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measure of demand, gross domestic purchases, gives a more accurate picture,
and it shows that demand ran ahead of potential output by roughly 2% to 6%
through 2006.

Consider what this means. The Fed had been overstimulating the domestic
economy for a prolonged period, the effects masked by cheap imports and the
lack of labor bargaining power.

Greenspan also took comfort from government data that showed that pro-
ductivity was rising. Improving productivity means the economy can grow at a
faster rate without stoking inflation. One rationalization for the willingness of
foreigners to lend to and invest in the United States in the later 1990s was os-
tensibly our better prospects, particularly relative to Europe, where productiv-
ity gains seemed wanting.

But Greenspan was using a faulty thermometer. Recent studies have cast
doubt on our measures of service industry productivity, which is where the
gains occurred, in particular financial services.®> Another recent study by Dean
Baker and David Resnick concluded that U.S. productivity growth from 1995
to 2005 lagged the OECD (Organisation for Economic Co-Operation and De-
velopment) average.®

Not only was Greenspan’s rate target too lax, but he also became ever more
willing to come to the rescue of financial markets. Greenspan defenders look to
his quick trigger moves, asserting that the Maestro only made small, gradual
rate cuts in the wake of the Long-Term Capital Management (LTCM) crisis in
1998, when the impending collapse of the giant hedge fund appeared to threaten
the financial system.” But other observers contend that the Fed’s role in the
LTCM rescue, of meeting with LTCM to review its exposures, and convening
investment banks (over which it had no meaningful regulatory authority) and
large commercial banks to tell them they had a problem they had better address,
pronto, was another market-minding activity, outside its traditional purview.
Critics argue that had the Fed let LTCM fail, the disruption would have thinned
the herd of imprudent risk takers, and made intermediaries far more cautious
about lending to unregulated players (the firms the Fed called together were all
counterparties to LTCM and had large exposures).

In fact the prevailing economic notions were guaranteed to produce the
Greenspan put. The orthodox view was that no one could recognize a bubble in
progress; the right approach was to let it burst of its own accord and mop up af-
terward. But that meant providing liquidity, as in lowering rates, every time
something bad happened. So as financial crises became more frequent, so did
the Fed’s interventions, which served to embolden investors even further.

But Greenspan didn’t simply move quickly to prop up troubled markets.
He also decided to ignore the famous dictum of another Fed chairman, William
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McChesney Martin Jr., that the job of central bankers was to take the punch
bowl away just as the party gets going.

Despite Greenspan’s initial reservations about ever-rising stock prices, his
treatment of stocks and the financial markets generally became more and more
asymmetrical. Starting in 1998, Greenspan would telegraph his intention to in-
crease rates well in advance, giving participants ample time to adjust to their
depressing effect, while he would make cuts on a surprise basis, which ampli-
fied their impact. Traders increasingly believed that the Fed had adopted a pol-
icy of protecting them against loss.®® And that only increased their propensity
to take risks.

Proving the classic saying that bull markets are near their ends when the
last bears throw in the towel, Greenspan decided, in a reversal of his earlier reser-
vations, that the markets knew best. At the Fed’s annual Jackson Hole conference
in 1999, he announced his view that the now stratospheric equity valuations
were justified by productivity gains. The NASDAQ, perhaps cheered, rose an-
other 50% in the next three months. Inflation hawks in the Fed, such as Laurence
Meyer and J. Alfred Broaddus, persuaded Greenspan that rising productivity
could stoke inflation because stock prices rose before the fruits of the gains were
in the bank, and the anticipatory spending that resulted (remember the famed
wealth effect) was stimulative. Greenspan bought the logic and planned in early
2000 to implement a modest set of rate increases, 1.25% over ten months, al-
though he did provide a last jolt of liquidity before that, in anticipation of a Y2K
problem that never materialized.

But in a development that would have stunned any previous Fed chairman,
the stock market was deemed “too big to fail.” As the unwind progressed, the
Fed made a surprise 50 basis point cut to shore up asset prices. But the move
proved futile, and Greenspan’s initial “irrational exuberance” assessment was
proven correct. The continuing decline wiped out $8.5 trillion of value from ex-
change-traded U.S. stocks over the next two years.®

As depicted in the 2000 Wall Street Journal story, Greenspan at first considered,
then dismissed the idea that the equity market bubble might be related to the
1995 Mexico crisis, the 1997 Asian crisis, and the 1998 Russian default that pre-
cipitated the LTCM crisis. Instead, the Maestro looked for explanations within
the realm of equities, such as greater stability leading to more robust valuations.

If he and his colleagues been less blinded by the belief system of markets
itber alles, then, instead of poring over the behavior of equities, they might have
taken more notice of a bigger, more obvious development that was also more
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closely related to the Fed’s job description, namely, the growth of a large, un-
regulated parallel banking sector, now popularly known as the shadow banking
system. We will return to this topic in the next chapter.

But although components of this system were visible and widely discussed,
others were opaque and hard to quantify. (This is similar to the decline in the
role of traditional on-balance sheet bank lending in the “originate and distrib-
ute” model, in which loans were packaged and structured into different classes
of securities to make them more appealing to investors.) So in classic drunk
under the street light fashion, the Fed and most economists ignored the effect
of a major shift in the financial system.

And that in turn led Greenspan to take the course of action for which he has
been most pilloried, namely, dropping the Federal funds rate and holding it at
below the rate of inflation for a prolonged period. Negative real interest rates are
highly stimulative. Greenspan’s justification was that the Federal Reserve needed
to combat deflationary forces unleashed by 9/11. If you are a central banker, de-
flation is an even more dreadful outcome than inflation. When prices fall, the
value of debt in real terms rises. Most loans are priced assuming some, perhaps
substantial, inflation, which means the future payments will be made in less
valuable dollars. When deflation takes hold, the borrower is faced with a com-
mitment that has suddenly become a great deal more costly. He may wind up
selling assets, now at lower prices thanks to deflation, and distressed selling on
a large scale feeds on itself, producing further downward pressure on prices.
Borrowers also try to pay down debt, which slows economic activity. Both the
Great Depression and Japan’s lost decades were severe and protracted precisely
because deflation took hold

Even though the Fed often spends some time gradually easing rates, it
rarely holds them at the nadir for more than a quarter or two. Yet the Fed kept
its benchmark rate at 1% for a year and at 1.25% for an additional nine months,
from November 2002 to August 2004, despite the fact that the dot-com bust re-
cession was widely described as mild and the Bush administration tax cuts led
to budget deficits, meaning a fiscal stimulus.”® Observers also took cheer from
a widely cited 2002 speech by Ben Bernanke, in which he described a set of
then-novel approaches the Fed could use to combat deflation (many of which
he later implemented as Fed chairman in the current crisis) as proof of a
“Bernanke credit market put.””!

This policy was a dramatic departure from the central bank’s normal re-
sponses, based on an approach called the Taylor rule, named for Stanford eco-
nomics professor John Taylor. While the Taylor rule did not oppose dropping
rates in 2001, it would have called for them to have been increased starting early
in 2002, rather than lowered even further and held there for a long time.
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Figure 8.3
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Taylor later felt compelled to write a book, Getting Off Track to demonstrate
what a blunder the Maestro had made, and argued the housing bubble would
not have taken place had his prescription been followed:

Figure 8.4
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Greenspan ignored warnings while the super low rates were in force. William
White, the chief economist of the Bank for International Settlements (a central
bank for central banks), had been troubled by synchronized rises in housing
prices around the world for some time, and had been telling Greenspan and other
central bankers of his concerns, to no avail. He took the unusual step of airing his
doubts publicly, at the Fed’s August 2003 meeting at Jackson Hole.”> White argued
that the distortions went back to at least 1998, and had been amplified by the
“inherently procyclical” behavior of markets, that lower perceptions of risk and
easy borrowing conditions lead to levitating prices in a positive feedback loop, in
an ever-amplifying process until the system suffers a breakdown.

Figure 8.5
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Needless to say, Greenspan ignored White’s warning.

Indeed, just as structural barriers had undermined efforts to use a cheaper
dollar to help the United States sell more goods to Japan, so too did significant
changes in U.S. business behavior confound the normal mechanisms by which
economic policy had operated. Some of the prized accomplishments of the “free
markets” boosters had worked too well. The first was the effort to reduce labor’s
bargaining power as a way to tame inflation. Second was a movement, spurred
by an influential article by Harvard Business School’s Michael Jensen in 1993,
that called for much greater use of stock-based pay to align top management
interests with those of shareholders.
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There was a problem with this idea, however. The Jensen approach was in-
tended to solve what is called a principal-agent problem, which is that you may
not be able to trust the person you hired to do a good job for you. He may in-
stead serve his own interests first.

But who was in charge of designing these new reward systems? The very
same managers who might be out for themselves. The foxes were still in charge
of the henhouse, although they concealed their control by having their human
resources departments hire executive-friendly compensation consultants. And
who approved these pay packages? Directors nominated by the same incum-
bent management. Can anyone be surprised that they engineered an explosive
growth in CEO pay?

Because tax and cosmetic considerations favored equity-linked pay, corpo-
rate chieftains became obsessed with pleasing Wall Street. The result was an in-
creased focus on meeting short-term earnings targets at the expense of
long-term investment. Starting in 2002, U.S. corporations were running an av-
erage net financial surplus of 1.7% of GDP, which contrasts with an average
deficit of 1.2% of GDP for the preceding forty years. While firms in aggregate
have occasionally run a surplus, J.P. Morgan noted:

.. . the recent level of saving by corporates is unprecedented. . . . It is impor-
tant to stress that the present situation is in some sense unnatural. A more nor-
mal situation would be for the global corporate sector—in both the G6 and
emerging economies—to be borrowing, and for households in the G6
economies to be saving more, ahead of the deterioration in demographics.”

Companies were giving more priority to fattening their bottom lines, even
if they were actually starving in terms of long-term growth. In all previous post-
war economic recoveries, the lion’s share of the increase in national income went
to labor compensation (meaning increases in hiring, wages, and benefits) rather
than corporate profits, according to the National Bureau of Economic Analysis.
In the post-2002 upturn, not only was the proportion going to workers far lower
than ever before, but it was the first time that the share of GDP growth going to
corporate coffers exceeded the labor share.”

In other words, despite super low interest rates, despite business friendly
deregulation, companies now thought it better to stress containing costs rather
than growing. So, loose money tended more and more to fund consumer spend-
ing and asset purchases instead. The financial economy was taking precedence
over the real economy.

William McChesney Martin’s tough-minded program would not be popu-
lar with banks. By contrast, Greenspan and his successor Ben Bernanke were
acutely sensitive to the banks’ needs. They were victims of what Willem Buiter,
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a London School of Economics professor who has held a number of important
policy roles, calls “cognitive regulatory capture.”” The supposed supervisors had
come to see the world through the financial industry’s undue sense of self-im-
portance. As a result, they overestimated the relationship between the upheaval
in the stock market and deleveraging, which can be deflationary. Remember, as
dramatic as the stock market bubble had been, it was not stoked by borrowings.
Margin debt at the stock market’s peak in 2000 was a mere 2.9% of market cap-
italization.”® Yet it appeared the Fed chair was incorrectly drawing an analogy to
the collapse of the Japanese bubble, which had featured a large addition to al-
ready high levels of lending to real estate and an unprecedented bubble there in
commercial and residential real estate, with some of the borrowing against cor-
porate holdings going into the stock market. The damage to Japanese banks in-
deed proved deflationary, but margin lending was not a significant factor.

By contrast, debt did not play much of a role in the dot-com bubble. Thus
while the fall in equity prices would leave investors feeling much poorer, it would
not blow back and damage the banking system. Yet Greenspan’s actions and
Bernanke’s remarks, particularly the famed 2002 speech that earned him the
moniker “Helicopter Ben” for the idea of throwing cash out of a helicopter to
stoke inflation, revealed a Fed in mortal peril of an outcome unwarranted by
facts on the ground. And the corollary of the Fed’s Wall Street—centric view was
they believed the health of the financial sector was the key to the welfare of Main
Street.

As aresult of Greenspan’s and then Bernanke’s overly accommodative mon-

etary and regulatory stances, the credit created by the shadow banking system
took off.



CHAPTER 9

THE HEART OF
DARKNESS

THE SHADOW BANKING
SYSTEM SELF-DESTRUCTS

Speculators may do no harm as bubbles on a steady stream of enterprise. But
the position is serious when enterprise becomes the bubble on a whirlpool of
speculation. When the capital development of a country becomes a by-prod-
uct of the activities of a casino, the job is likely to be ill-done. The measure of
success attained by Wall Street, regarded as an institution of which the proper
social purpose is to direct new investment into the most profitable channels in
terms of future yield, cannot be claimed as one of the outstanding triumphs of
laissez-faire capitalism.

—John Maynard Keynes

ir Isaac Newton is justly famous for his wide-ranging scientific and
mathematical achievements. His tenure at Britain’s Royal Mint is less

well-known.

Newton’s friends and admirers were troubled that the most accomplished
scientist of the day was living on a meager academic stipend. One of his sup-
porters, the newly appointed Chancellor of the Exchequer, came up with the in-
spired idea of appointing Newton to be the Warden of the Mint, a cushy
sinecure.
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Newton had consulted to the Mint on England’s economic woes. Prior to
1661, England’s coins were hand produced, making it easy to clip a little of the
silver off the edge of a coin and circulate the now lighter coin without attract-
ing attention.

To combat this pilferage, the Mint began producing milled coins, which
would make it easier to see tampering. But the clipping of the older coins con-
tinued, and by 1695, they were down to 50% of their prescribed weight. The
public started to be reluctant to use them as rumors spread that the older coins
would be demonetized and thus worth only their much lower value as metal.
People bought gold on such a large scale that it reduced the London-Antwerp
exchange rate 16% over several months. The government decided to take in all
the hammered coins and replace them with milled money.!

Newton arrived at a crucial stage, when the Treasury was about to cease ac-
cepting older coins for tax payments. But delivery of new coins was well behind
schedule, their production in disarray. The shortage of circulating money led
to riots, and contemporaries worried that the strife might worsen.?

The Mint got more than it bargained for. Newton was an alchemist, and
thus an expert in metallurgy. He brought in new equipment, reorganized the
fabrication process, and in a mere four months, increased output over sixfold,
achieving a European record. He kept meticulous accounts, giving a full report
of how millions of pounds of silver moved through the Mint.?

Newton pursued counterfeiters with the same vigor. His alchemical research
was again an aid, helping him detect fakes. Now Master of the Mint, Newton took
to enforcing the rarely invoked punishment for counterfeiting, that of death by
hanging and quartering. The physicist conducted his own investigations in Lon-
don’s underworld, ultimately sending an estimated two dozen to the gallows.

Coin clipping and counterfeiting are clearly against the law now as in Newton’s
day. The government still retains control of the creation of currency and his-
torically had significant influence over the creation of loans, through its regu-
lation of capital and reserve requirements for financial institutions.

However, the officialdom does not have the same tight grasp of certain new
mechanisms for creating credit, and their rapid growth, and then sharp con-
traction, were driving factors in the crisis. They involved operations and struc-
tures that were often not recorded on the balance sheets of banks. As a result,
they were not subject to capital requirements and were thus supervised mini-
mally, if at all. These new approaches have sometimes been called “the shadow
banking system.”
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But what do we mean by “shadow banking system”? Let’s review the tradi-
tional activities of banks. They hold funds in the form of deposits and lend a sig-
nificant portion of them out.* Banks are government-chartered franchises. They
submit to the regulatory constraints; in return they receive deposit guarantees
(which make it cheaper for them to raise money) and state control over market
entry. Preserving bank profitability was (and still is) considered to be desirable,
since that led to sounder, better capitalized banks, which in turn produced
greater stability.

Regulators supervise banks, which means supervisors inspect banks peri-
odically, require them to make reports, and limit what they do. These enable the
authorities to understand not simply the health of individual banks, but also to
see activity across the entire banking system.

Bank regulation also allows the authorities to influence the amount of loans
that banks provide. For instance, capital adequacy rules limit how much banks
can lend against their equity. Modern regulators, following rules stipulated by
the Bank for International Settlements (BIS), require banks to hold more capi-
tal against loans and credit instruments that are riskier. Thus, banks can make
far more in the way of low-risk loans than high-risk ones against the same cap-
ital base.

Over the last thirty years, the combination of deregulation, increased com-
petition from securities firms and other nonbanks, and financial innovation put
banking earnings under attack. The banks found their best customers of vari-
ous types cherry-picked by new entrants, and competition between banks be-
came ever more aggressive.

So to preserve profits, they adopted new business models. They decided to
take on more risk and use less equity in order to compete, as best they could,
with new entrants.> That meant moving into banking areas that were largely
unregulated—what we have described as the shadow banking system. Initially,
this development seemed to be benign. Indeed, banks and other financial com-
panies engaged in these activities for decades with only occasional mishap. But
differences in degree can become differences in kind. Financial services firms
kept pushing the envelope, using more and more “innovative,” which in this case
meant more risky, approaches. And some of the most aggressive activities were
the ones that showed the most rapid growth.

These changes, accompanied by new types of trading strategies that took
hold early in the new millennium, led to vastly more risk taking in these areas,
and also greatly increased the demand for the most speculative securitized
products.

In traditional banking, the main check on how much credit was extended
had been governed by rules, such as reserve and minimum equity requirements.
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Now the only bar to extending credit was the ability of members of the system
to discipline each other. In the period when these credit products evolved, busi-
ness cycles were mild. Market participants became more comfortable with the
new approaches, and complacency about the dangers grew. Seizing profits took
precedence over prudence.

As we will see, this banking under another guise is just as subject to runs and
panics as traditional banking. And, again like the old-fashioned sort, shadow
banking is what economists call pro-cyclical. That means it expands in good
times and contracts in bad, increasing the severity of business cycles and with
it, the likelihood of busts following boom:s.

