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THE ATTACHED TRANSCRIPT WAS TYPED FROM A RECORDING AND NOT 

COPIED FROM AN ORIGINAL SCRIPT.  BECAUSE OF THE RISK OF MISHEARING 

AND THE DIFFICULTY IN SOME CASES OF IDENTIFYING INDIVIDUAL 

SPEAKERS, THE BBC CANNOT VOUCH FOR ITS COMPLETE ACCURACY. 

 

“FILE ON 4” 

 

Transmission:  Tuesday 5th July 2011 

Repeat:  Sunday 10th July 2011 

 

Producer:  Sally Chesworth 

Reporter:  Michael Robinson 

Editor:  David Ross 

 

ACTUALITY OF TRAFFIC NOISE 

 

ROBINSON: Here in Brussels, politicians and policymakers are 

trying to cope with a real and pressing danger. Up on the wall of the famous Berlaymont 

building – the heart of the Commission - is a huge poster with a vast Euro coin and 

underneath it the slogan, “Towards a stronger European economic governance.”  But the truth 

is very different. Because inside Europe now are threats so great that some say it could spell 

phase two of the global economic crisis.  With threats from European sovereign debt 

looming, in this edition of File on 4 we investigate allegations that complex deals by banks 

and hedge funds are making the crisis more difficult to resolve. And we lift the lid on new 

potential threats from financial engineering buried inside what seem to be straightforward 

investment products. 

 

NUSSEIBEH:  I was taught if I can’t explain something to a five year 

old, then I haven’t truly understood it. If we don’t intrinsically understand the risk in a simple 

way, if we can’t explain it in a simple way, there is something fundamentally flawed about it. 
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ROBINSON: After the crash of 2008, regulators vowed to reduce 

complexity and risk throughout the financial system. But, for the biggest investment banks 

and hedge funds, is it still a case of business as usual? 

 

KAY: A great many smart people are making a great deal of 

money out of this process.  That activity is not one that is easily going to be stopped. 

 

SIGNATURE TUNE 

 

ACTUALITY OF GREEK RIOTS, SHOUTING AND EXPLOSIONS 

 

ROBINSON: Protest and violence on the streets of Athens have been 

the most visible sign of a crisis which Europe’s financial leadership increasingly warns could 

turn into another banking disaster.    

  

ACTUALITY - MERVYN KING SPEECH 24-06-2011 

 

KING: The most serious and immediate risk to the UK 

financial system stems from the worsening sovereign debt crisis in several euro-area 

countries. 

 

ROBINSON: Speaking at the end of last month, Bank of England 

Governor, Mervyn King, didn’t pull his punches. 

 

KING: Direct UK bank exposures to those economies are 

limited. But experience has shown that contagion can spread through financial markets, 

especially when there is uncertainty about the precise location of exposures.       

 

ROBINSON: Greece’s unpayable sovereign debt is a crisis of its own 

making.  But Mervyn King’s fears of the consequences have been amplified by a once-

obscure piece of financial engineering.  So-called Credit Default Swaps - or CDSs - were 

invented in the late 1990s. They’re a kind of insurance: a way for investors lending money to 
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ROBINSON cont: large companies or governments to protect themselves 

against default. If a borrower does default, a CDS promises to make good any losses.  At the 

London Business School, Professor Richard Portes says the original purpose was benign: to 

increase investors’ willingness to lend.      

 

PORTES: You want to borrow some money and I am the 

investor, I’d like to lend you some money. Once I have lent you the money I want to take out 

a contract that provides that if you default, I get paid off anyway. I would take out insurance.  

And the original function of the CDS market was precisely that, and it was a very very useful 

financial instrument in that context. But the problem is that the market morphed beyond that 

function when people discovered they could buy these CDS contracts and trade in these CDS 

contracts without holding the underlying securities. That made them into a purely speculative 

instrument.      

 

ROBINSON: Governments and large companies raise loans by 

selling what are called bonds. And it’s the default of a bond that a CDS on it is designed to 

cover.  Buying a CDS without holding a bond is called ‘going naked’, and to Professor 

Portes, Naked Credit Default Swaps make no sense at all. 

