, in part, t0 @ large holding position i the Japanese futures
set market. Leeson, chief trader for Barings Futures in Singapore, accumulated 2 large number of
1ge opening positions on the Nikkei Index. He then generated Josses in the first two months of 1995
es when the Nikkel dropped more than 15 percent. To try and recover these losses, Leesont placed
ho what is called 2 short “straddle” on “the Singapore and Tokyo stock markets. He was betting
be that the stock market would not move signiﬁcantly in the short term- This strategy is risky
gor but can be profitable in stable markets. However, when the Kobe carthquale hit and sent the
Japanese stock market plummeting, Leeson lost a lot of money. He did not, however, change
EWO his approach. In fact, Leeson. tried to cover his Josses through @ series of other risky investments
n at that, instead, only increased the 10sses. When he finally quit his job, Leeson sent a fax to his
1 to manager, stating «gincere apologies for the predicament that T have left you in.” Barings was
purchased by ING, 2 Dutch bank for £1 (approximately $1), which then sold it under the name
:.not Baring Asset Management (BAM) to MassMutual and Northern Trust in 2005
gves Nick Leeson’s life is 2 rags-to-riches tai¢- Son of a plasterer, he started his career in
jives 1984 as a clerk with royal bank Coutts and later worked briefly for Morgan Stanley. He
I%ent then got @ position in operations at Barings, and later was transferred to Jakarta. Leeson
right worked in a back office solving clients’ problems of wrongly denominated certificates an
difficulties of delivery. Before long, Leeson Was appo'mted manager of anew operation in the
= to futures markets on the Singapore Monetary Exchange (SIMEX). Leesont had the authority
r.1s'ks to hire traders and staff and to sell six financial products, but his main business was doing
dities inter-exchange arbitrage OF «switching.” Switching is betting on small differences between
poan contracts by buying and selling futures simultaneously on two different stock exchanges.
geie For example, if a contract was worth the equivalent of $3 in London and $2.75in Singapore
1r}t1es Leeson would buy in Singapore and sell in London, making 2 25-cent profit.
tially The key to Leeson’s strategy in the 1980s was the knowledge that one stock market
on the was slower in processing trades than the other. To hide any bad bets, Leesont created an
h. _ error account (named 8888 for its auspiciousness in Chinese numerology) for his losses-
tlying Because no one could see the losses hidden by this account, Leeson Was widely regarded
rates, as a brilliant trader. He had assured Barings that he was not trading with company money
ere perfectly hedged and virtually risk-free. Barings managers

and that all the positions W
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? PART 3: THE DECISION MAKING PROCESS

. he resources of the world. His ideas did not take into account the full force of
f

nor the immense wealth and power some firms wield s&rE nossﬁmm. 1,
Y2 Jic systems not only allocate resources and products S:E:.m society a_.: Mo
Oy 1als and society as a whole. Thus, the success Om. an economic system epends
<m§r=omowrwn& framework and on the individuals s:ﬁ:s the m.%mﬁoB who Bw::m.:ﬂ
S x,o hies that bring people together in a cooperative, efficient, wca.wwomcnﬂé
10" % ina back to Aristotle, there is along Western tradition of questioning s&ﬁr.ﬁ.
cl - nd individual moral behavior are compatible. In reality, individuals in
Tl wsEEb the framework of social, political, and economic institutions.
il Qrmoﬁwnm ethical issues often base their decisions on their own .<m_cmm and
le " ht or wrong, most of which are learned through the socialization process
w Qm i o._ members, social groups, religions, and formal education. Individual
:wno:mai decision making include personal moral philosophies. Ethical
19 o i problem-solving situations in which the rules governing mmﬂmmos.ﬂm_as.m,
Lo . conflict. In real-life situations, there is no substitute for an individual’s
S;mM_%MMMm and ability to accept responsibility for E.m or :m.n .n_mnao:.. |
©3 s hi hies are ideal moral perspectives that provide individuals with abstract
l _v?_w%.% their social existence. For example, individuals’ decisions to recycle waste
Yig mEmEm: recycled or recyclable products are influenced by moral philosophies:
e mM recycling." Thus, it is often difficult to implement an individual moral
o .ﬁofmﬂrm complex environment of a business organization. On the omﬁm hand,
1y @z.:w ur economic system depends on individuals coming together and sharing
wox e by te the moral values, trust, and expectations that allow the system to work.
it v QMWB a business organization do not think about what particular moral
%__N\va\m MM using when they are confronted with an ethical issue. .F&Smc&m learn
_é;asm approaches or philosophies through ﬁr.m: cultural and social ﬁ.mmsw_o.vBmE.mm
_:»%moimm associated with moral @E_o.movgmm refer to a value o:m:ﬁm:.o: m_s :
Y. as economics, idealism, and relativism. ﬁrm. concept of the mno:o::n. <w ue
¢ s associated with values that can be quantified .EN monetary z.ummmmv Hmﬁ_wmw
_o_o this theory, if an act produces more value than ma effort, then it shou o
8 othical. Idealism, on the other hand, is a moral vEHOmoE@ that Emnwmv&um.ﬁ
| u_ﬂmmm and ideals as products of the mind, in comparison with H.vm world’s Swi..,
1 fers to efforts to account for all objects in nature and experience and assigil
1 s S ions a higher order of existence. Studies have found that there is a
&_ﬁmmmﬁmzwﬁsmg idealistic thinking and ethical decision making. Realism is
n,‘_%m_m:os al world exists independent of our perception of it. Realists work
at humankind is not inherently benevolent and kind but instead

