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Leaving aside the cases of individual traders low-balling Libor for bottles of Bollinger, the act of entire banks submitting false Libor rates opens up the Pandora’s box that is 'game theory' – and shows how Barclays played the wrong hand.
Game theory is a mathematical concept developed by Hungarian-American polymath John von Neumann and German-born economist Oskar Morgenstern in the 1940s, which looks at the way in which people react in certain situations.

For example, in situations that result in either the potential for a mutual gain, or a mutual loss, it is rational for the actors involved to co-operate, rather than act for themselves at the expense of others.

This may shed some light on why banks were colluding in order to influence Libor rates.

Libor is currently set via 16 banks, which each day tell the the British Bankers Association the level they believe best reflects their cost of funding. The highest and lowest four quotes are eliminated, and the remaining eight are averaged out to determine Libor. It is designed to prevent gaming the market by banning collusion – and by eliminating the four highest and lowest Libor submissions. This is so any bank that posts an outlier will not be able to influence interbank lending rates.

However, if banks begin talking to each other about what rate they are going to set, then the ability to orchestrate a mutual gain is obvious. During a situation like the 2008 financial crisis, the ability to keep the market misinformed about the health of your lending relationship is a useful asset.

But while rival banks were busy posting false Libor rates, Barclays, which did not comment for this article, was apparently posting “realistic rates”, or ones higher than the rest of its rivals.

In documents published by Barclays ahead of Bob Diamond's appearance in front of the Treasury Select Committee, an internal email sent by Diamond in October 2008 regarding a conversation with the Bank of England’s deputy governor Paul Tuckerpaints a picture of a bank worried about being left out in the cold.

Barclays now faced a choice: keep submitting the ‘true’ Libor rates and be excluded from the group (and risk a market run on the bank due to a perceived high interbank lending rate), join the rest of the gang and submit ‘false’ Libor rates (and commit to market collusion), or do more than simply have calls with the BBA and the Bank of England, and go public with the news that rival banks were fixing Libor at a time when the global financial system was close to meltdown.

The bank ultimately decided to collude. After all, the bank is run by traders who understand how game theory works. Unfortunately, with the commencement of an industry-wide investigation concerning USD Libor initiated by the US Commodity Futures Trading Commission in October 2008, everybody got caught.

Now the banks were embarking on a corner office version of the Prisoner’s Dilemma, the darker side of game theory, where it is no longer rational to cooperate, but rather betray.

In the classic example of the Prisoner’s Dilemma, two robbers are arrested and placed in separate cells, ending the chance to collude. If one betrays his partner, he goes free and the co-operator receives a one-year sentence. If they both betray each other, they both get three-month sentences. If both keep schtum, they each get a one month sentence. What do they do?

According to game theory, the incarcerated criminals should always betray each other. A rational criminal would always make the decision that results in the best outcome, whatever the other actor chooses. In this case, betray and risk either a three-month sentence or gain freedom, rather than keep quiet and risk either a one-year sentence or a one-month sentence

Barclays chose the right option, and decided to betray its fellow banks. It agreed to work with regulators to uncover the extent of Libor-rigging, and the US Department of Justice announced that “Barclays’s cooperation has been extensive, in terms of the quality and type of information and assistance provided, and has been of substantial value in furthering the department’s ongoing criminal investigation”. Barclays even paid its fine first, and is rumoured to be seeking whistle-blower status in both the US and EU.

Apart from the outrage from the media and politicians, perhaps things were not going to be so bad for Barclays. They had played game theory correctly. Unfortunately, they accidentally reset the game.

On Sunday, a day before Diamond's resignation, rumours began to fly about how Diamond was going to reveal embarrassing details about the bank's dealing with the regulators. Although the regulators had been conducting an extensive review into Libor fixing, the rumours turned the Bank of England and the FSA from policemen into perceived criminals.

The regulators were having none of it, and as anyone should in the Prisoners Dilemma, they acted first, betraying Barclays and telling Diamond his days were numbered later that evening.

In short, after coming so close, Barclays played the wrong move at the vital moment.

The penalty has been the loss of some of its most senior bankers and a renewed political and media onslaught. The lesson for future bankers is don’t hesitate to play your hand, game theory waits for no-one.