 

PORTES: I would not be allowed to take out insurance on your 

life, because we might be walking along the street the next day and you are walking on the 

side of the street and I see a bus coming and somehow I slip and you get pushed and you are 

right in front of that bus, and isn’t that sad, and I collect. That is obviously a bit fanciful you 

might say, but it is not fanciful on the markets, because if I do hold a substantial CDS 

position against your institution, I can then go round saying things about how your institution 

is in deep trouble. 

 

ROBINSON: But wouldn’t that be illegal to do that? 

 

PORTES: It is not illegal, it is not regarded as market 

manipulation and it happens all the time. 
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ROBINSON: Because of the invention of the Naked Credit Default 

Swap, the sovereign debt crisis in Greece and other European countries is very different from 

previous crises in Latin America, Russia or Asia.  Then, both governments and lenders stood 

to lose out, so both sides had strong incentives to negotiate a workable solution. But Jim 

Rickards - an American banker with plenty of experience of debt negotiation - says Naked 

Credit Default Swaps have dramatically changed the picture, because people holding them 

only win if negotiations fail. He likens it to a children’s game from Latin America.             

 

RICKARDS: A pinata is a traditional game and it’s basically a paper 

mache stuffed animal of some type - it can be a donkey or a pig - and it’s filled with candy 

and goodies, and the children are all given little bats or sticks and they sort of go up and 

pound it until it breaks, then when it breaks they all grab their fill.  We’ve turned Greece into 

a pinata that Wall Street and the merchant investment banks and other market participants are 

grabbing their sticks and beating on Greece as hard as they can, and in effect rooting for the 

demise of Greece, at least financially, so they could collect on these side bets called Credit 

Default Swaps. 

 

ROBINSON: Who’s doing that?  Who’s making the bets? 

 

RICKARDS: Basically, institutional investors, speculators, hedge 

funds and investment banks are very active in this market. But the point is, once you separate 

the bet from the underlying bond, you now no longer have an interest in the welfare of 

Greece, you have an interest in seeing Greece fail.   

 

ROBINSON: Jim Rickards says Naked Credit Default Swaps further 

reduce confidence in troubled borrowers like Greece, making it even more expensive for their 

governments to raise new loans. As the crisis has deepened, across Europe, hostility to Naked 

Credit Default Swaps has grown.  

 

ACTUALITY IN EUROPEAN PARLIAMENT  
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WOMAN: Can I now take the vote on the text as amended.  All 

those in favour keep your hands up, we have to count.  We think that’s thirty-four in favour.  

All those against? 

 

ROBINSON: In March this year, a key committee of the European 

Parliament voted to ban hedge funds or banks from buying Naked Credit Default Swaps on a 

country’s sovereign debt unless they actually held one of its bonds or an investment very like 

them. Pascal Canfin, a Green MEP from France, was a prime mover behind this initiative. 

 

CANFIN: There is a window of opportunity.  Because of the ... 

because there is a window of opportunity, precisely because of the role of the CDS, which is 

now highlighted in the Greek case, there are negotiations underway and if things go well, 

then we could have a formal ban of Naked CDS throughout Europe from 2012. 

 

ROBINSON: What difference do you believe that the presence of 

CDSs makes? 

 

CANFIN: It distorts the price.  A number of studies now show 

that you can manipulate the interest rate of a specific country when using the CDS market.  

It’s very cheap to use the CDS market if you buy a CDS without having to buy the bond.  It’s 

distorting the precise role of well-functioning markets, that is to say assessing what is risky 

and what is not risky and precisely because you can manipulate through a naked CDS, you 

distort the general interest function of the market. 

 

ROBINSON: A vote in the European parliament is not decisive.  