| influence

__Eﬁ an extern
/

yssumption th - ; . .
ly mm_%nmaﬁ& and competitive. According to realists, each person is always

et suided by his or her own self-interest. Research shows m. negative non..n.o_maon
1y w:man thinking and ethical decision making. Thus, the belief that all actions are

| ﬁm:..ao%mﬁmm leads to a tendency toward negative ethical decision making.
w:\,

'MORAL PHILOSOPHIES E

1y moral philosophies, but because a detailed study of all moral wrmcmo.ﬁ_imm
ﬂm_mwo ¢ of this book, we limit our discussion to those that are most applicable
w\ Mﬁ g_w:ﬁmm ethics. Our approach focuses on the most basic concepts needed to

re
1

-

CHAPTER 6: INDIVIDUAL FACTORS: MORAL PHILOSOPHIES AND VALUES

help you understand the ethical decision making process in business. We do not prescribe
the use of any particular moral philosophy, for there is no one “correct” way to resolve
ethical issues in business.

To help you understand how the moral philosophies discussed in this chapter may
be applied in decision making, we use a hypothetical situation as an illustration. Suppose
that Sam Colt, a sales representative, is preparing a sales presentation for his firm Midwest
Hardware, which manufactures nuts and bolts. Sam hopes to obtain a large sale from a
construction firm that is building a bridge across the Mississippi River near St. Louis. The
bolts manufactured by Midwest Hardware have a 3 percent defect rate, which, although
acceptable in the industry, makes them unsuitable for use in certain types of projects, such
as those that may be subject to sudden, severe stress. The new bridge will be located near
the New Madrid Fault line, the source of the United States’ greatest earthquake in 1811.
The epicenter of that earthquake, which caused extensive damage and altered the flow of
the Mississippi, is less than 200 miles from the new bridge site. Earthquake experts believe
there is a 50 percent chance that an earthquake with a magnitude greater than 7 on the
Richter scale will occur somewhere along the New Madrid Fault by the year 2020. Bridge
construction in the area is not regulated by earthquake codes, however. If Sam wins the
sale, he will earn a commission of $25,000 on top of his regular salary. But if he tells the
contractor about the defect rate, Midwest may lose the sale to a competitor that markets
bolts with a lower defect rate. Thus, Sam’s ethical issue is whether to point out to the bridge
contractor that, in the event of an earthquake, some Midwest bolts could fail, possibly
resulting in the collapse of the bridge.

We will come back to this illustration as we discuss particular moral philosophies,
asking how Sam Colt might use each philosophy to resolve his ethical issue. We don’t
judge the quality of Sam’s decision, nor do we advocate any one moral philosophy; in
fact, this illustration and Sam’s decision rationales are necessarily simplistic as well as
hypothetical. In reality, the decision maker would probably have many more factors to
consider in making his or her choice and thus might reach a different decision. With
that note of caution, we introduce the concept of goodness and several types of moral

philosophy: teleology, deontology, the relativist perspective, virtue ethics, and justice
theories (see Table 6-1).

TABLE 6-1 A Comparison of the Philosophies used in Business Decisions
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