This largely unregulated financial sector involved three interrelated types
of “innovations” that affected credit:

+ Securitization (and other off-balance-sheet vehicles)

+ Repurchase and reverse repurchase agreements (otherwise known as
repos)

+ Largely unregulated insurance contracts on debt securities (credit
default swaps or CDS)

We will show how in particular, complex debt instruments and credit de-
fault swaps fuelled trading strategies that in turn produced an unprecedented
level of loans that were underpriced relative to their risk. This was the “wall of
liquidity” syndrome at the heart of the global credit mania. These strategies took
hold on a large scale starting in 2004 and grew rapidly in 2005 and 2006. They
involved tranched products, particularly collateralized debt obligations, that had
subprime mortgages as a major building block. The use of credit default swaps
enabled bankers to create so-called synthetics which allowed speculators to gam-
ble in much larger volumes than the underlying market of real economy bor-
rowers had permitted. That in turn meant subprime risk was not “contained”
but was much larger than the authorities believed. And the firms most heavily
exposed, namely European banks, investment banks, and insurers, were under-
capitalized and in no position to take the losses that resulted from being on the
wrong side of these bets.

Securitization takes place when an originator, a bank or another type of lender
(like an auto company that also provides car loans or leases), sells its loans (“as-
sets,” since they generate income) to a special purpose vehicle (SPV). An SPV can
be specific to one originator, or can hold assets from many sources. Virtually
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every type of asset-backed loan, meaning one where the lender can seize a par-
ticular piece of property if the borrower defaults, from mortgages to recreational
vehicles, motorcycles, and intellectual property, has been securitized. Some types
of unsecured consumer loans, such as student loans and credit card receivables,
are also grist for this process.

Banks adopted this approach because securitization was less expensive than
the traditional process of making loans and retaining them. When banks hold
loans, the interest rate needs to be high enough to recoup the cost of equity and
FDIC insurance, as well as an allowance for losses.® Selling loans to a securitized
vehicle can also lead to better accounting treatment.

The cash flows, which are the payments of interest and the eventual repay-
ment of the loan balance, are frequently “structured” to create securities that
appeal to different types of investors from a single original pool. They range
from AAA instruments with low interest rates through various credit grades to
the “equity” layer that can earn high income but is most exposed to losses. Con-
sider a simple example, a pool of 100 mortgages, each with an initial balance of
$1. From that, we will create three bonds, A, B, and C, which are “backed” by
these 100 mortgages, meaning the mortgages are the only form of security for
the bonds. Bond A has a balance of $80, bond B $15, and bond C $5. The rules
of the SPV state that as homeowners whose mortgages are in the pool make
payments, those payments are used first to pay the balance of bond A, then bond
B, then bond C. Even if 20% of the mortgages never pay back a penny, the bond
A investors will be made whole (unfortunately we can’t say the same for the
bond B and C investors, as they receive none of their principal back).

This structuring approach, called “tranching,” was adopted by banks be-
cause offering products tailored to particular investors’ risk appetites enlarged
the market for securitized products. It also allowed banks to sell their loans to
the SPVs for better prices, in much the same way that butchers sell pigs in parts
(for instance, loin, chops, ribs, ham, bacon, knuckles), rather than whole, be-
cause they realize more income that way.

Originally, securitization was limited to pools of assets that had explicit or
implicit U.S. government guarantees and were perceived as safe, such as mort-
gages insured by Ginnie Mae, Fannie Mae, and Freddie Mac, that were thus AAA
rated. But the market grew considerably as financial firms figured out how to
create instruments that were higher credit quality than the underlying loans,
through a combination of techniques, such as buying insurance to improve the
credit quality and “overcollateralization,” which was tantamount to setting a re-
serve for losses up front, as banks do for loans they keep on their balance sheets.
For instance, a pool with a face value of $1,000 might be turned into securities
that sold for a total of only $975.
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Securitization grew rapidly from the mid-1990s onward. For instance, the
total amount of asset-backed securities minus mortgage paper sold in the United
States in 1996 was $168 billion, which rose to $1.25 trillion in 2006, the last year
before the storm broke.” According to Citigroup, banks around the world sold
$2 trillion in non-agency (meaning non—Ginnie, Fannie, Freddie) asset-backed
securities that year. By contrast, global lending to corporations was roughly $1.5
trillion.® Banks also simply sold whole (unsecuritized) loans. In 2006, for every
$1.00 of lending, $0.25 was sold.’

Some economists were puzzled by both securitizations and vending of
loans, since they knew of no precedents.!® Moreover, information was lost
through this process. Sales and securitization of loans meant banks had no rea-
son to monitor borrowers once they had offloaded loans made to them.!! A still
less recognized problem was the fact that in practice, not all of the tranches of
a securitization were equally attractive to the investing public. Deals hinged on
the need to find buyers for the less popular tranches. The efforts to deal with this
problem were, as we shall see, both highly creative and, in the end, destructive.

A variant on the securitization theme was bank conduits. Banks weren’t en-
tirely happy to simply package up loans and sell them. Routine asset sales pro-
vided too much profit to the underwriter and not enough to the bank sponsor.
So they began looking for new structures to increase their returns.

So conduits were born, quasi-banks, in that they capitalized themselves with
short-term liabilities and held long-term, higher-yielding assets. Conduits held
specific assets, such as credit card receivables. These conduits were not recorded
on banks’ balance sheets, even though they had implicit support from the bank
sponsor if the assets in the conduit proved to be worth less than the bank
claimed when the conduit was created. They were funded primarily with a short-
term IOU called asset-backed commercial paper. Asset-backed commercial
paper (ABCP) refers to a loan with a specific maturity of up to 270 days, usu-
ally 90 to 180 days, that is collateralized by asset-backed securities (that is, if the
loan isn’t repaid, the creditor can seize the instruments given as collateral).

This structure was a classic “borrow short, lend long” approach. Just like
banks themselves, the conduit usually earns more income than its cost of bor-
rowing, but simultaneously runs a funding risk. The conduit needs to replace its
maturing ABCP with a new placement, but it may have trouble finding re-
placement lenders (“rollover risk”). And if the short-term funding markets have
become hostile, it is likely that the credit markets overall are stressed.

Assume the value of the assets in the special purpose vehicle collapses or
is merely in doubt. The conduit has a funding crisis: commercial paper in-
vestors like money market funds will be loath to buy its ABCP, yet the entity
still has to pay off the ABCP coming due. Many but not all of these had backup



THE HEART OF DARKNESS 239

credit lines, so they could borrow from a bank (typically the very same one
that sponsored the entity) in case they had a problem paying off the matur-
ing ABCP funding with a new ABCP placement. The tacit assumption was
that the parent bank would merely be providing short-term support from the
credit lines, that at some not-too-distant point down the road, any conduit
that had needed to borrow from the bank sponsor would be able to use ABCP
to fund itself again.

The banks’ theory as to why they need not record the conduits on their
balance sheets was that the conduits were independent entities.'? Yet contrary
to this claim, banks would in fact support some of these supposedly stand-
alone vehicles. For instance, one study found that from 1991 to 2001, sponsors
intervened in 17 instances on behalf of 89 credit card securitizations.'> More-
over, as losses on credit card portfolios are reaching unprecedented levels, Cit-
igroup, J.P. Morgan Chase, Bank of America, and American Express have all
come to the rescue of off-balance-sheet entities.'* The banks and their ac-
countants maintained the fiction of an arms’ length relationship despite ample
evidence to the contrary. Indeed, absent bank support, the conduits could not
have been created.

Within the universe of conduits, the dodgiest were SIVs, or structured in-
vestment vehicles. They were riskier on just about every axis: lower credit qual-
ity of their assets, higher levels of borrowing, and no formal support from their
sponsor. But as we will discuss later, when they ran into trouble, investors de-
manded that their sponsors intervene, so again, the “off-balance-sheet” desig-
nation was misleading.

Repos are another type of collateralized lending that played an important role
in the credit crisis.

Repo is short for “sale with agreement to repurchase.” In a repo, a party that
owns a high-quality bond borrows against it in a pawn shop-like procedure, by
selling it to another party with an agreement to buy it back it at a specified fu-
ture date, including interest. Repos are typically overnight, and funds can thus
be readily redeemed if the repo lender decides not to renew the repo.

Repos are thus another way to lend against an asset. The high-quality bond
that is sold plays the role of the collateral guaranteeing the loan. The interest
paid corresponds to the cost of funding the loan.

Securities firms and banks hold a lot of assets. They also have to settle a
tremendous amount of money going in and out on a daily basis. Repos give
them an easy way to raise cash or deploy funds on short notice.
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A repo can also produce an effect similar to banking, by providing an al-
ternative to making a deposit. Say you are a very big broker-dealer (BBD) and
you have some extra cash on hand. BBD is loath to park $100 million for a few
days at his friendly bank because the amount is so large that the funds would not
be insured. But BBD can “deposit” it with another dealer and get top-quality,
highly saleable securities, plus interest. This arrangement serves the same func-
tion as a deposit and is more secure.

Borrowers and securities for repo are not treated equally. A lender may re-
quire a “haircut” or margin, say lending only $95 against $100 of current mar-
ket value. That is, he may not lend the full market value of the instrument sold
to secure the loan, based on his view of the risk of the borrower and of the odds
of unfavorable price changes in the instrument repoed. A small haircut implies
that the repo borrower will have correspondingly greater leverage.

Repos have been around for a very long time. But even in the mid-1980s, the
repo market consisted solely of Treasury securities, which are safe and highly
liquid. Repos only began to become dangerous when, in response to increased
demand for paper that could be repoed, more and more dodgy paper became
widely accepted as collateral for repos.

Some have argued that the parabolic increase in demand for repos was due in
large measure to borrowing by hedge funds.'> Indeed, Alan Greenspan reportedly
used repos as a proxy for the leverage used by hedge funds.'® Others believe that
the greater need for repos resulted from the growth in derivatives. But since hedge
funds are also significant derivatives counterparties, the two uses are related.

Brokers and traders often need to post collateral for derivatives as a way
of assuring performance on derivatives contracts. Hedge funds must typically
put up an amount equal to the current market value of the contract, while
large dealers generally have to post collateral only above a threshold level. Con-
tracts may also call for extra collateral to be provided if specified events occur,
like a downgrade to their own ratings.!” (Recall that it was ratings downgrades
that led AIG to have to post collateral, which was the proximate cause of its
bailout.) Cash is the most important form of collateral.'® Repos can be used
to raise cash. Many counterparties also allow securities eligible for repo to
serve as collateral.

Due to the strength of this demand, as early as 2001, there was evidence of
a shortage of collateral. The Bank for International Settlements warned that the
scarcity was likely to result in “appreciable substitution into collateral having
relatively higher issuer and liquidity risk.”*

That is code for “dealers will probably start accepting lower-quality collat-
eral for repos.” And they did, with that collateral including complex securitized
products that banks were obligingly creating.
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Figure 9.1
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As time went on, repos grew much faster than the economy overall. While
there are no official figures on the size of the market, repos by primary dealers,
the banks and securities firms that can bid for Treasury securities at auctions,
rose from roughly $1.8 trillion in 1996 to $7 trillion in 2008. Experts estimate
that adding in repos by other financial firms would increase the total to $10 tril-
lion, although that somewhat exaggerates the amount of credit extended
through this mechanism, since repos and reverse repos may be double counted.?
The assets of the traditional regulated deposit-taking U.S. banks are also roughly
$10 trillion, and there is also double counting in that total (financial firms lend
to each other).

In other words, this largely unregulated credit market was becoming nearly as
important a funding source as traditional banking?! By 2004, it had become the
largest market in the world, surpassing the bond, equity, and foreign exchange
markets.?

The third major component of the shadow banking system, credit default swaps
(CDS), also grew rapidly early in the new millennium and now enjoys a well-de-
served notoriety, thanks to the role of CDS in the collapse of American Inter-
national Group (AIG), the world’s largest insurance company.
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CDS are economically equivalent to credit insurance and are largely un-
regulated.?® The party writing the insurance (the “protection seller,” acting in
the role of guarantor) will make a payment to the party buying the policy if a
corporation (“reference entity”) specified in the CDS contract defaults on its
debt or goes into bankruptcy. The party providing the guarantee gets regular
payments, just as an insurance company receives premiums on its policies. Orig-
inally, banks used credit default swaps to reduce the risk of loans they held on
their balances sheets, but as we will discuss shortly, the market morphed into an
unregulated casino.

Thus CDS “protection buyers” are shorting the credit risk, poised to profit
if the borrower defaults. CDS have become popular precisely because they offer
aready way to approximate shorting a bond (unlike stocks, bonds are often dif-
ficult to borrow, so many debt instruments cannot readily be shorted in the cash
market).

By contrast, the seller of CDS protection does want the borrower to do well.
A “protection seller” has many of the same risks and payoffs as if he purchased
a bond. He receives regular income (the insurance premiums) just as a bond-
holder does (the interest payments) and he suffers a loss if the bond defaults. The
biggest difference is that the bond buyer buys a security, while a CDS protection
seller merely has to post some collateral against the possibility he has to pay out
on the contract. Thus CDS allowed investors to take levered bets on bond risks,
since the collateral posting requirement is generally much less than the cost of
buying the security.

As a result, the bond and credit default swaps markets have become linked
via arbitrage. Indeed, the credit default swaps market, which is more liquid than
the bond market, often dictates the pricing of new bond issues.

Another important difference between CDS and the credit exposures they
“reference” is that, perversely, credit default swap creation is not constrained by
activity in the real economy. A company sells bonds if it has a need for funding.
By contrast, credit defaults swaps creation is limited only by the need to find
two parties to a transaction. Derivatives expert Satyajit Das has noted, “On ac-
tively traded names CDS volumes are substantially greater than outstanding
debt”?* For instance, when the demand for collateralized debt obligations began
to outstrip supply, credit default swaps were used to create “synthetic” CDOs.
This process allowed for risks to be taken on a scale that would be difficult, if not
impossible, with traditional instruments

But this “free market” was a quality-free market. Several institutions, most
prominently AIG and monoline bond insurers such as MBIA and Ambac, ended
up selling CDS protection at a rate that far outstripped their abilities to make
good on their guarantees if stress conditions developed. These insurers were
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massively undercapitalized. As a result, if one of these insurers faced more claims
than it could possibly pay out, then scores of institutions that had relied on it for
insurance against credit default risks would suddenly also find themselves to be
undercapitalized. A shock to the system could, and did, set off a death spiral that
pulled down other institutions as the failures cascaded.

A second aspect of credit default swaps is that if you own a CDS protection
contract, then you are paid off if the underlying bond defaults. Suppose that
you hold a fire insurance policy on a house you don’t own. You'd be delighted
if the house were torched by an arsonist; in fact, you might lob a firebomb your-
self. In fact, that sort of behavior cropped up when insurance was first launched
in England. As a result, in 1774, England implemented the “British Life Assur-
ance Act” to limit issuance of insurance policies. Only parties who have a legit-
imate reason to protect against loss (we now call this an “insurable interest”)
can obtain insurance policies.?® This concept is now a fundamental tenet of reg-
ulated insurance, but was notably absent in the credit default swaps arena.

All three of these innovations turbo-charged an explosive growth of credit ar-
bitrage strategies by investment banks and hedge funds, which produced the
“wall of liquidity” that fueled profligate lending. Greenspan’s super-low interest
rates post-2001 provided the impetus for these new approaches. Together, these
innovations and strategies led to an acceleration in the growth of debt that was
not fully recognized by regulators, and to the extent that it was, they saw it as the
result of market forces and therefore salutary. And yet, these new activities nev-
ertheless were backstopped by the authorities when hit by a classic bank panic.
Understanding the role of credit trading strategies is therefore essential to in-
terpreting what came to pass.

Consider this classic Wall Street joke. On a slow day, some market-makers de-
cide to start trading a can of sardines. Trader A starts the bidding at $1, B quickly
bids $2, and several transactions later, E is the proud owner of the tin for $5.

E opens his new purchase and discovers the sardines have gone bad. He goes
back to A and says, “You were selling rotten sardines!”

A smiles broadly and says, “Son, those aren’t eating sardines. They are trad-
ing sardines.”

Let’s say a large-scale market in trading sardines developed, where the price
was $5. But the price of sardines in the real world of eating sardines is only $1.
What would happen?

You'd see makers of sardines care only about making trading sardines. They’d
ramp up production to satisfy demand at the new miraculously profitable price.
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According to orthodox theory, the influx of supply would lead prices to drop
from the $5 level.

But in the world of trading sardines, the price is $5 not due to normal sup-
ply/demand considerations, but due to dynamics within that market. As long as
cheap funding persists, there is virtually unlimited demand for trading sardines
at $5. In fact, remember how asset prices and loans interact. If banks are willing
to fund a lot of the purchase price of trading sardines at $5, prices could even
rise further, since new investors might want to get in on the action. What hap-
pens in that scenario?

Anything that can plausibly be called a sardine will go into the can. The can
of rotten sardines in the classic story is thus no accident. It is precisely the out-
come you expect when manias or other mechanisms that produce sustained
price distortions take hold.

Notice how this story is wildly at odds with the prevailing economic the-
ory. First, prices are supposed to be a function of supply and demand. The
idea that market participants would want to game prices or would be insen-
sitive to increased supply or falling quality is a direct contradiction to funda-
mental assumptions such as rationality and perfect knowledge. Recall how
Krugman and the vast majority of economists simply refused to look further
into burgeoning oil prices and consider mechanisms that might not fit a tidy,
simple picture.