Pascal Canfin is now in negotiations with member states over what, if any, restriction on 

naked CDSs there should be.  The earliest it could come into effect, he says, is autumn next 

year.  Meanwhile the International Swaps and Derivatives Association - the main trade body 

for investment banks and hedge funds - has been busy too.  In the plush offices of the London 

City law firm where the ISDA is based, its global head of policy, Richard Metcalfe, told me 

they reject any suggestion that naked CDSs are in any way harmful or that they make it more 

expensive for countries like Greece to borrow.      
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METCALFE: We say it’s not true and we say it’s not true because 

you look at the size of the credit derivative market relative to the bond markets.  Those bond 

markets, depending on the individual country, are anywhere between 70 and 170 times the 

size of the credit derivative markets.  

 

ROBINSON: Well let’s take Greece?  

 

METCALFE: In the case of Greece, bear in mind that the national 

debt of Greece is about one hundred times the size of the credit derivatives on that debt. You 

are talking about something close to $500 billion worth of debt and about $5 billion of open 

credit derivative positions. 

 

ROBINSON: Are you saying that the one can’t affect the other? 

 

METCALFE: The one doesn’t affect the other. The prices are 

changing in the bond markets before anything happens in the credit derivative markets.  

 

ACTUALITY IN BRUSSELS SQUARE 

 

ROBINSON: Those arguing against the use of Naked Credit Default 

Swaps are not quite so well housed. In a pavement cafe in the square just outside the 

European Parliament, I met Thierry Philipponat, a former banker and trader who last week 

announced the formation of Finance Watch - a new umbrella group of NGOs, consumer and 

investor organisations and academics designed to provide some counter to the power of the 

financial lobby in Brussels. 

 

PHILLIPPONAT: The financial lobby in Brussels is more or less seven 

hundred people with a total budget of order of magnitude between 300 and 400 million euros. 

 

ROBINSON: And your budget? 

 

PHILIPPONAT: Our budget is 2 million euros and there will be twelve 

of us in Finance Watch. 
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ROBINSON: It doesn’t sound a very equal battle? 

 

PHILIPPONAT: It is not equal to say the least. 

 

ROBINSON: Thierry Philliponat says small trades in Naked CDSs 

can and do affect what governments like Greece have to pay on new borrowings.   

 

PHILIPPONAT: If you are a trader, you are sitting on a desk and you 

can read minute after minute the price of CDS on your Reuters screen or Bloomberg screen 

and you see the spread widening every minute.  It’s like a panic, you know – oh, have you 

seen? The spread just went from 1,300 basis points to 1,350.  Oh it’s bad, oh, I should be 

selling before it gets to 1,400.  All that is live, it is under your nose, it’s in red on the screen.  

The reality is just a few trades influence the price, the price goes to decision makers, decision 

makers are influenced by that and then you have a vicious circle and that is really negative.   

 

ROBINSON: The financial industry representatives say this can’t 

happen because relative to the size of, for example, Greek debt, the amount of CDS traded is 

tiny. 

 

PHILIPPONAT: This is exactly what I am saying.  So the amount is 

tiny, which means that with tiny amounts you are influencing prices and that the prices shown 

do not reflect reality and that is a very very serious problem.  

 

ROBINSON: Trading in Naked Credit Default Swaps is mostly 

what’s called over the counter - directly between players like investment banks and hedge 

funds. Because the cobweb of such trades in sovereign debt is now so vast, complex and 

difficult to follow, American banker, Jim Rickards, says if there was a default, and a resulting 

flood of claims, it’s hard to be sure who would have to pay - and whether they could. 

 

RICKARDS:       The problem is, because of these Credit Default Swaps 

and derivatives, the risk is all over the place.  You can’t identify it, its opaque, you don’t 

know who the holders are and you cannot get them all in a room, so a normal bond 
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RICKARDS cont: restructure in which in the case of Greece would be 

fairly straightforward, now becomes impossible because there are all these interests. Angela 

Merkel and others are sitting there in Europe and saying, ‘You know, we don’t quite 

understand why we can’t sort this out.’ The answer is we’ve created this vast network of over 

the counter naked derivatives that greatly complicate the problem, greatly exponentially 

increase the risk and people are afraid to find out.  Could it possibly end well?  It’s possible 

and that’s what the banks would have you believe, but it might not, and the fact that it might 

not is enough to cause a panic.  Why are banks so determined to defend this market? The 

answer is, it is the most profitable business they have.  