That conventional view misses the “trading sardines” versus “eating sar-
dines” dynamic. There is no economic theory of how the financial system in-
teracts with the real economy, save the use of interest rate assumptions as inputs
into economic models. The idea that a product could have a very different value
in the financial realm (for reasons internal to those markets) than in the real
economy is completely ignored. Prices of financial assets are seen as the result
of informed decisions. Markets are efficient. Prices are assumed to send valid
signals, save some short-term noise. And there is no place in mainstream theory
for prices in financial markets driving and distorting activity in the real economy.
Strangely, this dynamic is well-known empirically. For instance, influxes of spec-
ulative “hot money” have repeatedly fueled asset price booms in emerging
economies that implode when the speculators exit. But these phenomena sit un-
comfortably outside pristine equilibrium theories.

We see a second result vexing to orthodox theory: market outcomes pro-
ducing socially damaging results. First, if trading sardines go to $5, anyone who
really wanted to eat sardines faces much greater costs and much poorer quality.
Second, undue resources are devoted to sardine production.

And misallocation of resources is precisely what happened in the credit-
glutted United States. Most commentators have focused on the dynamics in the
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real economy, of seemingly unending rises in housing prices, typical bubble
signs of overheated buying, and bad practices, particularly predatory lending. Yet
that view misses the impact of the trading-fuelled demand for high yield loans
for all sorts, which was particularly acute for risky U.S. mortgages but extended
to other credit instruments, such as takeover lending. Cheap funding similarly
played a major role in the breakneck pace of mergers and acquisitions, which be-
came more and more frenzied until the onset of the credit contraction, in the
summer of 2007. Global mergers for the first six months of 2007 were $2.8 tril-
lion, a remarkable 50% higher than the record level for the same period in
2006.2° And takeovers for the full year 2006 ran at a stunning seven times the
level seen four years prior.”’

The bubble was in the debt markets, particularly for high-spread, high-risk
loans that could be dressed up to look safer than they were. Its effects extended
far and wide into the real economy. Credit was the driver, the related asset bub-
bles mere symptoms.

We will focus on collateralized debt obligations and credit default swaps
because they were arguably the most destructive of these new credit products.?®

We refer here specifically to so-called ABS CDOs, meaning CDOs composed
primarily of asset backed securities. These CDOs were based on cash flows from
loans (rather than purely from credit default swaps); they have produced cata-
strophic losses and had clear links to increased lending.?” When the financial
press has discussed CDOs in recent years, it almost always refers to this type un-
less stated otherwise.

A key driver of the rapid growth of the CDO market was that demand for AAA
securities exceeded supply.*

Insurers, pension funds, and banks all had reasons, due to regulatory treat-
ment of their holdings, to buy AAA instruments. They were also popular with
foreign investors, particularly foreign central banks, who had to hold ever-grow-
ing amounts of dollar assets to fund America’s unrelenting trade deficit.

But ever since the Modigliani-Miller theory posited that the value of a com-
pany did not depend on its credit ratings, fewer and fewer companies bothered
to make the extra effort needed to maintain an AAA. The only native AAA cred-
its were a handful of U.S. and foreign companies and a few sovereign credits.

The elevated level of demand for AAA instruments meant richer prices and
skimpier yields than some investors were willing to accept, even when they had
institutional imperatives to hold high quality investments. Should they buy AAA
paper, and receive lower income due to the keen demand, or buy lower-rated
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securities that offered more yield, even though they would really rather take less
risk (and for investors subject to capital requirements, put up more equity)?

Starting in 2001, conditions fell into place that made premium-yield AAA
instruments as well as riskier options seem very attractive, even to those who
should have known better. Remember, in finance, if something seems to be too
good to be true, it is. The idea that an instrument could pay more interest than
other AAA bonds and still legitimately be as safe was questionable from the out-
set. But a lot of investors had good reason to delude themselves.

When Greenspan dropped the Federal funds rate 1.25%, then 1.0%, the re-
sult was a negative real yield, meaning lenders could not charge enough, at least
on short-term, safe loans, to compensate for the loss of the purchasing power
due to inflation. They had to take more risk, either by lending longer term, or
by seeking out riskier borrowers who would pay more interest, just to keep up
with the erosion in the value of their money.

Put the dilemma in such simple terms and it was pretty obvious creditors
and investors were in a no-win situation. They could go hunting for more in-
come, but only if they were willing to accept higher odds of loss.

A new, large source of AAA instruments that offered a higher yield than,
say, Treasuries, would therefore be a prized new choice.

Securitization was one way to create AAA securities out of raw material that
was not AAA, such as subprime loans. Assembling together a large number of
subprime loans and then subdividing the result into tranches made it seem at
least plausible that many of the higher tranches would never be exposed to de-
fault risk and so deserved the AAA designation.

But the exposure to subprime was a considerable and underappreciated
danger, one grossly underestimated by rating agencies, and hence by most in-
vestors. They assumed default rates would not be very high, based on the short
history of subprime debt, which did not include a recession.*! In addition, they
were too optimistic about the housing market and believed housing prices
would continue to rise. For instance, Robert Rodriguez of First Pacific Advisors
recounted a 2007 conference call with the rating agency Fitch about subprime
mortgages:

They were highly confident regarding their models and their ratings. My as-
sociate asked several questions. “What are the key drivers of your rating
model?” They responded, FICO scores [consumer credit ratings] and home
price appreciation (HPA). . . . My associate then asked, “What if HPA was flat
for an extended period of time?” They responded that their model would start
to break down. He then asked, “What if HPA were to decline 1% to 2% for an
extended period of time?” They responded that their models would break
down completely.*?
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As we know now, the fall in prices was far worse than 2% for several years
running.

In the 2001-2003 period, subprime mortgage bonds seemed like a solution to
the yield-hungry investors’ problem: the cash flows from the underlying loans
could be sliced and diced to produce instruments that fetched an AAA yet of-
fered more interest than Treasuries. The very best of the AAA subprime bonds,
the first three of four AAA-rated tranches, were sold to pension funds, insur-
ance companies, and other investors who were keen for relatively high-yield
AAA securities.

On the other hand, the very bottom (equity) tranche of a subprime bond
could also find buyers. The securitization was structured so that the equity
layer would not only pay a high yield, but it would get paid off very quickly,
due to the fact that it had a cushion of extra interest available for the equity
holder. The short duration and relatively small size of these bonds made them
very attractive to a certain class of hedge fund investors. Since they paid off so
quickly, these investors could load up on new ones as the ones they already
owned paid down. As a result, the equity pieces of subprime bonds also be-
came easy to sell.?®

But there was little appetite for the AA through BBB layers of a subprime
mortgage bond, which accounted for nearly 20% of the total value. There was
a cohort of sophisticated investors that were interested. But the small size of this
group limited the amount of subprime that could be securitized, and conse-
quently made these investors fairly powerful. Although the theory was, as we
have seen, that structured securities would be popular because each tranche
would end up finding its niche, the fact that in practice some tranches were
harder to sell would have significant repercussions.

CDOs were originally devised as a way to dress up these junior layers and
make them palatable to a wider range of investors, just as unwanted piggie bits
get ground up with a little bit of the better cuts and a lot of spices and turned
into sausage.

Figure 9.2 on page 248 is a simplified version of a typical ABS CDO struc-
ture.”* Going from left to right in the figure, subprime loans first went into a
pool. The principal and interest payments were then allotted to various classes
of securities, the “subprime mortgage bonds” rated AAA through the “BB/NR”
with NR being “not rated” or “equity” layer.

The key difference between these CDOs and other types of structured credit
is that they were resecuritizations, made largely out of the unwanted pieces of
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Figure 9.2
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subprime bonds. The CDOs that took the better of the unpopular pieces, the
junior AAA, AA, and A layers, were called “high-grade” CDOs. We will focus on
the other type, so-called “mezz” ABS CDOs, or simply “mezz” CDOs, which
used the BBB or “mezzanine” layer from subprime bond issues. We’ll use the
mezz CDOs since the synthetic versions mimicked them, although the same
general principles apply to the high-grade variant.

Here again, the magic of structured credit alchemy took pools of loans, and
turned them into instruments (tranches) that got different credit ratings. As in
other structured securities, the bulk of the value of the resulting CDO, meaning
the total cash paid to purchase each of the various tranches, was far and away in
the AAA-rated tranches, which typically accounted for 75% to 80% of the total
proceeds (versus around 90% for the high-grade variant).

The very worst tranche, the ones to take losses first, was the equity tranche,
so-called because it was not rated. It usually accounted for 4% to 7% of the value
of the deal. Next up were the mezzanine tranches, rated somewhere in the BBBs,
the lowest investment grade, and usually 10% of the deal’s value.

Finally, until the later stages of the credit mania, the BBB tranches of these
CDOs were again securities that virtually no one wanted. Often, these unpop-
ular pieces went into later CDOs (the rating agencies tolerated a surprisingly
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high percentage of pieces from other CDOs in CDOs, up to 30% of high-grade
in a so-called high-grade CDO and 10% of mezz in a mezz CDO). In other cases
these pieces were attractive to rather exotic investors. But the fact that there was
always a problem placing some pieces of the otherwise sought-after CDOs
meant that CDOs, in some respects, resembled a Ponzi scheme.

To recap: in these second generation pools, the riskier cash flows from the
original subprime bonds were again allocated to various tranches, many of
which were then rated AAA. In other words, these CDOs fook the worst risk ex-
posures from weak mortgages and used financial technology to create new in-
struments of which anywhere from 75% to 90% was designated AAA.

By contrast, the similar sounding collateralized loan obligation (CLO) sim-
ply took a large pool of takeover loans and tranched the payments on them. There
was no second round, no resecuritization. Thus even though CLOs started with
a riskier type of loan, the end result was in most cases less fraught than CDOs.

ABS CDOs were the financial equivalent of turning pigs’ ears into silk purses,
and in the end, they worked about as well. How could anyone at the time have
convinced himself that these junior exposures to low credit quality instruments
could produce AAA-rated paper? The problem is that procedures that made some
sense on first generation securitizations were dangerously misleading here.

It’s easy to blame rising real estate prices and ratings agencies, but the real
roots lie again in flawed economic models.

Recall the discussion of correlation risk from chapter 3. The theory, devel-
oped by Harry Markowitz and William Sharpe, was that investors could create
an optimal portfolio that suited their appetite for risk. But to do that, they
needed to find investments whose prices moved differently, and they needed to
have precise information about how these prices would move in relationship to
each other (“covary”) in the future. In other words, this was a clever idea that
would seem to have little practical application, except that a whole industry of
faux science was constructed on this flawed foundation.

The way this approach was applied to structuring collateralized debt obli-
gations was particularly dubious. The ratings agencies, the monoline insurers,
and many investors looked at the risk of default using correlation models. But
correlation is a concept in financial economics used to estimate overall portfo-
lio risk based on price movements of the instruments in that portfolio in rela-
tionship to each other. If the price of one holding increases 5% in a day, another
could change in a whole range of ways: up even more, up but not as much, no
change, or down a lot or a little.

But if one loan defaults, the next will either default or not default. Only
simple binary outcomes are possible. Thus using Markowitz/Sharpe-type mod-
els to analyze defaults was fundamentally wrongheaded.
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Now it is possible that even an inappropriate correlation model could have
been brute forced to this task, just as the handle of a screwdriver can be an ef-
fective hammer. But the users of these tools made a second error: their correla-
tion models showed that the diversification of resecuritization, of going from a
single subprime bond to a new vehicle composed largely of risky bits of sub-
prime bonds, reduced risk in a meaningful way. But that was bogus.

The typical pool backing a subprime mortgage-backed bond would have
had typically 4,000 to 5,000 mortgages. So the pool in theory was already di-
versified, although it could have some concentrated exposures, for instance, by
geography (were the loans only in few states?). But the flaw was in thinking that
there was much diversity in these pools to begin with. By contrast, when this
same approach was applied to corporate loans, there was bona fide lowering of
overall default exposure, since, say, a chemical company faced different business
challenges and had different management than a telecom.?

But with so many mortgages in a single mortgage bond, it would resemble
what in stock investing would be called an index with a tilt, for instance, an eq-
uity market proxy with an overweighting of a particular sector considered de-
sirable, such as technology or high dividend stocks. So the resecuritization
would not reduce the underlying risk save by eliminating any skewing and mov-
ing the exposure closer to a subprime index. The only other risk reduction would
be due to the fact that a portion of a CDO would need to consist of lower-risk
assets, which could be better quality mortgages (although some, like Alt-As, in
fact proved to be no improvement) or completely different types of loans, like
equipment leases.

Thus the risk reduction of going from a subprime bond tranche to a CDO
based on subprime bond tranches was in fact very minor. The market reaction
to the original subprime deal should have been a tipoff. Remember, pretty much
no one wanted those BBB to AA bits. That means possible buyers thought the
default risk was high, and they weren’t getting paid enough to take it.

So those very same pieces were put into these subprime CDOs. And re-
member, the “mezz” variety of this type of CDO took the BBB pieces. That slice
gets wiped out if losses on the underlying pool of loans reaches 8% to 12%.%° The
models optimistically treated that outcome as impossible across a whole bunch
of subprime bond deals. Yet a Moody’s report as of September 2009 shows
“pipeline” losses of 22% and expected losses of 25.3% across all the 2005 to 2008
subprime mortgage pools underlying the bonds they track.’”

Thus, unless the CDO manager did a spectacular job of selecting bonds, the
investors in ABS CDOs took massive, often total, losses. For instance, a
Bloomberg run shows 1,590 ABSCDO tranches that originally had an “invest-
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ment grade” rating from Standard & Poors, meaning BBB or higher.’® As of this
writing, only 29 are still investment grade. And remember, 75% to 90% of the
original value of these deals was in AAA-rated tranches.

During the late nineties, investors naively came to believe that double digit
stock market returns were normal. While many portfolio managers had as-
sumed unrealistic future returns, those with long time horizons, like life in-
surance companies and pension funds, were in a particularly acute bind, since
many had fallen below their targets. As a result, they were under considerable
pressure to boost returns. And because their funds simultaneously were ex-
pected to invest primarily in safe assets, the return needed on the rest was par-
ticularly high. In the low interest rate environment of 2001 and after, the
problems became even worse.

As it happened, investors managed to convince themselves there was a way
to convert the lead of an unfavorable environment into gold: hedge funds. The
equity bear market of 2000-2002 and a dearth of obvious investment ideas sud-
denly bestowed hedge funds with the aura not merely of respectability, but also
of sophistication. They were no longer speculative, unregulated cowboys, too
racy for clean-living fiduciaries. Hedge funds were the place to be. The success
of pioneering institutional investors such as Yale’s endowment enticed others to
follow. Fund consultants, gatekeepers to many pension funds and endowments,
started treating them as a separate asset class. In their alchemical system, the
magic designation “asset class” means that the investors who pay the consultants’
fees must put some money in every asset class, otherwise, horrors, they might
miss being on the efficient investment frontier.*

Hedge funds, now bearing the Good Housekeeping seal of approval from
the fund consultants, saw a large influx of new money. Estimates of hedge
fund industry size vary, since its members are not required to report to any-
one other than their investors and many are secretive. But experts agree the
funds showed enviable growth in the wake of the dot-com bust. For instance,
Morningstar, which includes mainly large hedge funds in its database, shows
a compound annual growth rate of nearly 20% in assets managed from 2002
to 2007.4°

Why such robust growth? Investors expect to see at least low double digit
returns on a net basis to justify the fat fees and confirm the supposed superior
skill of the hedgie. To deliver that minus the fund’s fees (typically 2% annu-
ally, plus 20% of the profits) and recoup transaction costs, and sometimes an
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additional layer of fees from a fund of funds manager, hedge funds need to
make a gross return of over 20%.

To meet that level, a fund manager would need to be unusually skilled
and/or take a great deal of risk, often in the form of leverage. Or like Bernie
Madoft, he could simply lie about his results.

Hedge funds are expected to adhere to a particular style, such as “event
driven” (speculating on the outcome of takeovers), “market neutral” (meaning
they offset long and short positions so as not to be exposed to the direction of
equity markets), or “global macro” (making bets in favor of or against interna-
tional markets, such as German bonds of Brazilian equities; George Soros’s raid
on the pound was a global macro play).

Strategies that focused on debt instruments became the hot new area. It
sounded fresh and sophisticated, always a siren song to investors. The newly
fashionable style of structured credit strategies accounted (by some estima-
tions) for roughly 28% of the total funds deployed in this period—over $400
billion after allowing for the use of borrowings.*! And these hedge funds were
far from the only paricipants. Investment banks and European banks were
significant, probably larger in aggregate, and some hedge funds with broad
mandates, such as global macro, were also active players.

Most engaged in a levered spread play in illiquid assets. That is a fancy way
of saying:

*+ The hedge funds and investment banks bought assets that produced
income, in this case, tranches of various structured credit transactions.

+ They hedged some of the risks of those investments, and still had in-
come left over.

+ They borrowed a ton to improve returns or invested in instruments
that behaved as if the hedge fund had borrowed a great deal (small
changes in the performance of the underlying assets would produce
very large swings in the value of the chosen instrument).

+  Because the instruments used for these strategies didn’t trade much,
their prices were not volatile, which made them look less risky to in-
vestors than they were.

The traders were therefore making extremely leveraged bets using credit-
based assets. As we will see, this was tantamount to the riskiest sort of banking.
In fact, the net effect of the resecuritization using these bottom layers was
leverage on leverage. It has the effect of adding another layer of borrowing to an
investment that was already geared. Let us say you are an investor in a fund, and
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for every dollar you invest, the fund borrows four. That means your one dollar
of investment backs five dollars of assets. But if you borrowed half of the money
you put in, the effective leverage is even higher thanks to the fact that the sup-
posed equity was not real equity, but itself was partly borrowed. In reality, only
one dollar of risk capital supports ten dollars of investment. The use of these
bottom tranches, the ones that were equity-like even if they were not called “eq-
uity,” to create new deals that had their own equity and near equity slice, pro-
duced a similar result, but with much greater ultimate leverage.

The willingness in capital markets to hold large volumes of AAA-rated struc-
tured credit instruments, no matter how complex, was not the sole reason for the
so-called “infinite bid” for this product in the later stages of the lending boom.

In June 2005, the International Swaps and Derivatives Association (ISDA),
an industry association for over-the-counter derivatives dealers, created the pro-
tocol that allowed credit default swaps to be written on asset-backed instru-
ments, such as the subprime mortgage bond tranches that went into CDOs. In
2006, a company called Markit launched a credit default swaps index that ref-
erenced a basket of twenty subprime mortgage issues, with different prices for
each tranche. That provided another way to hedge, since dealers and investors
could buy and sell protection on particular tranches of the index.

Credit default swaps on asset backed securities suddenly created a whole
new range of possibilities. Yes, CDOs had often used insurance even before the
ISDA change, but it was provided by insurers with AAA ratings, like AIG and the
so-called monolines such as MBIA and Ambac. They stuck to providing credit
enhancement for the top tranches, often to provide a guarantee that reduced
capital requirements for large financial firms, as we discussed in chapter 7.

Now new players could also provide protection, enlarging the universe of
possible suppliers of credit and lowering the price of borrowing. Moreover, it
was now possible to buy guarantees on the risky tranches. The new credit default
swaps on lower-rated securities opened up exciting possibilities for hedge funds
and the proprietary trading desks of investment banks, hedge fund-like units
that speculated with the house’s money. Now they could go short mortgage bond
tranches, meaning they would profit if their prices fell. They could also use CDS
to construct trades that mimicked being short the rated tranches of an ABS
CDO, such as the super senior or the BBB layer.

Meanwhile, the appetite for CDOs was insatiable in 2005 and 2006. In those
years, demand was so overheated that Financial Times editor Gillian Tett noted,
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The big, dirty secret of the securitization world was that there was such a fre-
netic appetite for more and more subprime loans to package into CDOs that
the supply of mortgage loans had started lagging behind demand.*?

Using the new market in CDS on lower tranches, packagers (usually major
capital markets firms) found a way to cope with the dearth of supply of raw ma-
terial of CDOs. They created and sold so-called synthetic collateralized debt ob-
ligations in impressive volumes.

Synthetic CDOs used the premiums from guarantees on (technically, “ref-
erencing’) subprime mortgage bonds to provide cash flow to investors. Since a
lot of players wanted to hedge the risk of holding these bonds, there was no con-
straint on creating these deals. Synthetic asset-backed CDO issuance was in close
to a one-to-one ratio with cash CDOs, with CDOs backed by loans at $490 bil-
lion and those consisting solely of credit default swaps at $450 billion. Those
levels were both double the 2005 volumes.** Many of the CDOs issued were also
hybrids, containing both ordinary cash bonds (subprime bonds) and synthetic
bonds (from guarantees on subprime bonds).

But why were investors so keen, one might even say desperate, to buy such
complicated, opaque assets? We come back to our trading sardines. Market par-
ticipants convinced themselves that that had largely eliminated default risk and
could focus on mere pricing differentials between different types of instruments.
It didn’t matter what was in that $5 can, if you had a cheap hedge against the risk
that it was rotten.

And some hedge funds played a very direct role in teeing up new deals, and
as a result, greatly increased demand for loans. Put simply, in the later stages,
hedge funds and investment banks were not only big buyers, but also big creators
of trading sardines. And trading sardines is exactly what they were. Indeed, some
of the strategies made no sense unless the tins’ contents were certain to be bad.

In the early years of the explosive growth of collateralized debt obligations which
were manufactured heavily from residential mortgages, the end buyers of the
AAA tranches of CDOs were typically pension funds and insurance companies,
hungry for AAA paper that offered higher-than-normal yields. Even with strong
demand for the AAA tranches, the growth of the product had historically been
constrained by the need to find someone to take the nasty lower layers. While the
“mezz” or BBB slice was often finessed by rolling it into a new deal, investors in
the top tranches did want to see that someone was on the hook for the losses.
The CDO manager, who identified and vetted the instruments that went into the
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deal, was expected to take at least some of the equity tranche; hedge funds were
the usual suspects for the balance.**

But in late 2005, those patterns all started to change. Demand from his-
torical cash (i.e., “real money”) AAA buyers started to soften. CDOs looked to
become victims of their own success. As the product became more popular,
high demand led to higher prices, which meant lower yield, when higher in-
come than other AAA instruments had been their raison d’étre. And as the
structures became riskier and riskier, some traditional buyers started to cool on
the product.

But in its place, even stronger demand rose as the trading sardines market
took over. The major investment banks and European banks showed an un-
characteristic willingness to eat their own cooking, at least as far as the AAA
tranches were concerned, thanks to bogus accounting that allowed traders to be
paid bonuses on profits not yet earned.

The “negative basis trade” that we saw in chapter 7 was the grist for this
strategy. The simplest version of the negative basis trade occurred when the
packager of a deal (meaning the investment bank that would in the normal
course of events merely underwrite the deal) kept some of one of the AAA
tranches of a collateralized debt obligation and hedged it with a credit default
swap.® The treatment, for internal reporting and bonus purposes, was the
equivalent to accelerating the future earnings from the bond, less the cost of the
AAA insurance and funding costs.

We know how this movie ended. Many of those AAA-rated CDO tranches
are now toxic waste, and the AAA guarantors of this paper, like AIG and the so-
called monoline insurers, MBIA and Ambac, are no longer rated AAA. The
whole procedure was a sham. As the Bank for International Settlements blandly
noted, “Substantial losses were subsequently incurred.”*¢

But it gets better. So far the story is that there was insatiable demand for man-
ufactured high yield AAA instruments because a bunch of people got high on
their ability to game their firms’ bonus system. This behavior was increasingly
aided and abetted by hedge funds and proprietary trading desks at investment
banks that pursued credit-based strategies that, due to less frequent price fluc-
tuations, looked less risky than they really were. This sort of reckless abandon
is a sure sign the end of a cycle is nigh.

All of this additional trading had the rather nasty side effect of creating con-
siderable demand for the worst subprime paper, the higher yielding, meaning
the dreckier, the better.
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Hedge funds and banks following similar strategies would engage in what
they called “credit arbitrage” or a “correlation trade.” The name “correlation
trade” comes from the fact that the traders were looking for misvaluations of the
correlation risk implicit in the pricing of the various tranches. Whatever the
merits of this rather arcane idea, the strategy often wound up looking like a sim-
ple interest rate spread play.

As you went up the tranches of a CDO, the yield dropped. The equity
tranche would pay a higher coupon, at least until defaults started to hit, than the
next higher tranche, BBB, and so on. And the cost of buying protection was even
lower than the coupon on any tranche. That meant for any layer in the CDO par-
fait, you could buy it (“go long”), and use the income to buy CDS protection
against a higher-rated slice (“go short”).#” That way, you would be betting that
the higher-rated tranche would fall in price while still showing a profit on a cur-
rent basis—known in the industry as a “long-short trade.”

For instance, an investment bank could buy the BBB tranche, and buy CDS
protection in order to go short against the next higher slice in the same deal,
the single A layer.

Let’s see how this strategy plays out under different scenarios. Suppose
the economy hums along, housing prices keep rising and subprime borrow-
ers keep paying or refinancing their loans. As long as enough pay so that the
BBB slice of the CDO is undamaged, then you receive the full coupon on it,
while paying a bit less for your CDS on the next higher layer. So you make
money.

Suppose, on the other hand, that the housing market crashes and all of the
underlying mezzanine subprime bonds become worthless. Then you lose your
coupon on the BBB, but your CDS protection against the A tranche pays off.
You again make money.

The way you lose money with this strategy is if only the equity and BBB
tranches become damaged but the A and all higher tranches remain intact. Since
as we have discussed, all of the tranches in a mezz CDO referenced some of the
worst risk exposures from subprime mortgages, it seemed entirely reasonable
that the BBB and A tranches in the resulting CDO would be very unlikely to be-
have differently from each other.

This credit arbitrage strategy*® was therefore a good one for traders who
thought that subprime was going to end badly, but didn’t know when, and so
didn’t want to go broke shorting subprime in the meantime. The strategy also
produced increased appetite for the lower layers of CDOs, which naturally made
it considerably easier to create new CDOs.

Let’s consider what that means:
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+ This type of investing created demand for subprime and other dodgy
mortgages, like option ARMs (adjustable-rate mortgages). They were
now prized not because investors wanted to own them but simply
because their high yields made them great vehicles for trading strate-
gies or bonus boosting.

+ The demand for these risky mortgages was so great that not enough
could be created, hence the extensive use of synthetics. But all that
demand for the income from credit default swaps (which was equiv-
alent to providing insurance on the risk of default) lowered what it
cost to buy this protection. That via arbitrage lowered the interest
required of subprime borrowers even more. The derivatives and the
related trading strategies were making the product even cheaper. The
tail was wagging the dog.

Like other transactions involving illiquid assets, these transactions were
“marked to model.” The CDO tranches involved in these strategies were not
subject to the noise of daily market price moves. As mentioned earlier, that made
them more attractive to the fund of funds and fund consultant gatekeepers. Re-
member, lower variability of the monthly prices makes a fund look better to in-
vestors, since modern finance defines volatility as a type of risk. Illiquidity, which
should have been seen as a risk, was instead viewed favorably.*

Let’s consider an even more exciting variant. The really smart guys were the ones
who realized how deranged this all was, and used the bottom tranches to fund a
short subprime bet. They weren’t simply trying to match exposures in a crude
fashion, but were using the high payout of the lower tranches as a cheap way to
finance and considerably lower the cost of a wager against the subprime market.

Recall that the ability to issue CDOs depended on being able to place the
slices that took the first losses: the pesky mezz and equity tranches, often referred
to as nuclear waste. Since there was so much demand for the AAA tranches that
they were overpriced, it should follow that the lower tranches, particularly the
equity piece, were cheap and therefore attractive. But even so, the equity tranche
was exotic and normally only a limited number of buyers were receptive.

Since the equity tranche was the scarce part of the CDO equation, anyone
who funded it became the sponsor of a deal.”® An investment bank might round
up a CDO manager, which was often just a guy or two with a Bloomberg ter-
minal, to handle the assemblage of assets for the CDO and assist in marketing
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it.>! The investment bank would provide the warehouse funding until the CDO
was launched (for free, a sign of how lucrative they thought the business was)
and would structure and sell it. The hedgie at a minimum had veto rights over
the assets put in the CDO and could even say what bonds and loans it wanted
in the deal. We set forth how this process worked, plus the ultimate consequences
to the participants, in appendix II.

One hedge fund, Magnetar, went into the business of creating subprime
CDOs on an unheard-of scale. The fund is named for a neutron star with a pow-
erful magnetic field that emits gamma rays and other forms of toxic radiation.
Magnetar named the deals they sponsored after constellations (for instance,
Orion, Cetus, Sagittarius).>

What exactly did Magnetar do? They created a ton of product through their
Constellation program, although you would have to know the industry to get the
joke. Magnetar’s name appears nowhere on the offering documents, nor do they
have an official legal relationship to the deals.

Magnetar supplied the funds for the equity tranche of each deal they spon-
sored. They also went short many of the rated tranches in the same deals.”

Understand how this arrangement works. Magnetar owns the equity layer,
which throws out a lot of cash for perhaps a year or two and then starts to decay
quickly. They bet against the better slices, short the very same deals they created,
via the credit default swaps that were the dominant constituent of these
CDOs.** The difference between this strategy and the ones described above is
that the correlation trade-type investors were roughly matching their expo-
sures. Magnetar used the rich cash distribution of the equity layer to fund a
much bigger short bet against BBB rated subprime bond tranches than their
long equity position.

Remember, the equity layer suffers defaults first, and only when it is ex-
hausted do the mezz and higher layers start seeing cash flow shortfalls. That
means Magnetar’s strategy makes no sense if the equity layer performs well: in
that case Magnetar and other funds that went this route would have bought a
lot of insurance (via credit default swaps) for no good reason, and only earned
a meager positive spread or even have shown modest losses.> It looks even worse
if the equity layer defaults while the mezz and better rated tranches continue to
pay out. It only works if the deal is so bad that the equity, plus the higher layers, are
all toast.

Magnetar would not make its target returns on the equity tranche alone.
The deals had to fail for them to succeed. It was common for funds like Magne-
tar to let a trading desk know what parameters it wanted, and the traders would
in turn line up suitable investments with the CDO manager. Magnetar influ-
enced the transaction by mandating a certain equity return, which meant the
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CDO would have to hold the “spreadiest” (i.e., riskiest) crap. As the Wall Street
Journal put it, “Magnetar swooped in on securities that it believed could become
troubled but were paying big returns.”>® And Magnetar appears to have suc-
ceeded in achieving the highest profit result, namely, teeing up deals that went
bust. As an employee of a firm that packaged some of Magnetar’s deals explains:

At their peak, Magnetar was *THE* driver of RMBS [residential mortgage
backed security] CDO issuance. The size of their “Constellation” program was
the most amazing thing I've seen in my entire career. . . .

Magnetar’s idea was that CDOs were destined for long term failure—that
the leverage on leverage based on cr*p assets made the BBB tranches long-term
zeros. And, they realized that while most other hedge funds were content short-
ing the BBB tranches from subprime RMBS, shorting BBB tranches from
RMBS CDOs was a much more slam dunk of a trade. The commentary is
right . . . without someone willing to fund the equity of a CDO there was no
way to get one done. So, Magnetar made the logical leap . . . they’d fund the eq-
uity necessary to create the structures and then short a multiple of the bonds
their equity money had allowed to be created.

The gravy was that the equity was typically good for one or two VERY
HEFTY cashflow distributions—i.e., these structures went terrifically bad, but
it usually took a little while from a timing perspective for that to happen. So,
their carry cost of the shorts was offset by the one or two equity payments.
After that, their upfront costs were covered and they would own the 100 point
options for free.

Magnetar made A TON of money . . . I'd expect every bit as much as Paul-
son [a hedge fund manager who earned $15 billion shorting subprime mort-
gages in 2007].%7

If credit defaults swaps were regulated, this would be insurance fraud on a
massive scale. But since the industry has fought tooth and nail to keep CDS free
of any pesky restrictions, what Magnetar did was completely legal. Magnetar
was in fact doing what they were supposed to do, namely looking out only for
their investors.

Anyone involved in these transactions probably understood the implicit
logic, even if no one acknowledged it. But there is a remarkable absence of any-
one who could be pinned with liability. Magnetar officially had no legal rela-
tionship to these deals. The investment bank packager/structurer was off the
hook as long as he made reasonable disclosure (and remember, the standards
are much lower here than for instruments that fall in the SEC’s purview). The
rating agencies get off scot-free, thanks to their First Amendment exemption
(discussed in chapter 6).°® The lawyers involved in the deal are responsible only
to their clients, meaning the structurer/packager, and cannot be sued by un-
happy investors. The only party on whom liability could be pinned is the CDO
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manager, who does have a fiduciary responsibility to all investors, not just the
sponsor. But the fact that the party who in theory had the most to lose, Mag-
netar, approved their investments, would seem to exculpate the CDO manager.

Now let us look at what the Constellation program meant for the subprime
market as a whole. The Wall Street Journal reported its total program at $30 bil-
lion, but industry participants contend the amount was higher.”® A member of
one of the firms that packaged Magnetar’s deals remarks:

You cannot over-estimate all the places Magnetar touched. That Lehman was in-
volved doesn’t surprise me. If you told me of a major broker/dealer who had an
active CDO underwriting group that *DIDN’T* work with Magnetar . . . that
would surprise me. At their peak, they were the 8000 pound gorilla. Spreads on
BBB/BBB-subprime RMBS [residential mortgage backed securities] would
breathe out past where their arb made sense and they’d line up eight more deals.
Rinse and repeat. The credits didn’t matter nor really did the managers they con-
tracted. To them it was pure structured arb. When the math of spread vs. struc-
ture vs. offer for BBB CDO protection lined up, they would reload the trade.®

Industry sources believe that Magnetar drove the demand for at least 35%, per-
haps as much as 60%, of the subprime bonds issued in 2006. And Magnetar had im-
itators, including the proprietary trading desks at the major dealers; thus, their
strategy is arguably the most important influence on subprime bond issuance in
2006-2007.

But how does the math work? Remember, these deals are resecuritizations.
And notice how the dynamic has flipped. Before, CDOs had been created as a
way to make the lower-rated bits of structured credits more palatable to in-
vestors. But that logic was increasingly turned on its head. Suddenly, CDOs were
popular, and the mezz variety was in particularly hot demand. And Magnetar
was creating mezz CDOs.

But the BBB layer is a very small constituent of the original subprime bond
deal, only 3%. Let’s make some simple (and actually, conservative) assumptions.

What most commentators have missed, but the industry understood full
well, was the massive leverage involved. Even though Magnetar provided only
the equity layer, a mere 5%, perhaps even less, doing so made the “higher” 95%
of the CDO possible. We will use $30 billion for the size of their program. It ex-
tended from mid-2006 to mid-2007, but the bulk of the subprime mortgages ref-
erenced in the deals were probably 2006 vintage. This seems particularly likely
given that in 2007, investment banks that were long subprime inventory were
desperately unloading it into CDOs, and many of those bonds were 2006 issues.®!

So to make the calculation simple, we’ll assume 20% was comparatively be-
nign stuff and exclude it from this computation. That is consistent with Lazard
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Asset Management’s finding that by the second half of 2006, over 80% of the as-
sets of mezzanine CDOs were subprime, up from a mere 60% in the first half of
2005.52 We are assuming that 80% of the remaining assets in the CDO was syn-
thetic, which means only 20% of the subprime component was actual BBB
tranches of subprime bonds.