 

ROBINSON: While European financial policymakers worry about 

the potential for nasty surprises from previous Naked CDS trades, in his negotiations over 

restricting their future use, Pascal Canfin is having trouble.  The main reason for that, he says, 

is opposition from the British Government. 

 

CANFIN: The UK is clearly one of the most opposed to any 

regulations. It is clear that the UK lies behind other countries in their willingness to reform 

the financial markets. 

 

ROBINSON: And how important is that opposition from the UK? 

 

CANFIN: It is very important, because if one member state say, 

‘Look, my national interest is at stake, it is a red line for me,’ then the other member states 

take this into account. And the only sector where the UK use this argument of the national 

interest is the financial regulation, because it is clearly something very big in the UK. 

  

ROBINSON: Does it make you cross, angry? 

 

CANFIN: If I were a UK tax payer today, I would not be sure that 

defending very unregulated financial markets is my interest. I have to say that if I were a UK 

tax payer, I would be much more on the side of the regulation, because it is the UK tax payer 

that have to pay today for what the city mistakes. 
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ROBINSON: Back in London, at the International Swaps and 

Derivatives Association, Richard Metcalfe seemed quietly confident that the threat of any 

restrictions on the use of Naked Credit Default Swaps had already been seen off. 

 

METCALFE: We have had conversations with a number of 

governments around Europe and there is a broad understanding of the fact that credit 

derivatives ultimately lower their borrowing costs.  And their national debt management 

agencies are generally very very supportive of Credit Default Swaps. 

 

ROBINSON: Pascal Canfin from the Parliament and MEP, who has 

been a strong advocate of a ban, says if it wasn’t for the UK, this ban on Naked Credit 

Default Swaps would go through.  The UK is effectively vetoing it. 

 

METCALFE: I have no comment. 

 

ROBINSON: Why not?  Come on, you’re deeply into this, you must 

know about this. 

 

METCALFE: If that’s his view, that’s his view. 

 

ROBINSON: But what’s the reality?  You know.  You run the show.  

You’re based here in London. 

 

METCALFE: We don’t run the show at all.  We are confident that a 

number of member states understand the benefits of having a credit derivative market in 

relation to their funding costs. 

 

ROBINSON: And a ban?  Will that go through? 

 

METCALFE: It would seem surprising to consider that possibility 

when you have a very different sort of approach being championed by the member states 

collectively. 
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ROBINSON: The Treasury is strongly opposed to a ban on Naked 

CDSs. And, like the International Swaps and Derivatives Association, it argues that a ban 

would damage the workings of the debt market and prevent investors insuring themselves 

against genuine risk. This position, it says, is supported by the IMF and the OECD.  But no 

Treasury minister was available to be interviewed on the question. 

 

ACTUALITY LIVERPOOL STREET STATION 

 

ANNOUNCER: The next train to depart from platform 1 will be the 

0930 .... 

 

ROBINSON: Credit Default Swaps may now be centre stage in 

Europe, but another potential threat is on the horizon, from yet more complex financial 

engineering. 

Back in May, commuters arriving here in London’s Liverpool Street station, in the heart of 

the City, found themselves being handed this attractive red brochure for, as it says on the 

cover, a Cheaper, Smarter kind of investment - a way in which anyone can invest a bit of 

their savings into any one of dozens of funds, covering stock markets from Britain to Italy, 

the Netherlands, Brazil or China or covering sectors of the market like banks, energy, 

healthcare, industrials or insurance companies.  This kind of investment is known as an 

Exchange Traded Fund and it’s one of the fastest growing there is. 

 

ACTUALITY OF FEARGAL DEMPSEY AND PEN 

 

DEMPSEY: Ok, you have your investor here. 

 

ROBINSON: That’s me. 

 

DEMPSEY: That’s you, and you have got £1,000 to invest. 

 

ROBINSON: Okay. 

 

DEMPSEY: You decide that you want .... 
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ROBINSON: At iShares, one of the biggest providers of Exchange 

Traded Funds in Britain, Feargal Dempsey drew me a diagram of one of their most basic 

products - an ETF which tracks the main index of Britain’s top 100 companies.  