Further assume that 80% of the subprime component of these CDOs was
2006 vintage BBB subprime tranches. You get:

($30 billion x 80% x 80% x 20%) / 3% = $128 billion

Although this is just a back of the envelope calculation, $128 billion is 28%
of the total of $448 billion in subprime mortgage backed securities issued in
2006.% This calculation assumes that 20% of the BBB subprime tranches were
from 2007, so you have an additional $32 billion of subprime demand generated
that was excluded from the estimate of 2006 subprime mortgage demand.

We have ignored the fact that, of the 20% of supposed semi-decent non-
subprime stuff circulating in the second half of 2006, as much as half, or 10%
of the total, could be and often was lower rated tranches of mezz CDOs. In-
cluding that would intensify the impact of Magnetar’s deals. When you allow
for the concentrated effect of BBB CDOs in the remaining 20% non-subprime,
plus the fact that the program size was probably higher than the $30 billion re-
ported in the Wall Street Journal, it is entirely plausible that Magnetar deals ac-
count for 35% of 2006 subprime issuance, or more.

How can that possibly be? It was leverage, spectacular leverage. If you look
at the non-synthetic component, every dollar in mezz ABS CDO equity that
funded cash bonds created $533 dollars of subprime demand.**

Is it any wonder than anyone in the United States who had a pulse could get
a mortgage?

And we've only discussed the cash bond component. Remember, 80% of the
deals are assumed to be synthetics, meaning they consisted of credit default
swaps against (“referencing”) particular subprime bonds. The total synthetic
component in this example was $30 billion x 80% x 80%, or $19.2 billion no-
tional amount of credit default swaps on BBB tranches.

That may not sound as sexy until you work through the implications. This
$19.2 billion is in addition to existing subprime bond exposures. The resulting
losses never would have occurred without the use of credit default swaps. On top
of that, anything that happened with those BBB tranches was hugely geared.
The synthetic component created demand for subprime loans by a less direct
mechanism, by compressing credit spreads. That is a fancy way of saying they
lowered interest rates.
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Credit default swap spreads and cash bond spreads are linked via arbitrage.
If credit default swap spreads tighten, that is tantamount to having the price of
the credit default insurance drop. The protection writers (guarantors) receive
less, and the protection buyers pay less. When that happens, spreads on the re-
lated bonds drop, which lowers the cost of borrowing.

Now, price is supposed to be a function of supply and demand. We have
two parties, a protection buyer and a protection seller. At first blush, it is not
obvious why having a lot of new credit default swaps on subprime, thanks to the
synthetics in Magnetar’s deals, would compress spreads and hence lower sub-
prime borrowing costs.

The trick? The use of the CDO brought new protection sellers to the table.

Historically, the CDS protection writers on CDOs were AIG and the mono-
lines, who provided guarantees only on AAA tranches. The CDS protection buy-
ers were hedgers or shorts. Even though the new ISDA protocol had opened up
shorting on the lower-rated subprime and other mortgage bond tranches, that
market was not very deep.

Many players were interested in being short the lower rated subprime bond
tranches, but they were not willing to pay very much. They saw it as a danger-
ous wager to pay a lot to be short subprime debt. Even if these speculators felt
they were certain to be right in the long term, the cost of funding the bet could
erode the profits considerably if it took a while for the market to crumble. But
if there was a way to coax—or more accurately, hoodwink—more guarantors
into the market at favorable prices, that would not only increase market depth
at current pricing but could even squeeze spreads even tighter.

When a CDO consists largely or entirely of synthetic assets, the investors in
the CDO are effectively protection sellers, or guarantors. So if the investors
bought synthetic, or largely synthetic, CDOs instead of CDOs that contained
bonds, that was tantamount to additional supply on the protection seller side.
And we had new entrants, all of whom convinced themselves that they were not
at risk in acting as guarantors. The correlation traders who speculated with the
lower-rated tranches matched their exposures. The AAA investors, increasingly
investment banks and European banks, were either hedging their positions with
insurance companies, primarily the so-called monolines, or convincing them-
selves that the inventory piling up on their balance sheet was just a temporary
problem and would soon be sold. Their participation tightened credit default
swap spreads, and then, by arbitrage, subprime bond spreads as well, finally low-
ering rates for subprime borrowers.

Thus the much celebrated subprime shorts were one of the primary causes
of the financial crisis. Their use of credit default swaps greatly inflated the level
of subprime exposures, and the eventual losses, well above what they would have
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been otherwise. And the parties on the other side of this trade were in large
measure the capital markets players, such as investment banks and European
banks, who held AAA CDO inventory, and insurers of various sorts. These in-
stitutions were all highly levered and therefore fragile. All suffered or will suffer
terminal losses; the survivors owe their existence to massive taxpayer bailouts,
central bank subsidies, and regulatory forbearance.

Now it is impossible to know the exact impact of increased CDO creation
due to subprime shorts, but there is every reason to think it was consider-
able. Incremental demand in an overheated market will have a dispropor-
tionate impact, and the housing market was already looking frothy in 2005,
as commemorated by a June 2005 article in The Economist.®> Mortgage in-
dustry graybeard Lew Ranieri, who effectively created the mortgage-backed
securities industry at Salomon Brothers in the 1980s, dates the toxic phase of
subprimes to roughly the third quarter of 2005 through early 2007, and
points to a sudden shift in demand and attitude toward the riskiest assets.®
That coincides almost exactly with when ISDA made credit default swaps on
asset-backed securities and exposures like CDO tranches possible, in June
2005, after allowing for the lag required for the new hunger to result in more
mortgage creation.

And while we have focused on CDOs and subprime, the salient character-
istic of the runup to the credit crisis was the spectacular underpricing of risk.
Very risky bonds and loans showed abnormally low interest rates. The ABS
CDOs weren’t the only place heavily synthetic structures were in use.

Commentators who have looked at the role of structured credit have con-
cluded, contrary to popular perception, that it was the credit mania that drove
asset bubbles in housing, commercial real estate, and corporate takeovers. As
former Goldman Sachs managing director Nomi Prins wrote:

Wall Street pushed lenders. Lenders pushed borrowers. That’s how it worked.
Don’t let anyone tell you otherwise. If you can borrow at 1 percent and lend it
outat 6 or 8 or 13 percent, you can make money. Even the squirrels in my back-
yard can make money at that play.*’

In early 2007, the ABX started flashing warnings. These subprime indexes
started falling, along with other instruments and companies exposed to sub-
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prime. But the rest of the credit market remained unimpaired, at least for the
moment.

That changed in August 2007, the first acute phase of the credit crisis.
Spreads in the interbank markets, the bulwark of banking liquidity, jumped (ris-
ing spreads mean higher risk perception; lenders demand more interest). Asset-
backed instruments having nothing to do with subprime, like commercial paper
(short-term debt, typically 90 to 180 days) backed by credit card receivables,
saw buyers evaporate.

Remember our discussion of bank conduits earlier in this chapter. The riski-
est type, the structured investment vehicles or SIVs, often contained subprime
debt, along with other sorts of loans. Suddenly no one wanted to have anything
to do with vehicles tainted with subprime exposures. But these conduits were
mini-banks, dependent on short-term funding, so investor distaste meant they
could no longer replace maturing IOUs (in this case, commercial paper) with
new borrowings.

If these off-balance-sheet vehicles had lived up to their name, the unravel-
ing might have played out differently. One would have expected these entities to
have liquidated or negotiated with investors on a case-by-case basis.®® But in-
vestors in SIV paper demanded that their bank sponsors stand behind them.
And that put a big question mark over Citigroup, which had been very active in
SIVs. Suddenly, no one was certain where the daisy chain of exposures led. The
subprime crisis had morphed into a classic bank panic.

The next run occurred in the new nonbank credit market, repos. If SIVs
liquidated (and some did), then a lot of asset-backed paper might be dumped
on the market, producing fire-sale prices.

Before the crisis, repo haircuts had been near zero. Figure 9.3 shows what
happened to the repo haircut on an index composed of nine types of bonds,
primarily structured debt:*

Another tabulation, in Figure 9.4, shows that the haircuts on AAA tranches
of asset-backed CDOs, which in April 2007 had been a mere 2% to 4%, sky-
rocketed to 95% by August 2008, before the Lehman crisis. That effectively
means no one would lend against this paper.

What happened? Assume you are a bank or a big broker-dealer. Half of your
funding comes from repos, or out of a $100 balance sheet, $50. If you are a tra-
ditional bank, you might have $10 of equity. But in this modern world of fancy
finance, you are likely to have a balance sheet more like that of a broker-dealer,
with less equity, say $3 or $4.

If your repo haircut on that $50 rises by 20%, you are suddenly $10 short.
Your friendly pawnbroker will now only lend $40 against collateral that recently
provided you with $50. To get that missing $10, you either need to increase the
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Figure 9.4
Typical haircut or initial margin
In percent
April 2007 August 2008
US Treasuries 0.25 3
Investment grade bonds 0-3 8-12
High-yield bonds 10-15 25-40
Investment grade corporate CDS 1 5
Senior leveraged loans 10-12 15-20
Mezzanine leveraged loans 18-25 35+
ABS CDOS
AAA 2-4 95!
AA 4-7 95!
A 8-15 95!
BBB 10-20 95!
Equity 50 100!
AAACLO 4 10-20
Prime MBS 2—-4 10-20
ABS 3-5 50-60

ABS = asset-backed security; CDO = collateralized debt obligation; CDS = credit default swap;
CLO = collateralized loan obligation; MBS = mortgage-backed security; RMBS = residential
mortgaged-backed security. Theoretical haircuts as CDOs are no longer accepted as collateral.

Source: IMF
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right hand side of the balance sheet by selling common stock to raise new funds,
or shrink the left side by liquidating assets. Investors, even the rich Middle East-
ern sorts, were cool on making investments in financial firms as of late 2007, so
the only course of action was asset sales. But the larger haircut suggested the
value of assets was already in doubt, and selling them (or others) would push
prices down even more. The impaired value of collateral would not only be val-
idated, it would get worse. And you as bank or broker-dealer are now insolvent,
which is finance-speak for bankrupt.”

When large numbers of repo borrowers suddenly had their access to the
repo ATM restricted, and they still needed the dough, their only option was to
sell something to make up the shortfall, which in this case could be just about
anything. That scramble for cash transmitted stress from the structured credit
market, where the increase in repo haircuts was large, to all sorts of unexpected
places. One widely observed phenomenon during the month after the Lehman
bankruptcy was sudden downdrafts in markets that should not have been af-
fected much by the upheaval, like gold. It was obviously a large sale by someone
under stress, presumably a hedge fund.

Remarkably, the authorities only partially understood what was happen-
ing. The Fed made a series of cuts to its benchmark borrowing rate, the Federal
funds rate, and also to its discount rate (effectively, an emergency lending facil-
ity). The Fed thus saw this as a liquidity crisis, believing that the panic was an
overreaction and the underlying assets were still good quality. If the Fed made
it cheap to borrow, so the logic went, banks could fill that $10 hole until cooler
heads prevailed.

But this was not a liquidity crisis, it was a solvency crisis. It wasn’t that
lenders to banks and various holders of fancy financial paper were now irra-
tionally panicked; they understood that they had been irrational, profligate
lenders. They knew this was going to end badly; the open questions were who
was most exposed and how badly. And the problem was bigger than the bank-
ing system that the Fed and central bankers could readily reach.

Increasingly desperate measures confirmed that this meltdown was no mere
liquidity crisis. The Fed and Treasury increasingly launched an alphabet soup of
facilities that, after the initial Term Auction Facility, were aimed not at banks, but
at trying to prop up the impaired nonbank players and particular markets under
stress: commercial paper, asset-backed securities of all sorts, even the better
grades of the now-toxic dreck that the hedge funds so eagerly bought (as long
as a bank, not a hedge fund, was the owner).

Late in the game, in 2009, the Fed made an effort to intervene in the repo
market, realizing only then that it was not only a major factor in the crisis but
also rife with conflicts of interest.”! For convenience, lenders and borrowers do
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not deal with each other directly but go through a clearing bank that among
other things values the collateral and advances funds while transactions are
being booked.” The biggest of the clearing banks are J.P. Morgan and Bank of
New York. It is the clearing banks that decide what haircuts to apply, and that
means a clearing bank can damage a rival when it is wobbly.

And that may have happened with Lehman. The bank’s largest creditors
sued its clearing bank, J.P. Morgan, alleging it struck the fatal blow to the ailing
investment bank by withholding $17 billion of cash and securities the Friday
before it collapsed.”

The Fed’s plan to address the problem by creating a central utility appears
designed to deal with that problem. But it also has a second effect: it makes it
much easier for the Fed to backstop the repo market, and that is likely the real
goal of this plan.

Now let’s take this one step further: where did the lending boom come from, ex-
actly? As you may recall from the last chapter, the Fed and Treasury would have
us believe that the “savings glut,” a.k.a., the Chinese, was the culprit. And the Chi-
nese, along with other central banks in trade surplus countries, did play a role in
this drama, through their continued appetite for AAA securities, along with oth-
ers predisposed toward AAA paper (recall that starting in 2001, foreign central
banks became the major actors in buying U.S. Treasury and agency paper).

The average global savings rate over the last 24 years has been 23%. It rose
in 2004 to 24.9%. and fell to 23% the following year.”* It seems a bit of a stretch
to call a one-year blip a “global savings glut,” but that view has a following. Sim-
ilarly, if you look at the level of global savings and try deduce from it the level
of worldwide securities issuance in 2006, the two are difficult to reconcile, again
suggesting that the explanation does not lie in the level of savings per se, but in
changes within securities markets.”®

At the same time, other data do lend support to the notion that the
shadow banking system was the main culprit in the meltdown. Bank lending
has contracted far less than its murky twin. Although global corporate lending
did fall from its peak of $2 trillion in 2007 to $1.5 trillion in 2008, that level was
on par with 2006. Between the second and third quarter of 2008, U.S. bank credit
increased 1%, and between the third and fourth quarter, banking industry con-
sultants Oliver Wyman estimated that it contracted by 0.5%.7°

By contrast, while $1.8 trillion of asset-backed bonds were issued in 2006,
only $200 billion were floated in 2008, and issuance through mid-2009 was “min-
imal.””” Similarly, Credit Suisse pegs the contraction in “shadow money” in private
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debt securities since 2007 at $3.6 trillion, or 38%, due primarily to the substantial
increase in repo haircuts, plus a dearth of new issues and a fall in prices.”

It is easy to be overwhelmed by the vast panorama of financial instruments and
strategies that have grown up (and blown up), in recent years. But the com-
plexity of these transactions and securities is all part of a relentless trend: to-
ward greater and greater leverage, and greater opacity.

The dirty secret of the credit crisis is that the relentless pursuit of “innova-
tion” meant there was virtually no equity, no cushion for losses anywhere behind
the massive creation of risky debt. Arcane, illiquid securities were rated super-
duper AAA and, with their true risks misunderstood and masked, required only
minuscule reserves. Their illiquidity and complexity also meant their account-
ing value could be finessed. The same instruments, their intricacies overlooked,
would soon become raw material for more leverage as they became accepted as
collateral for further borrowing, whether via commercial paper or repos.

But even then, the bankers still needed real assets, real borrowers. Invest-
ment bankers screamed at mortgage lenders to find them more product, and
still, it was not enough.

But credit default swaps solved this problem. Once a CDS on low-grade
subprime was sufficiently liquid, synthetic borrowers could stand in the place of
subprime borrowers, paying when the borrowers paid and winning a reward
when real borrowers could pay no longer. The buyers of CDS were synthetic
borrowers that made synthetic CDOs possible. With CDS, supply was no longer
bound by earthly constraints on the number of subprime borrowers, but could
ascend skyward, as long as there were short sellers willing to be synthetic bor-
rowers and insurers who, tempted by fees, would volunteer to be synthetic
lenders, standing atop their own edifice of risks, oblivious to its precariousness.

Institution after institution was bled dry. Yet economists and central bankers
applauded the wondrous innovations, seeing increased liquidity and more effi-
cient loan intermedation, ignoring the unhealthy condition of the industry.

The firms that had been silently drained of capital and tied together in shad-
owy counterparty links teetered, fell, and looked certain to perish. There was
one last capital reserve to tap, U.S. taxpayers, to revive the financial system and
make the innovators whole. Widespread anger turned into sullen resignation as
the public realized its opposition to the looting was futile.

The authorities now claim they will find ways to solve the problems of opac-
ity, leverage, and moral hazard.
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But opacity, leverage, and moral hazard are not accidental byproducts of
otherwise salutary innovations; they are the direct intent of the innovations. No
one was at the major capital markets firms was celebrated for creating markets
to connect borrowers and savers transparently and with low risk. After all, effi-
cient markets produce minimal profits. They were instead rewarded for making
sure no one, the regulators, the press, the community at large, could see and un-
derstand what they were doing.

Magnetar and its imitators made unbelievable profits by finding a nexus of
spectacular leverage, eager demand, and camouflaged risks. Whether you like
the results or not, their novel use of an arcane instrument was exceptionally
clever. If the world had been spared their cunning, the insanity of 2006—-2007
would have been less extreme and the unwinding milder. But the hedge funds
were not the only ones who fed this strategy; the other institutions who carried
out the same correlation trade strategy and European bank staff padding their
pockets with negative basis trades are just as culpable.

Viewing the underlying problem as one of bubbles misses the true dynamic.
When borrowed funds pump up asset values, the unwind damages financial in-
termediaries, and that has far more serious repercussions than the loss of paper
wealth alone. Leverage offers a strategic point at which regulators can intervene.
Regulators can tackle debt levels surgically by barring certain types of instru-
ments and practices. But this effort can take place only if authorities do not cede
control of the financial system to the inmates. Unfortunately, to a large degree,
that has already happened.



CHAPTER 10

PLUS GA CHANGE,
PLUS C’EST LA
MEME CHOSE

Blaming individuals is no substitute for acknowledging the failure of a system.

—Mervyn King, Governor of the Bank of England

n early February 2009, newly installed Treasury Secretary Timothy Geith-

ner set forth his plan, if you could call it that, for dealing with the financial
crisis. The initial release was widely derided for its sketchiness.! But even that
preliminary version clearly showed that the incoming Obama team was every bit
as much of a hostage to the financial industry as the Bush administration had
been. In hindsight, this should have been no surprise, given the large contribu-
tions Wall Street made to the Obama campaign,” the close connections that Gei-
thner and head of the National Economic Council Larry Summers have to major
financial players, and their role in designing policies that played a direct role in
the crisis.

One of Geithner’s four initiatives was “stress tests” to assess the risks that
banks carried on their books. Those deemed to need more capital would receive
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funds on an interim basis until they could raise money privately.> What was no-
table about this choice was the refusal to have bank bondholders (who had cho-
sen to provide these firms with risk capital) take losses via restructurings (say,
forced conversions of their debt into equity), which would have made many of
the floundering big players sound. Instead, the most straightforward (albeit
painful and tricky to implement?) solution was dismissed in favor of making
the taxpayer the bagholder for financial service industry excesses.

Putting banks into receivership, and reprivatizing them down the road, is
actually a well-established practice, but the FDIC can usually find takers for their
assets and deposits on a short timetable, so these interventions do not raise com-
plex procedural or political issues. Even though history shows this approach is
the fastest path out of a financial crisis, it was clearly off the table as far as large
financial players were concerned.® Instead, another of the four measures, the so-
called public private investment partnerships (PPIP), billed as a way to remove
toxic assets from bank balance sheets, was clearly a back-door subsidy.®

Another move taken during this period was the relaxation of “fair value”
accounting rules. That gave the banks considerable latitude in valuing suppos-
edly illiquid securities, in effect enabling them to not mark them down.” The
big problem here was the bogus “illiquidity” claim, oft repeated in the media as
gospel. It wasn’t that the vast majority of the toxic assets weren’t trading; in-
vestors like hedge fund manager John Paulson said there was “plenty of liquid-
ity,” even in “opaque areas.”® The real impediment was that banks were carrying
these positions at prices well above the bid in the marketplace. Claiming “illig-
uidity” was a pretext for banks to maintain fictitious valuations and thus avoid
recognizing losses.

The effect of this change was that it represented a form of what is called
regulatory forbearance, which is a fancy way of saying the regulators give waivers
for known problems on the assumption that now is not the time to impose
tough requirements. Holding the banks to their normal capital requirements,
which the now-phony accounting finessed, allowed them to pretend they were
in better shape than they really were, and thus raise less equity.

But this sort of move was the polar opposite of what history had shown to
be the best approach. An IMF study of 124 banking crises concluded:

Existing empirical research has shown that providing assistance to banks and
their borrowers can be counterproductive, resulting in increased losses to
banks, which often abuse forbearance to take unproductive risks at govern-
ment expense. The typical result of forbearance is a deeper hole in the net
worth of banks, crippling tax burdens to finance bank bailouts, and even more
severe credit supply contraction and economic decline than would have oc-
curred in the absence of forbearance.’
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As the stress tests moved forward, it quickly became clear that they were an
exercise in form over substance. Ben Bernanke had remarked that the fall in
bank stock prices was “detached from real US economic fundamentals.”!° No
one had a problem with a “detachment” from sanity when lenders were on a
risk bender, charging way too little for the possible downside, with the result
that asset prices, ranging from houses to commercial property to corporate
takeovers (which helped boost equity markets) were inflated as a result. Recall
that in the late 1990s Greenspan had gone from worrying about “irrational ex-
uberance” to becoming a stock market tout.

The new theory of irrational despondence had the convenient effect of
denying that problems were real and deep-seated and instead shifted the blame
away from the authorities onto pesky, foolish investors. Hmm, what happened
to the idea that markets ever and always knew best?

In fact, it was obvious that the aim of policy was to restore status quo ante
rather than clean up the rotting foundations of the financial system. A Treasury
announcement stated that the vast majority of banks had enough capital to be
“considered well capitalized, the uncertain economic environment has eroded
confidence in the amount and quality of capital held by some.”!! This confirmed
that the official view was that the problem was merely one of perception, and
that even the supposed problem children were fine. In other words, the results
were determined before the stress test exercise was even underway.

It should come as no surprise that the exams were roundly and deservedly
derided by anyone who knew much of anything about banks and was not in on
the con job. Bill Black, a former senior bank regulator, put it bluntly: “There are
no real stress tests going on.”!? The “adverse” scenario that determined how
much dough the banks might need if things turned out badly was far from dire
enough. Mainstream economists increasingly came to the view that the down-
side case looked like a middle-of-the-road forecast.!® The process also made in-
sufficient allowance for the just-starting avalanche in commercial real estate.'*

Not only was there not enough stress in these “stress tests,” they were not
much of a test either. The normal practice in a regulatory exam is for the super-
visor to sample loan files. The authorities made no review of these documents.
In the past, it has taken well over a hundred examiners months to go over a sin-
gle loan portfolio of a large bank. But here, roughly 200 examiners were allotted
to 19 banks, a mere ten examiners on average across a broad range of businesses.'
Moreover, the authorities punted on evaluating the exposures most likely to cause
havoc if the economy weakened further, meaning the trading books of the big
capital markets players, Citigroup, Bank of America (the reluctant new owner of
Merrill), J.P. Morgan, Morgan Stanley, and Goldman.!® They were simply asked
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to run scenarios using their own risk models, the same ones that had performed
so dismally and were the very reason they were in this fix!

It is rarely a good sign when comics provide more pithy and insightful com-
mentary than the pundits. The American comedy show Saturday Night Live gave
the best synopsis. Its Timothy Geithner poseur made a mock address to the nation:

Earlier this week, I reported to you the results of the so-called stress tests my
department ran on the nation’s 19 largest banks. This was an effort to deter-
mine each bank’s fiscal soundness. . . . Tonight, I would like to reveal to you, the
American people, the results to part 2 of the stress tests, the written exam taken
by all 19 banks’ CEOs. . . . Initially, my department had planned to give each
bank a numerical grade of one to 100, 100 being a perfect score. But then we
decided that might unfairly stigmatize banks who scored low on the test be-
cause they followed reckless lending practices or were otherwise not good at
banking. So we changed to a simple pass/fail system.

However, on reflection, a few of us felt that system was too rigid, so we
changed it once again, to pass/pass*. This seemed less judgmental and more in-
clusive. Eventually, at the banks’ suggestion, we dropped the asterisk and went
with a pass/pass system. Tonight, I am proud to say that after the written tests
were examined, every one of the 19 banks scored a “pass.” Congratulations,
banks!!”

The process was a sham, and as the tests proceeded, the news leaks made it
painfully obvious.!® First, the bank negotiated down the amount of additional
equity they needed to raise. Citigroup’s shortfall was lowered from $35 billion
to $5 billion, Bank of America’s from over $50 billion to $33.9 billion, and Wells
Fargo’s from $17.9 to $13.9 billion. The reductions at other banks were lower on
an absolute basis but larger in percentage terms.'” Shortly thereafter, the Finan-
cial Times reported another major concession. Originally, the capital shortfall
was to be met by private fundraising in the next six months, a time frame es-
tablished at the outset; otherwise the Treasury would satisfy the shortfall (with
strings attached). But the banks were told privately they didn’t have to comply,
it would be fine if they came up with less money.?°

The dishonesty is stunning. In his initial remarks about the financial rescue
operation to the Senate Banking Committee, Geithner stressed the need for an
open process:

It all begins with transparency. We propose to establish a new framework of
oversight and governance of all aspects of our Financial Stability Plan. The
American people will be able to see where their tax dollars are going and the
return on their government’s investment. They will be able to see whether the
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conditions placed on banks and institutions are being met and enforced. They
will be able to see whether boards of directors are being responsible with tax-
payer dollars and how they’re compensating their executives. And they will be
able to see how these actions are impacting the overall flow of lending and the
cost of borrowing.?!

In reality, the official pronouncements about the stress test results and
process weren’t honest and complete. The real deal, as the waiver on fundrais-
ing reveals, was an unwritten understanding between the Treasury and the
banks, versus the phony version presented to the public. If the public couldn’t
even rely upon the headline number in the tests (the amount of money they
were supposed to raise), was there any other aspect they could trust? How many
other winks and nods were there between the Treasury and banks that weren’t
leaked to the press?

In fact, obfuscation, distortion, and Orwellian double-speak have been the
hallmark of the Obama administration’s response to the financial crisis. Bush
and his Treasury Secretary Henry Paulson tried to kick the can of the escalating
crisis down the road to the incoming team, but conditions decayed too quickly
for that to remain a viable strategy. They quickly embarked on a series of ad
hoc, frequently inconsistent emergency measures, culminating in the heinous
$700 billion Troubled Asset Relief Program (TARP), which gave the Treasury
secretary more spending power than the annual budget for the Pentagon and ex-
plicitly put him beyond the reach of law.

Team Obama did that one better by putting up a more polished facade and
the semblance of more order, while continuing large-scale handouts to the bank-
ing industry, with transparency and accountability notably absent. For instance,
Geithner promised that taxpayers “will be able to see how these actions are im-
pacting the overall flow of lending and the cost of borrowing.” Yet five months
later, the special inspector general for the TARP program, Neil Barofsky, re-
ported on a survey his office conducted on how the moneys received under the
program were used and called on the Treasury Department to gather more in-
formation.?? Rather than getting a “Yeah, we’re working on that,” the request to
the Treasury instead elicited a “We don’t think that’s worth doing” response, a
direct contradiction of the commitment made to Congress.*

Moreover, the Treasury has used the FDIC and Federal Reserve as off-bal-
ance-sheet funding vehicles, circumventing the Constitutional requirement for
Congressional approval of disbursements, in this case, for further funding for
bank backstops. For instance, Congress authorized an increase in the FDIC’s
borrowing limit from $30 billion to $500 billion to provide enough wherewithal
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to contend with a large bank failure. However, the Obama administration was
deemed likely to deploy the added firepower to an improper, indeed, possibly il-
legal, use: to support one of the two Public-Private Investment Partnership pro-
grams.?* Similarly, of the $134 billion actually provided to AIG (of $180 billion
on offer), $92.5 billion came from the Fed, $43.5 billion in the form of borrow-
ings on a line of credit, and $49 billion via Fed purchases of AIG toxic assets
that were then placed in . . . special purpose vehicles! The Fed, a latecomer to the
shadow banking party, had proven to be a quick study.

Willem Buiter, a former member of the Bank of England’s Monetary Policy
Committee and advisor to central banks, took a dim view of these proceedings:

The financial shenanigans used by the Fed (in cahoots with the US Treasury)
to limit accountability for these capital losses [on the Bear and AIG bailouts]
are quite unacceptable in a democratic society. Clearly, the US authorities are
using the financial engineering tricks and legal constructions whose abuse by
the private financial sector led to our current predicament, to engage in Con-
gressional- and tax payer accountability avoidance/evasion. To watch the reg-
ulators engage in regulatory arbitrage is astonishing.?

The regulators had gone far beyond the well-established tendency of min-
ders to become too sympathetic to the wants and needs of their charges, a reverse
Stockholm syndrome called regulatory capture. As mentioned earlier, Buiter
deemed the financial industry version cognitive regulatory capture, in which the
authorities were so deeply indoctrinated that they had come to see the world
through the eyes of the large financial players. Buiter had had the nerve to tell
that to the members of the Fed at its Jackson Hole conference in August 2008,
less than a year before the stress test charade unfolded: “The Fed listens to Wall
Street and believes what it hears. . . . This . . . partial and often highly distorted
perception of reality is unhealthy and dangerous.”?® Needless to say, his com-
ments were not well received.?”

But by 2009, the alignment of the interests of the supposed supervisors and
their subjects had become even more complete. The continued life support op-
eration for the financial services industry managed to finesse a far more funda-
mental issue: as of early 2009, the government support to the banking industry
was so extensive that from an economic standpoint, it owned most of the top play-
ers.?8 Remember, the large capital markets firms were effectively bust as of Oc-
tober—November 2008. But for taxpayer munificence, they would all be dead.

The front-door equity infusions via the TARP were only the tip of the ice-
berg. The total funds committed to various rescue operations exceeded $8.5 tril-
lion by the end of 2008, and the commitments only kept growing.?® The Treasury
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and Fed had also done a massive backdoor rescue through AIG, by bizarrely
paying out in full on credit default swap contracts being unwound in late 2008
and honoring the commitments of its securities lending operation.*® AIG was
de facto bankrupt; the standard procedure in bankruptcy is to pay creditors only
to the extent that the assets in the business permit it.*! In AIG’s case, that would
certainly have meant only a partial payment. Handling these agreements as if
AIG were healthy was thus another hidden subsidy. The government instead
should have reduced the payout to reflect the true current value of the positions.
If the powers that be felt it necessary to provide more funds to prevent damage
to the financial firms on the other side of these deals, it should have received
equity as compensation for any additional amount.

Instead, the no-questions-asked AIG unwinds continued in January and
February of 2009. One market-maker on the receiving end said, “We have never
done as big or as profitable trades—ever.”*> New money, some of it clearly an
overpayment, effectively went from the Fed and Treasury to firms like Goldman
($12.9 billion), Société Générale ($11.9 billion), and Deutsche Bank ($11.8 bil-
lion) with no strings attached.*

Similarly, in March 2009, the Fed announced it would increase the size of
its balance sheet by as much as a bit over trillion dollars through new or in-
creased purchases of mortgage bonds, Agency bonds (meaning Fannie, Fred-
die, and Ginnie), and long-dated Treasuries. These purchases would raise prices
of the bonds, thus lowering interest rates, a boon to the banks and borrowers.*
In July 2009, the Special Inspector General for the TARP released a report cata-
loguing the support extended:*

Figure 10.1

INCREMENTAL FINANCIAL SYSTEM SUPPORT, BY FEDERAL AGENCY
SINCE 2007 ($ TRILLIONS)

Maximum Total Potential
Current Balance as of Support
Balance 6/30/2009 Related to Crisis
Federal Reserve $1.4 $3.1 $6.8
FDIC 0.3 0.3 2.3
Treasury — TARP (including
Federal Reserve, FDIC 0.6 0.6 3.0
components)
Treasury — Non-TARP 0.3 0.3 4.4
Other: FHFA, NCUA, GNMA, FHA, VA 0.3 0.3 7.2
Total $3.0 $4.7 $23.7

Source: Office of the Special Inspector General of the Troubled Assets Relief Program.
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Commentators focused on, then dismissed, the $23.7 trillion total, since the
amount actually deployed, via loans, equity infusions, and guarantees, was con-
siderably less (and some have used other approaches to compute the amount on
offer and have come up with lower figures. One September 2009 tally, for in-
stance, comes to a $11.6 trillion result®®).

But that argument misses the true significance of the $23.7 trillion figure.
That was the amount that could have been deployed in this crisis. Even if the au-
thority for some of these facilities is expiring, it would take little effort to revive
them. A massive safety net has been created for the financial services industry.
And the amount currently in use, $3 trillion, is hardly small change. Moreover,
of that amount, only $477 billion, or 16% of the funds deployed, went to pro-
grams arguably targeting individuals, a stark reminder of whose interests are
really being served by these rescues.’”

Despite the de facto ownership and extensive welfare program, the United
States treated the financiers with kid gloves. By contrast, countries like Norway,
Finland, and Sweden, whose responses to their early 1990s banking crises are
widely touted as models, cut their underwater banks no slack. All three countries
sacked the management and boards of failed institutions and installed replace-
ments. They did not micromanage, but instead set strict targets for restructur-
ing the balance sheets, cutting costs, and improving risk controls. They also took
steps to improve supervision and regulation.®® Similarly, General Motors and
Chrysler were both required to produce extensive plans describing how they
would mend their ways, and the CEO of GM was ousted. By contrast, the fi-
nancial services industry, which has received vastly greater subsidies, has had
virtually no demands made of it.

Instead, we have institutionalized a dangerous arrangement, that of social-
ized losses and privatized gains, a “heads I win, tails you lose” setup, a looter’s
wet dream. This welfare for the financier class is far more pernicious than the or-
dinary sort of dole. There all you have at risk is the money you hand out through
formal programs. You know what the maximum damage might be. But here,
the unrepentant banksters can carry on as before, take outsized risks, and pay
themselves richly until they blow themselves up again. There is no mechanism
to claw back their inappropriately won gains, probably the best method, save
criminal sanctions, to discourage them from going back to their destructive
practices (more accurately destructive to everyone else but them).*

We've hit the point where handouts are going to financiers without pro-
viding any benefit to the supposed objects of the exercise, namely, bank balance
sheets. When the PPIP program to offload toxic loans finally did its first trans-
action, in September 2009, the results appear to be the worst of all possible
worlds: the Obama administration pressing forward with an initiative rife with
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internal contradictions in order to preserve the illusion that the government
was tacking the banking mess. Not only are subsidies even worse than the skep-
tics had predicted, they are not even going to banks, the supposed object of this
exercise.