 

DEMPSEY:  What that ETF is doing, it’s delivering you a 

shareholding in FTSE100 companies.  So essentially the fund, which sits up here, you see 

that the holdings are exactly what you were expecting, so to go back to our example, if you 

have your £1,000 invested in FTSE100, if you look into the fund you will see the exact 

constituents of the FTSE100.  

 

ROBINSON: I can see what is in it, it is actually the shares that are 

on the tin. 

 

DEMPSEY: Absolutely.  Investors take comfort from being able to 

see that the fund’s holdings are in line with the index. 

 

ROBINSON: So it looks pretty simple, money into the company, 

company invests in the shares.  Shares go up - I win, shares go down – I lose. 

 

DEMPSEY: Correct. 

 

ROBINSON: Like Credit Default Swaps, Exchange Traded Funds 

started out as a simple product, and that’s how most of iShares’ ETFs still are.  But though all 

ETF’s look pretty much the same on the tin - offering to track one or other index - inside the 

tin, many are far from simple.  In fact, almost half the ETFs sold in Britain today - and the 

market’s growing rapidly - rely on financial engineering to deliver their returns.  In the trade, 

these are called Synthetic ETFs.   

 

ACTUALITY OF TUBE TRAIN 
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ROBINSON: In an office perched high above Hammersmith tube 

station in West London, Paul Amery, a former fund manager and now a leading blogger on 

ETFs, showed me what’s on offer from a typical Synthetic ETF provider:  

 

ACTUALITY WITH PAUL AMERY AND COMPUTER 

 

AMERY: Okay, so what I am doing now is looking at the 

website of DB X-Trackers, which is a subsidiary of Deutsche Bank, and DB X-Trackers is 

one of the leading European issuers of Exchange Traded Funds, and if you go to their website 

you can select one of the ETFs they offer …  

 

ROBINSON: There are a lot of funds there .... 

 

AMERY: There are a lot of funds. 

 

ROBINSON: What have we got here? 

 

AMERY: They have got 115 funds tracking equity indices, so 

you’ve got ... 

 

ROBINSON: 115? 

 

AMERY: So you have got ETFs tracking the main French equity 

index, the DAX, which is the main German equity index, the Eurostox 50, which is tracking 

the fifty largest stocks in the euro zone. 

 

ROBINSON: An all-world index, a China index? 

 

AMERY: Yes, you can invest in emerging markets. 

 

ROBINSON: A Vietnam index. 

 

AMERY: Yes. 
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ROBINSON: I mean, is there one? 

 

AMERY: There is.  By clicking on that particular fund name you 

can see a tab for index information, you can see that it’s 55% invested in financial stocks in 

Vietnam, 16% are consumer goods, 16% industrials. 

 

ROBINSON: Paul Amery says that Deutsche Bank’s Vietnam ETF is 

typical of synthetic products in that it doesn’t invest in what it says on the tin.  Instead, 

investors’ money is transferred from Deutsche Bank’s ETF division to its investment banking 

arm. And in return, the investment bank gives the ETF a promise to pay whatever the 

Vietnamese stock market would have delivered.  This transaction - called a SWAP - means 

that Deutsche Bank gets the use of investors’ money. If it can use it to make more money that 

it has to pay out on the performance of the Vietnam index, the bank’s ahead.  But the 

complexities aren’t quite over yet, I’m afraid, because as a safeguard for ETF investors, 

Deutsche Bank’s investment arm puts up a basket of collateral, which they say will always 

more than match the value of their promise to an ETF’s investors.  So, cutting through the 

financial gobbledegook, what’s essentially happened is that Deutsche Bank has got investors’ 

money and investors have got a basket of collateral as surety in return.  What gets put into the 

basket is usually shares or bonds already held on the investment bank’s books.  So what’s in 

Deutsche Bank’s Vietnam ETF collateral basket? Paul Amery got onto the fund’s website to 

show me. 

     

AMERY: By country you’ve got 36% in Japanese shares, 24% in 

German shares, 22% in the US. 

 

ROBINSON: I thought I was investing in Vietnam?  I bought 

something that said it would track the Vietnam index, but I’ve actually got shares in Japan, 

Germany, the US, Switzerland, Austria, France, Sweden, Italy, Canada and others? 

 

AMERY: Yes. 

 

ROBINSON: It just seems bizarre. 
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AMERY: This is the way that synthetic funds operate. You have 

a basket of assets that may be completely unrelated to the index you are tracking, plus a 

promise from a third party to give you the index return. 

 

ROBINSON: This is very different, all this complexity of what’s 

actually inside.  

  

AMERY: You are right.  What you are being sold is a promise to 

track the index, but you are - on a headline basis at least - you are being given relatively little 

information as to how that actually happens in practice.   

 

ROBINSON: Deutsche Bank is one of a number of large, mostly 

European investment banks offering synthetic ETFs, where almost all the transactions take 

place inside the bank.   Despite all this complex financial engineering, most synthetic ETFs 

are in fact a little cheaper for investors to hold. So how do the banks promoting them make 

their money? At the leading British pension fund manager, Hermes, the head of investments, 

Saker Nusseibeh, believes one important potential source of profit comes from that basket of 

collateral. Because banks can choose to put up as surety illiquid or difficult to sell assets - 

like Japanese corporate bonds or shares in American smaller companies.  

 

NUSSEIBEH: These banks have on their balance sheets some assets 

which they are finding very difficult to get rid of, they’re illiquid assets. It might be a 

temptation for some banks to put some of these illiquid assets as surety. By doing so, they 

have exchanged these illiquid assets for cash. 

 

ROBINSON: What is the problem with that? If the illiquid asset may 

be hard to sell but, you know, it may be still worth it?  

 

NUSSEIBEH: Yes, the problem is that then you have given the 

illiquid assets to the holder of the ETF as surety and you, the bank, have got cash, which is 

more liquid and makes your position and your balance sheet look better, but actually you 

have given the problem to someone else. My concern is what happens if, in fact, we do have 

another major ruction in the market? 
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ROBINSON: And if it does happen, who loses?  

 

NUSSEIBEH: Well ultimately we lose collectively, because the 

lesson of 2008 is that we, the tax payer, ultimately foot the bill. But in the meantime there is 

some ruction in the market place and of course the investors lose because they are not going 

to get their full assets back, I don’t think, unless the government guarantees them, which I 

doubt. So there is a much wider concern than just simply that banks might abuse the ETF to 

get rid of illiquid stocks, although that is a concern of itself.  

 

ROBINSON: In April, a division of the Swiss-based Bank for 

International Settlements, the central banker of central banks, sounded a warning about 

Synthetic ETF collateral. 

    

READER IN STUDIO:  The Synthetic ETF creation process may be driven by 

the possibility for the bank to raise funding against an illiquid portfolio that cannot otherwise 

be financed. 

 

ROBINSON: And, in a concern familiar from previous financial 

disasters they warned that dangers may lie unseen somewhere in the financial engineering.    

 

READER IN STUDIO:  The complexity and opacity characterising these 

innovations warrants closer surveillance as it may leave investors exposed to risks they have 

not anticipated. 

 

ROBINSON: As author, academic and member of Britain’s Banking 

Commission, Professor John Kay has spent a lifetime studying financial complexity.  Three 

years ago, when most ETFs were still simple products, he warmly recommended them. But 

he says the complexities inside Synthetic ETFs, the SWAPS and the collateral backing them 

are of a quite different order.           
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KAY: There is nothing wrong with that so long as these 

things that are in the tin are all sound and solid things in their own right. But if the collateral 

that the bank has put up for the ETF which is inside the tin is stuff it can’t put up as collateral 

to anyone else, then when things go wrong you have to start worrying about what that’s 

worth.  Everything is collateralised is a story which we heard before. The problem about that 

is that when things get tough in the way they did in 2007, 2008, how sure can we be that 

these contracts are actually going to be met?  Can we be sure that all these things work as 

they are intended to? And once you start working through the complexity of these 

transactions and you start to get scared. 