The PPIP was designed to give investors incentives to buy dud assets from
banks, with the clear hope that the prices realized would be well above market
levels, hence reducing the losses banks already had on their books but had not
realized. But the first transaction was done not with a viable bank, but with one
that failed months ago and was in the hands of the FDIC!*’ As economics com-
mentator James Kwak explains:

The only possible justification for these subsidies is that they are necessary to
restore health to the banking system, by taking toxic assets off the balance
sheets of banks. But these toxic assets are already the property of the U.S. gov-
ernment. This means that the government owns 100% of the upside and 100%
of the downside on those assets.

Or at least it did until last week. Then it gave half the upside to an invest-
ment fund—"Residential Credit Solutions of Fort Worth, a three-year-old
company founded by Dennis Stowe, a veteran of the subprime mortgage in-
dustry”—and kept all of the downside to itself. What could they possibly have
been thinking?*!

The financial firms on the government tab continued, indeed even increased
their risk taking when the successful Nordic model would dictate cutting it con-
siderably. For instance, Goldman’s financial statements show that it increased its
wagers while on life support. The firm’s Value at Risk (VaR) rose on both a gross
and net basis*? in the first and second quarters of 2009 compared with the same
periods in each of the preceding two years. The increase was so large that even
given the doubts about VaR, the change almost certainly meant greater risk tak-
ing.** Net VaR, probably the more important measure, was 33% higher in the
second quarter 2009 versus the same period in 2008.%* In fact, more risk taking
is precisely what you'd expect with a de facto government guarantee.

Similarly, Wells Fargo lowered its rate of reserving for loan losses in the first
quarter of 2009, when other banks were increasing their reserves. Loan loss re-
serves are a haircut taken in anticipation of future losses; a bank which is under-
reserved will show higher earnings now and take bigger lumps later. Another
surprise was that Wells and Wachovia separately had charged off bad loans to-
taling $6.1 billion in the fourth quarter of 2008 (in layperson-speak, a charge-
off is when a bank deems a loan to be beyond redemption). By all accounts, the
first quarter of 2009 was even worse, yet the next quarter, when Wells owned
Wachovia, the merged bank took only $3.3 billion of charge-offs.*>
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An extreme example of banks carrying on recklessly is Citigroup and its
Phibro commodities trading unit. Let’s start with the obvious: commodities
trading is not a financial activity that the government should be backstopping.
There are already active commodities exchanges that serve the useful social func-
tion of helping producers and manufacturers hedge against price changes. The
Phibro unit is not an important or even an ancillary part of the crucial credit in-
frastructure that the authorities rushed to save. And Citigroup is already heav-
ily dependent on government support, with the Treasury soon to be a 34%
owner.*

But it gets even better. The Phibro operation, headed by Andrew Hall, is a
proprietary trading business, which means it was gambling with your and my
money. And Hall had a deal that would make most hedge fund managers green
with envy. The typical hedge fund pays its own overhead, has to deal with pesky
investors and fund consultants, and, for its trouble, gets a 2% annual fee and
20% of the profits. Hall and his buddies had Citi fronting their infrastructure
costs, and they keep “below 30%” of the profits.*” While the exact amount has
not yet come to light, it seems likely that “below 30%” is well north of 20%. But
even that does not recap the full extent of the bennies he enjoyed through the
bank. For any levered trading operation, the cost of funding (i.e., how much
and how cheaply you can borrow) affects profit. Hall’s cost of funding through
Citi is lower than if he decamped, started a hedge fund, and had to finance him-
self, an additional subsidy to his venture.

Hall made over $100 million personally in 2008 and was fighting to keep his
pay deal in place at Citi for 2009. Although his unit has been a major contributor
to profits in good years, he has, not surprisingly, also lost significant amounts.*®

Citi needs to get out of the “too big to fail” category; Hall’s unit is a stand-
alone operation. It would be an ideal candidate for disposal. The counterargu-
ment, that Citi “needs” it for the earnings to pay back the TARP, makes no sense.
The point of the TARP is to preserve the safety of the critical elements of the
banking system, not shareholder profits. Funding activities like this (and that in-
cludes proprietary trading at other banks) is an abuse of the taxpayer. If Citi
minus Phibro is not very profitable, it is high time that sorry fact is exposed and
addressed. As of this writing, Hall has agreed to modify his contract and Citi-
group has said it intends to restructure Phibro. Nevertheless, the hue and cry it
took to achieve that (probable) result is telling.*’

Through-the-looking-glass thinking has become pervasive. Instead of
firmly reining in the banks, the Treasury instead was uncomfortable with and in-
consistent about exercising authority, reacting to charged but largely superficial
issues like pay and the use of private jets. While the symbolism, that the bankers
have a deep-seated sense of entitlement, does point to more fundamental issues
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(very badly aligned incentives), the regulators merely flailed about, floating a
few proposals that engendered blood-curdling howls from the industry. The
Treasury promptly backed down and life continued more or less as before for the
financiers.

In fact, the media have fallen in firmly with financial industry cheerleading,
applauding banks “paying back” TARP money and acting as if they now should
be treated as free of all constraints, despite the massive subsidies to the indus-
try still in place. That’s misleading, since the ease of satisfying the TARP terms
was the result of yet another unrecognized subsidy, namely, the gross under-
pricing of the TARP funding. As derivatives expert turned venture capitalist
Roger Ehrenberg noted,

Goldman . . . stood with the rest of Wall Street as a firm with longer-dated, less
liquid assets funded with extremely short-dated liabilities. . . . [CEO] Lloyd
Blankfein smartly paid the full $1.1 billion requested. He looked like a hero for
doing so, a true US patriot repaying the US Government in full for its lifeline,
thanking the US taxpayer in the process. $1.1 billion ... $1.1 billion. ..
Hmm . . . something doesn’t seem right. You know why it doesn’t seem right?
BECAUSE THE US TREASURY MIS-PRICED THE FREAKING OPTION.

There is not a Wall Street derivatives trader on the planet that would have
done the US Government deal on an arms-length basis. Nothing remotely
close. Goldman’s equity could have done a digital, dis-continuous move to-
wards zero if it couldn’t finance its balance sheet overnight. Remember Bear
Stearns? Lehman Brothers? These things happened. Goldman, though clearly
a stronger institution, was facing a crisis of confidence that pervaded the mar-
ket. Lenders weren’t discriminating back in November 2008. . . . So what is the
cost of an option to insure a $1 trillion balance sheet and hundreds of billions
in off-balance sheet liabilities teetering on the brink? Let’s just say that it is a
tad north of $1.1 billion in premium.* (Emphasis in original.)

Artful misdirection has come from the very top. President Obama, in a
speech on financial reform on the anniversary of Lehman’s collapse, tried to paint
the government salvage operations as a good deal for the public, pointing to the
fact that the government had earned 17% on the TARP funds repaid to date.”!
Not only, per Ehrenberg, was that return inadequate given the risks assumed, but
more important, it gave the misleading impression that this result was represen-
tative of the results that would be achieved for all TARP equity injections. In fact,
this was cherry-picking, pure and simple. The strongest banks have paid their
money back. Holding them up as an example is no different than an investor
touting the performance of stocks he just sold at a profit, while neglecting to
mention the declines in other investments he still owns.>? Third-party efforts to
estimate TARP results overall have come up with significant losses.>
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While some efforts for reform are underway, the odds are high that they will be
symbolic and, to the extent they fail to take on more fundamental issues, inef-
fectual. That outcome is likely due to the failure or, more accurately, unwilling-
ness to look at root causes of the crisis and address them. Efforts have instead
been directed at ameliorating symptoms.

For instance, during the acute phases of the credit crisis, central banks
pumped money into the interbank markets because that was where the stress
was appearing. They only partially perceived that the implosion of the shadow
banking system was leading anyone who had access to bank credit to use it to fill
the greatly reduced access to other funding options. The authorities did see and
take some measures to try to prop up other short-term funding markets, like
the asset-backed commercial paper market (via guaranteeing money market
funds and, in the United States, later creating a facility to support the issuance
of asset-backed commercial paper). But the efforts to address the upstream
causes, the securitization process, the repo market, and credit default swaps,
have been slow in coming and halthearted.

To illustrate: in theory, one of the easiest pieces of the equation to address
should be the rating agencies. There are only three right now that matter, they are
not powerful political players, and their performance has been so abject that it
should be relatively easy to bring them to heel. Yet the difficulty in doing so shows
that the rating agencies are effective lobbyists; they do so indirectly, through the
standards setters, like the SEC and the Bank for International Settlements.

One powerful remedy would be to limit the rating agencies’ First Amend-
ment exemption from lawsuits. As incredible as it may seem, rating agencies have
successfully contested litigation over their ratings by claiming their grades are
mere journalistic opinions, despite the central role given to ratings in many types
of regulations, including bank capital adequacy and Federal Reserve collateralized
lending facilities. That view is finally being challenged, not as a result of a leg-
islative change, but by a judge’s decision to allow a lawsuit to proceed. Her logic?
That the ratings, in this case, on notes backed by subprime debt, served a small
audience of potential investors, and thus were not “matters of public concern.”>*

Greater liability would force the ratings agencies to charge more for their
opinions. That in combination with efforts at the SEC to encourage the forma-
tion of new nationally recognized statistical ratings organizations, as the ratings
agencies are awkwardly called, would lead to more new entrants. These meas-
ures, in combination with prohibitions against going to multiple firms to get
the best grade and the separation of the giving of advice on structuring from ac-
tual ratings, would go a long way toward remedying the problem.
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But the SEC proposals fall far short of that. Yes, they are already encourag-
ing new entrants and have increased oversight of the agencies. They have also
proposed implementing restrictions on ratings shopping and more disclosure of
methodologies and results.> However, there is less here than meets the eye. Read
between the lines, and the main remedy is tougher SEC oversight and enforce-
ment. It isn’t hard to see that that is unlikely to be forthcoming. As we discussed
earlier, the SEC cannot bring criminal charges on its own, and the Department
of Justice has seldom gone after complex financial cases. They demand too many
resources relative to their headline value. And Congress, which has many mem-
bers who have big finance as heavy campaign contributors, kept the SEC starved
of enforcement staff. Accordingly, the SEC chairman, Mary Schapiro, has floated
the idea of having the agency self-fund as other U.S. financial regulators do,
since the fees it collects are larger and more certain than Congressional ap-
provals.®® Even now the SEC is overburdened.”” After the furor over the crisis
dies down, it isn’t hard to imagine that the SEC budget will come under pres-
sure again.

Similarly, the proposal to create a consumer protection agency for finan-
cial products is both a helpful but nevertheless inadequate measure. Retail in-
vestors and users of credit products now are often presented with products that
are complex by design, with hidden traps and snares that the provider sincerely
hopes the user will fall into. This is predatory behavior and correctly needs to be
curbed. The industry has proven remarkably unwilling to restrain itself, and the
frequency and magnitude of the abuses has finally elicited pushback.

But consumers are far from the only victims of overly complicated “gotcha”
financial products. As we saw in chapter 7, the circle of chumps who buy tricky
financial products that they don’t understand goes well beyond retail investors.
They include municipalities, and often endowments, pensions funds, and in-
surance companies. But as we pointed out, they don’t complain much, since
they often have a great deal to lose in revealing their own cluelessness.

The institutional buyers of complex products in many ways are in a worse
position than consumers. Disclosure there is actually pretty extensive, but in
teeny print and in terminology beyond the understanding of many ordinary
citizens. By contrast, with complex derivatives, the description of product fea-
tures is far less than what securities laws call for. As we saw in chapter 6, the for-
mulas that describe the derivative product are frequently impenetrable to the
buyers, which serves the same objective of the barely readable typeface in credit
card agreements, namely, making it hard for the user to understand the real deal.

A quick fix would be to regulate derivatives like securities. That still gets
into the SEC enforcement issues we discussed above, but it would greatly im-
prove disclosure and give burned users better grounds for private lawsuits. It
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would also be beneficial to make the sellers of these products responsible for
verbal misrepresentations of the risks.

But these illustrations raise a broader issue: why is there such reluctance to
undertake needed fundamental reform, given the damage to the global econ-
omy wrought by the financiers?

Let’s review four theories, some of which we have touched on earlier:

+ Cognitive regulatory capture, meaning the regulators have adopted
the industry world view, which makes them reluctant to act.

+ Extortion, meaning that the financial services industry controls in-
frastructure that is essential to capitalism, and cannot be displaced
except at very high cost. Think of what happened to the civilization
at Ur when the king shut down the overly powerful lenders.

+ State capture, meaning the financial services industry now has the
status of oligarchs in third world countries, having used its economic
clout to buy so much political influence that they largely dictate pol-
icy regarding its interests.

+ Paradigm breakdown, meaning key elements of the current system
are no longer viable, but that is a possibility that no one is prepared
to face, since the old system seemed to work well for a protracted pe-
riod. Thus the authorities reflexively put duct tape on the machinery
rather than hazard a teardown.

All these factors play a role in the hesitance to impose tough reforms, but
the most intractable and least recognized is the last, the difficulty of seeing that
the failings of the current system are deeply rooted and not amenable to simple
remedies. Any resolution of the major problems facing the financial system
would take a good deal of time, care, and persistent effort, and would simulta-
neously be highly politicized. That makes it very likely that the financial services
industry will derail or blunt reform efforts. That in turn means the current par-
adigm will be patched up and restored to service only to fail again. This pattern
will replay until the breakdown is beyond repair.

Cognitive regulatory capture. To underscore Willem Buiter’s charge, U.S.
regulators, particularly the Fed, see the world through Wall Street’s eyes. A major
exception is the FDIC, which is oriented toward banking examination, a police
function, but it lacks the expertise in capital markets businesses to play a useful
role in devising policy.

The alignment of perception results from the fact that the financial services
industry is the channel for market intelligence. Yes, the Federal Reserve has trad-
ing desks of its own at the Federal Reserve Bank of New York. But they operate
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only in the money and foreign exchange markets, which are deep and liquid,
and where information services like Bloomberg terminals give a good win-
dow on current conditions. Thus the Fed’s information about what is hap-
pening in the financial system beyond these areas comes of necessity from the
financiers themselves, meaning the institutions the Fed regulates or the in-
dustry members that sit on its boards and advisory groups. The Fed is a clois-
tered organization and does not appear to get much input from other
sources.”® No wonder the Fed and other regulators share the financial estab-
lishment’s view on many matters; they literally are the eyes through which
they see some markets.

But the perceptual bias extends to areas where it would not be hard to get
other readings. For instance, in May 2007, when worries about subprime mort-
gages were rising, staff in the Federal Reserve’s Banking Supervision and Regu-
lation division appeared unwilling to recognize predatory lending as a
contributing factor, and seemed confident that the markets had worked well.>

Extortion. In the cognitive regulatory capture scenario, the authorities have
drunk Wall Street’s Kool-Aid. They genuinely believe that what is best for the fin-
ancier class is best for the economy, and by extension, society. With extortion,
the authorities might actually recognize the industry needs to be curbed, but
are daunted by the task. And the fear of doing much leaves the perpetrators ef-
fectively in charge.

Over the last few chapters, we have discussed the recent evolution of capi-
tal markets, in particular the declining importance of traditional bank lending
in comparison to “market based credit,” as Timothy Geithner called it. In this
model, banks and other originators source loans, which are then packaged into
instruments and sold to investors.

The provision of credit is essential to any economy beyond the barter stage,
and has become particularly important to advanced economies. As the scope of
banking activities has increased, so too have the supports, from the creation of
the Federal Reserve System to Great Depression safety nets like deposit guaran-
tees and Federal Home Loan banks. Other countries that had long-standing and
effective regulatory regimes have also adopted the backstopping model, albeit as
a crisis response. For instance, the Bank of England had broad discretionary
powers, and contained bank failures through ad-hoc intervention. That system
had worked well. The last bank run prior to Northern Rock in 2007 was Ov-
erend Gurney in 1866. But long-standing success led to legislative complacency.
Certain rules were not brought up to date when the Bank of England’s role was
changed as the result of the implementation of the “tripartite system” in 1997,
which divided responsibility for the oversight of the financial system among the
Bank of England, the Treasury, and the newly created Financial Services Au-
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thority. The failure to define roles clearly has come under attack, with the House
of Lords issuing a particularly critical report.*

For a host of reasons, the capital markets have evolved into a highly con-
centrated format, with a comparatively small number of firms controlling in-
frastructure deemed essential to the functioning of commerce. Many factors
favor high concentration: network effects, the scale of operations needed to
compete effectively (operations in major financial centers, product scope, and
related technology investments), and the difficulty for those outside the indus-
try to acquire the needed know-how. That means that even if the powers that be
try to make capital markets players smaller and more numerous, the cost and in-
formation advantages of being bigger means that the industry will tend to re-
evolve back to fewer, larger players.

Thus the tendency for a relatively small number of capital markets firms to
become dominant is an inherent feature of the system. Having a policy mix that
favored “market based credit” when lending is essential to modern commerce
made “too big to fail” firms inevitable.

For instance, the Bank of England, in its April 2007 Financial Stability re-
port, highlighted the increasing systemic importance of what it called large com-
plex financial institutions as a source of vulnerability. And the danger resulted not
simply from their size but also from “their pivotal position in most markets.”®!

To put the problem more simply: it is hard to discipline someone who has
a knife at your throat.

To be honest, there is not much evidence of recognition of this fundamen-
tal conundrum among top U.S. regulators. They are either cautious while try-
ing to wrap their actions in bolder-sounding rhetoric to appease the public, or
are pushing hard on narrow issues (for instance, the FDIC’s Sheila Bair in her
efforts to get management changes at Citigroup and force a restructuring). But
lower-level staff members may be more eager to take action yet are intimidated
by the complexity of the task.

State capture. Former IMF Chief Economist Simon Johnson has argued
forcefully that the United States is effectively in the hands of financial oligarchs,
a banana republic in denial. A common emerging economy road to ruin is that
a successful cadre of businessmen becomes more and more powerful. Embold-
ened, they make bigger gambles, recognizing that they can likely fob off any bad
outcomes onto the government.®* And in the end they do just that, borrowing
too much money and leaving bankruptcies in their wake.