 

ROBINSON: What’s your view? 

 

KAY: This may be one of the places where the next crisis, if 

not comes from, at any rate could be seriously aggravated by. 

 

ROBINSON: But as if all these complexities weren’t enough, during 

the making of this programme, yet another warning was sounded - from across the Atlantic: 

 

ACTUALITY WITH PAPER 

 

ROBINSON: It came in the form of this as yet unpublished academic 

paper.  It is so mind-numbingly complex, it’s taken me weeks to get my head round it.  But 

the argument goes roughly like this. There’s a long-standing, generally accepted practice for 

fund managers who hold shares on behalf of investors, to earn fees for their funds by lending 

shares to other market participants. These people then sell the shares they’ve borrowed in the 

hope of buying them back later at a lower price, so profiting from the difference and then 

returning them.  In stock market jargon this is called short selling, and with normal company 

shares, like BP or Vodafone, the authors of this paper say it’s rare to find more than 5% of a 

company’s issued share capital being shorted at any one time.  But when it comes to shares in 

an ETF, New York Fund Manager Brendan Connor and his co-authors found a very different 

picture. And it’s one that Brendan Connor says he finds alarming.  
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CONNOR: When we look at shares of an ETF, we find that they’re 

not sold short at 5% or at 10% or even 20%. We’re finding examples where today it’s sold 

short over seven times, so that’s 700%, not 5%. 

 

ROBINSON: 700%? 

 

CONNOR: Yes, 700%. 

 

ROBINSON: So for every one ETF share ... 

 

CONNOR: What we have are effectively seven claims against that 

ETF.  

 

ROBINSON: But why does that matter? 

 

CONNOR: Well, it matters because what we’ve done by creating 

these serial lending arrangements is given multiple people an equal claim to one asset.  

 

ROBINSON: Brendan Connor says that’s because nobody knows 

whether an ETF share they’re buying is borrowed or not.  No problem in normal times, he 

says, because even long chains of lending and borrowing of ETF shares - protected by yet 

more collateral and industry documentation - should unwind in an orderly way.  But in times 

of market stress, when many investors may be rushing to sell at the same time, Brendan 

Connor says there could be serious trouble. 

 

CONNOR: If you had a number of people that wanted to get their 

capital out of the ETF, you could create a run on the ETF the same as you do with the run on 

a bank. 

 

ROBINSON: And what would happen? 
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CONNOR: Well, we don’t know, that’s what’s really terrifying 

about this whole situation.  And when that process begins and it takes place across a large 

number of market participants, it feeds upon itself and that’s when we see disasters like we 

did in 2008.   

 

ROBINSON: Are you not scaremongering here? 

 

CONNOR: We don’t think that we’re scaremongering.  It’s not 

just large banks that are participating in the creation of ETFs.  There are also a large number 

of marginal participants that plainly do not have the capital to support this sort of activity. 

So they are clearly in no position to support an ETF in the event that it actually collapsed.   

We think it’s a matter of time before something like this happens. 

 

ROBINSON: Do you think that investors know that they may be 

exposed to this risk, if you’re right, that is? 

 

CONNOR: Institutional investors are generally not aware of this 

risk and these are sophisticated investors who do this for a living.   So if a professional 

investor doesn’t have a clear understanding of how these instruments function, if regulators 

don’t have a clear understanding of how these instruments function, I can’t begin to imagine 

how your average retail investor could understand the risks involved. 

 

ROBINSON: Given all this complexity, it’s not surprising that over 

the last year regulators have started to examine ETF structures. The head-banging nature of 

synthetic finance has, not surprisingly, spawned its own spin-off industry of conference get-

togethers for the professionals involved.  

 

ACTUALITY AT SYNTHETICS CONFERENCE 

 

ROBINSON: To try to get a sense of what is inside the ETF tin, I’ve 

come to the Synthetic Finance Summit number 2 - held here right in the heart of London, and 

at the moment we’ve got about a hundred, mostly dark-suited and mostly men having lunch 

in the conference break.  Now the conference is sponsored by big investment banks - Merrill 

Lynch, Deutsche Bank, HSBC and RBS, and it’s not surprising because this is the stuff of 
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ROBINSON cont: investment banking these days: synthetic funding, 

leveraging synthetic products, the launch and development of compliance strategies.  It’s the 

kind of place where investment bankers gather to discuss just how much risk might be inside 

their products and just how much money they might be able to make from them. 

RBS - relative newcomers to the Synthetic ETF business - were at the conference. With their 

ETFs too, most transactions take place inside the investment bank. Given the concerns 

regulators have raised about such structures, we asked the mostly government-owned RBS 

for an interview.  In reply, we got a statement in which they told us they: 

 

READER IN STUDIO:  Welcome the openness of the debate.  

 

ROBINSON: Adding that regulators and industry bodies: 

 

READER IN STUDIO:  Have important comments and points to make.  

 

ROBINSON: But told us no-one would be available for interview for 

the following two weeks owing to: 

 

READER IN STUDIO: Travel diary commitments. 

 

ROBINSON: So we tried the giant Deutsche Bank, one of the market 

leaders in Britain, whose synthetic Vietnam ETF we heard about earlier. 

 

ACTUALITY OF STREET NOISE 

 

ROBINSON: For the past ten days we’ve repeatedly been asking 

Deutsche Bank for an interview about their ETFs and about the concerns regulators and 

others have raised.  But, despite Deutsche Bank offering ETFs not just to professionals but to 

the general investing public, they’ve repeatedly refused our invitation.  Talk to another group, 

they suggested, but we don’t want to discuss it. 

None of the regulators we approached would be interviewed either. But they’re already 

concerned. And that’s even before they’ve been able to assess the new worries raised by 

Brendan Connor and his American collaborators. At the end of last month, in its latest 

Financial Stability Report, the Bank of England warned that growing financial complexity, 
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ROBINSON cont: backed by collateral which might be hard to see and 

difficult to value, could become a source of risk to the system. 

 

ACTUALITY AT PRESS CONFERENCE 

 

KING:  Let me welcome you all to this first press conference 

for the Financial Stability Report published under the auspices of the bank’s new Financial 

Policy Committee.  With this press conference ... 

 

ROBINSON: Sitting alongside Governor Mervyn King at the press 

conference were top officials from the Financial Services Authority.  Everyone’s getting 

ready for Britain’s new regulatory structure due in 2013.  Given the concern expressed in the 

Financial Stability Report about the complexity of synthetic ETFs, the strains a sudden 

exodus of investors might cause and the potential dangers to the financial system, the obvious 

question was, what action do regulators plan to take? 

Hello I’m Michael Robinson from the File on 4 programme, BBC Radio. The committee’s 

made it very clear, your view that the complexity and opacity of synthetic ETFs could pose a 

risk to the financial system. Yet you’re recommending more monitoring.  I mean, given the 

risks, isn’t it worth regulators considering some restriction on the use of swaps and 

derivatives, these complex instruments inside ETFs? Isn’t that an easy win? 

 

KING:  Obviously the committee at present cannot issue 

directions to regulators. That’s a power that will come when the legislation is passed and 

takes effect at the beginning of 2013. We want the regulator to look carefully at this in order 

to monitor whether certain aspects of this use of the funds invested in ETFs are being directed 

towards opaque and complex funding structures. It’s not that we want a blanket ban on them 

but we do think that this has to be monitored and I think the principle of what the committee 

is trying to achieve is very clear in the recommendation - it is now up to the regulator to look 

at that.  

 

ROBINSON: The lesson of the 2008 financial crisis is that financial 

complexity can lead to financial disaster.  But complexity, as we’ve shown in this programme 

with Naked Credit Default Swaps and Synthetic Exchange Traded Funds, can also be 

immensely profitable for the giant hedge funds and investment banks that still dominate 



-  21 - 

ROBINSON cont: world markets.  In the face of that, it’s perhaps not 

surprising that for regulators around the world, delivering on their early promise to make the 

financial system simpler and safer is proving an uphill struggle. 

 

SIGNATURE TUNE 