Johnson argues that America hews to the pattern he has seen up close at the
IMEF: the elites that drove the economy off the cliff will make or break any reform
programs. At least some of them need to be willing to take losses so that an ef-
fective restructuring can move forward.
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Johnson points to a major difference between traditional power mongering
and the version practiced by Wall Street. Even though the financial services in-
dustry is one of the largest political donors, before the crisis it rarely had to ex-
ercise power in an overt way. It had gone one step further than Buiter’s cognitive
regulatory capture. “Free markets” enjoyed a broad and deep following. Many
economists and policy makers tacitly accepted that stewards of the machinery
purported to allocate capital to its best use deserved to be at the apex of the cap-
italist system.

The strongest proof of Johnson’s thesis comes not in the number of former
Goldman employees that occupy positions of influence, but in how the finan-
cial crisis and massive, widely resented bailouts have done nothing to curb the
clout of the banking and securities industry lobbies. The evidence of their undi-
minished power comes in their continued successes even after the crisis was ad-
vanced, both the struggles that came to light, such as the stress test farce, and the
ones won behind the scenes.

A key victory for banks was stymieing legislation to allow judges to modify
residential mortgages in bankruptcy cases. This isn’t as big a change as one might
imagine; judges already have that authority in commercial bankruptcies, and
for other types of loans (yachts, for instance) in consumer bankruptcies. More-
over, the authority granted is not open-ended. The key concept is that a secured
loan is backstopped by the value of the property. The judge is permitted to lower
the principal amount of the loan to the current market value of the security.
For residential mortgages, this would have helped cut the Gordian knot of im-
pediments to loan modifications. The bill was defeated in the Senate, with twelve
Democrats voting against it.*> The banking lobby also succeeded in stopping
legislation to impose ceilings on credit card interest rates.**

But the most telling indicator is how little real reform was embodied in the
proposals put forward by the Obama administration in June 2009. Banks
deemed too big to fail are merely monitored, not required to downsize or re-
strain their risk taking. Systemic oversight was to be placed in the hands of the
Federal Reserve, the most bank friendly of all the major regulators, rather than
a newly created, independent body that might be less forgiving.®> Rating agen-
cies still are to be paid by the company seeking the rating, an inherent conflict
of interest. There are also no measures to increase the liability of financial firm
executives and key employees, criminalize activities, beef up enforcement, or re-
quire banks to move to longer-term incentive schemes with clawbacks for
traders and managers who deliver losses.®® Measures like the creation of a pay
oversight czar for companies who still have TARP funding are certain to do lit-
tle more than collect a few scalps, if that. Focusing only on current TARP re-
cipients, rather than the much larger network of beneficiaries of taxpayer
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largesse, and then only on the highest paid employees, is, by design, a sop to the
public rather than a genuine effort to force change.

Team Obama put forward another round of more aggressive reform ideas
prior to the G20 meetings at the end of September 2009, as this book was going
to press. EU leaders have been particularly critical of the banking industry (easy
for them, one might say, now that London and New York are dominant finan-
cial centers). Was this a serious change of posture, or as a cynic might note,
merely an effort to get in front of a mob and call it a parade?

Measures that were announced early due to their obvious political appeal,
meaning high appeasement value relative to real cost and inconvenience to the
banksters, like the creation of a new consumer protection agency, are further
along in the legislative process and have already been watered down substan-
tially. A key proposal, to require banks to offer plain vanilla products, such as
simple mortgages and low fee, low interest credit cards, was excised. This pro-
vision would have enshrined a notion remarkably absent from most reform talk:
that banks enjoy substantial state support precisely because they serve a crucial
role in modern economies. They are utilities and should be treated as such, sub-
ject to far-ranging and intrusive oversight, with circumscribed activities and ex-
plicit service requirements.

But that stance is a direct contradiction of the finance iiber alles model.
Stripped-down banking products would undermine sales of the more compli-
cated, higher margin types. Can’t have any threats to industry profits, now can
we? And even the weakened version of this bill will probably be cut back even
further. As The New York Times noted, “The legislation still faces major hurdles
in Congress, where bankers hold considerable political sway.”®”

The handwriting is already on the wall for how some reform proposals will
be neutered. One promising-sounding one is settling credit default swaps trans-
actions through a central clearing house. On the surface, this idea is appealing.
Having a central hub allows for consistent levels of collateral to be posted against
these trades, reducing the odds of an AIG-style blow-up whenever a guarantor
was found to be unable to meet its obligations. We explain shortly why this idea
is fatally flawed, begging the question of why Timothy Geithner pushed it in the
first place.

Needless to say, industry lobbyists are chipping away at the proposal, point-
ing out basic impediments like “Not all standardized contracts can be cleared.”®

But what about initiatives that appear consistent with what we have called
for, such as a plan under development at the Federal Reserve to curb bank risk
taking by policing compensation procedures, for instance by prohibiting multi-
year bonus guarantees and clawing back unwarranted pay?® Again, it is not clear
how much enthusiasm the Fed has for this idea; it appears designed to put the
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United States, rather than the obstreperous French, in control of the interna-
tional debate on this issue.”

Again and again, half-hearted measures are diluted even further. The finan-
cial services industry had a proud history of using its own version of FUD, which
for high-tech companies is “fear, uncertainty, and doubt,” but for Wall Street lob-
byists translates into “fear, uncertainty, and delay.” Reform measures over the last
twenty years have been blunted or blocked. Only one of the two major propos-
als recommended by the Brady Commission after the 1987 crash was imple-
mented. The furor over derivatives losses in the 1994-1995 period produced a
series of hearings, finger wagging, and various proposals to Do Something. The
industry successfully fought a rearguard action, then took the tack that a lull in
scandals meant everything was fine and no action needed to be taken. And the
inmates are running the asylum. Attentive readers may recall that industry lob-
byist Mark Brickell co-opted SEC chairman Arthur Levitt, who worked fist and
glove with him to beat back derivatives regulation in 1994 and 1995 and to win
credit default swaps a permanent exemption from regulation in 2000.”!

And inertia has prevailed yet again. Recall that in the last two G20 summits
(November 2008 and April 2009) the assembled world leaders accepted the idea
that imposing reforms while the financial system was wobbly was too risky. Now
that conditions appear to have stabilized, the G20 is on to other issues.”

Paradigm breakdown. One of the troubling features of the discussion of
the crisis has been the recognition of the role of so-called global imbalances as
a factor in the debt binge in the United States and other advanced economies,
and the widespread attitude of resignation toward that problem. The tacit as-
sumption is that the United States cannot act unilaterally. The United States first
took a posture of benign neglect, but the current administration is taking a
slightly different tack. The focus of the G20 discussions has shifted from bank-
ing reform to the nebulous notion of creating a framework for addressing global
imbalances. Ironically, the financial crisis has led to miraculous progress. The
U.S. trade deficit has fallen sharply because scarce credit has strangled con-
sumption and trade financing.”> But exhortations to meet medium term goals,
far enough away that no one will be held accountable for failing to meet them,
is simply another way to kick the can down the road.

Similarly, the policy of the authorities in the United States has been explic-
itly to try to shore up asset values, out of the belief that we discussed earlier, that
the markets are simply wrong about the need for housing prices and other fi-
nancial assets to correct. Yet numerous analyses have found that residential real
estate prices in many markets, including the United States, the UK, Ireland,
Spain, Australia, the Baltics, and much of Eastern Europe, rose to levels well out
of line with historical relationships to income and rentals. There was also per-
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vasive underpricing of credit risk, as noted in the Bank of England’s April 2007
stability report.

Yet the strategy of the powers that be has been to try to restore status quo
ante. Albert Einstein defined insanity as “doing the same thing over and over
again and expecting different results.” It is one thing to try to patch up what you
have on an emergency basis due to the need to respond quickly, and quite an-
other to regard that as a viable long-term solution.

The situation we are in now echoes that of the Great Depression. Although
scholars still debate its causes eighty years later, a persuasive view comes from
MIT economics professor Peter Temin. Temin, in his Lessons from the Great De-
pression, first sets forth the prevailing explanations and explains why each falls
short. He argues that the culprit was the impact of World War I on the gold
standard.

Recall that starting roughly in the 1870s, major European economies in-
creasingly adopted the gold standard, and a long period of prosperity resulted.”
The regime was suspended in the UK and the major European powers during
the war. Afterward, they moved to restore it, sometimes at considerable cost
(England, for instance, suffered a nasty downturn in the early 1920s). But the af-
tereffects of the war meant the Edwardian period framework was unworkable.
The deflationary forces they set in motion could have been countered by coun-
tercyclical measures after the Great Crash. But that was impossible with the gold
standard. Indeed, as Temin notes, “Holding the industrial economies to the gold-
standard last was about the worst thing that could have been done.””>

Now readers may have trouble with that comparison, particularly since the
conventional wisdom is that our policy responses have been so much better than
those of the early 1930s. But the key point here is that the institutional framework
locked the major actors into a particular set of responses. They were not able to see
other paths out because they conflicted with an architecture and a set of beliefs
that had comported themselves well for a very long time. It’s hard to think out-
side a system you grew up with. And remember, the gold standard did not break
down overnight; the process took more than a decade.

Let’s use a different metaphor to illustrate the problem. Say a biotech firm
creates a wonder crop, the most amazing creation in the history of agriculture.
It yields far more calories per acre than anything else, is nutritionally extremely
complete, and can be planted and harvested with far less machinery and equip-
ment than any other plant. It is tasty and can be prepared in a wide variety of
ways. It is sweet too, so it can be used in place of sugar and high fructose corn
syrup at lower cost. We’ll call this XCrop.

XCrop is added as a new element in the food pyramid and endorsed by nu-
tritionists and public health officials all over the globe. It turns out that XCrop
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also is an aphrodisiac and a stimulant (hmm, wonder how they engineered that
in) and between enhanced libido and more abundant food supplies, the world
population rises at a faster rate.

Sales of XCrop boom, displacing traditional agriculture. A large amount of
farmland is turned over from growing other types of produce to XCrop. XCrop
is so efficient that agricultural land is taken out of production and turned to
other uses, such as housing, malls, and parks. While some old-fashioned farms
still exist, they are on a much smaller scale and a lot of the providers of equip-
ment to traditional farms have gone out of business.

Twenty years into the widespread use of XCrop, doctors discover that dia-
betes and some peculiar new hormonal ailments are growing at an explosive
rate. [t turns out they are highly correlated with the level of XCrop consumption
in an individual’s diet. Long-term consumption of high levels of XCrop inter-
feres with the pituitary gland, which controls almost all the other endocrine
glands in the body and the pancreas.

The public faces a health crisis and no way back. It would be very difficult
and costly to put the repurposed farmland back into production. Some of the
types of equipment needed for old-fashioned farming are no longer made. And
with the population so much larger than before, you’d need even more farm-
land than before. The world population has become dependent on the calories
produced by XCrop, so going off it quickly means starvation for some. But stay-
ing on it is toxic too. And expecting users simply to restrain themselves will
likely prove difficult. The aphrodisiac and stimulant effects of XCrop make it
addictive.

Advanced economies have become hooked on debt technology, which, like
XCrop, is habit forming and hard to wean oneself off of due to its lower cost
and the fact that other approaches have fallen into partial disuse (for instance,
use of FICO-based credit scoring has displaced evaluations that include an as-
sessment of the borrower’s character and knowledge of the community, such as
stability of his employer). In fact, the current debt technology results in infor-
mation loss, via disincentives to do a thorough job of borrower due diligence
(why bother if you are reselling the paper?) and monitoring of the credit over
the life of the loan. And the proposed fixes are not workable. The Obama pro-
posal, that the originator retain 5% of the deal and take correspondingly lower
fees, is not high enough to change behavior. And a level that would be high
enough to make the originator feel the impact of a bad decision would under-
cut the cost efficiencies that made securitization popular in the first place. You'd
have better decisions, but less lending, and higher interest rates. That’s ultimately
a desirable outcome, but as in the XCrop situation, no one seems prepared to ac-
cept that a move to healthier practices will result in much more costly and less read-
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ily available debt. The authorities want to believe they can somehow have their
cake and eat it too.

A second set of difficult institutional problems results from the interna-
tionalization of capital markets. Effective regulation of global capital markets
players requires a consistent regime of rules and enforcement across geogra-
phies. This approach is unlikely to succeed in the absence of the establishment
of powerful international bodies devoted to that task. That in turn represents a
major threat to national sovereignty. International “harmonization,” the cur-
rent compromise, is a step forward but is likely to prove inadequate.

Financial firms are masters of regulatory arbitrage, and as their wealth and
influence have grown, they are also showing considerable skill at manipulating
political processes. A point of leverage has been to play competing financial cen-
ters against each other. For instance, one impetus for the strong dollar policy
was the desire to bolster New York’s standing as a financial center. Similarly, the
UK, to compete with U.S. deregulation, implemented some rules that were even
more accommodating than the ones stateside, a regulatory race to the bottom.
For instance, in Lehman’s final days, the firm transferred $8 billion from its UK
broker-dealer subsidiary to provide funding to the parent company in the
United States. It appears Lehman raided UK client accounts, something pro-
hibited under U.S. law. If the broker-dealer does not go bankrupt, its customers
should come out more or less whole. Even though Lehman collapsed, its U.S.
broker-dealer subsidiary did not. Neither did Drexel’s in that firm’s implosion.”®

But the Lehman example illustrates a broader point: that the pressures on
legislators and regulators to grant waivers, to assure the “competitiveness” of
their respective financial centers, lead to a pressure to lower standards. Thus
even if effective new regimes were to be implemented, the banking classes are
certain to set them against one another.

It would be better if I were wrong, but the assessment above suggests that we will
not get effective reforms until the financial system is so badly damaged that the
influence of financiers weakens considerably. Even then, that is unlikely to hap-
pen in the absence of in-depth post-mortems, with the process public enough
to expose bad practices and maintain pressure on politicians.

The complexity of financial products makes that less likely. In the Great De-
pression, Ferdinand Pecora, the fourth in a series of chief counsels to the Sen-
ate Banking Committee inquiry into the causes of the 1929 crash, pushed the
chicanery into the limelight. More than two years of hearings elicited a great
deal of damaging testimony from money chieftains. Both the substance of the
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abuses uncovered and the outrage over them helped secure the passage of ef-
fective and durable securities laws that put the markets on a much sounder foot-
ing and restored them to their proper role of handmaiden to commerce, not its
master.

But in the United States, key policy positions are held by people like Larry
Summers, Timothy Geithner, and Ben Bernanke, who helped design the policies
that drove the financial system off the cliff. When a CEO presides over a disas-
ter, he is usually fired. The reason isn’t simply that he has been incompetent;
even if he were generally able but made a horrid error in judgment, he would
have a great deal of difficulty in undoing his own work. While ego often plays a
role, an equally powerful impediment is the inability to recognize and correct for
one’s own blind spots.

For instance, despite the volumes of ink spilled on the crisis, there has been
perilous little discussion of leverage on leverage vehicles like CDOs, which as
discussed earlier, made the system vastly more precarious by allowing more and
more debt to be piled on top of teeny slices of equity. Regulators and the press
have chosen not to go there because they are hard to investigate, both from a
practical and technical standpoint. There are comparatively few people directly
involved; the data on the market and industry practices are fragmented and in-
complete, making it hard to get independent information; the products are also
arcane and difficult to understand. This sort of activity should be one of the top
priorities for reform, yet has any regulator bothered to make serious inquiries?
Instead, they are all engaging in drunk under the street light behavior, looking
at where they can readily see rather than where the biggest problems lie. Rather
than making a diagnosis and using it to determine the best course of action,
they are instead treating symptoms.

The failure to do any sort of sustained investigation into crisis causes, be it
Pecora style, or the more disciplined process of the Brady Commission, formed
in the wake of the 1987 crash, suggests that the authorities do not want to know
how widespread the rot is. That in turn points to two further possibilities. One
is that an effective investigation would show that quite a few powerful people
were culpable. A second is that exposing the full extent of problems would call
many fundamental operations of the financial system into question, confirming
that the current paradigm is no longer viable. That revelation, even if true, is
politically unacceptable.

The path we are on now is simply to provide larger and more extensive
backstops to the financial system. This, like the mushrooming indebtedness
that created this mess, is self-limiting. At some point, the obligations become
so large that borrowers and guarantors cannot make good on their promises
and default.
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We have not built enough checks into the process to assure that the bank-
ing classes will not go out and create the same train wrecks again on a grander
scale. In fact, as things stand now, they are almost guaranteed to do precisely
that. First, they know if they err again, they will be rescued. The precedent is a
powerful signal to take even bigger bets than before. Second, the TARP is only
the tip of the iceberg of an extensive web of support and de facto subsidies to the
financial system. The notion that all they “owe” is paying back the TARP is spu-
rious. (And to add insult to injury, the Congressional Oversight Panel has
charged that the warrants were bought out at unduly low prices.””)

To produce desirable outcomes, economic theory posits that buyers and
sellers should bear the full costs of their actions. That is the reason we have reg-
ulations against pollution; policy makers recognize that the consequences of en-
vironmental damage are not reflected in the polluter’s expenses. The result is
their goods are effectively underpriced relative to the full toll exerted on society,
so other remedies are put in place.

The massive subsidies to the financial system mean that all participants, not
simply the capital markets players at the heart of the machine, but also those
who use its underpriced products, benefit from government support. That was
once considered acceptable, since the industry was managed so that the execu-
tives and employees involved did not benefit unduly from this process. Minus
the rents the members of the industry extracted for themselves, which in days
of yore were not egregious, the various forms of support could be seen as de-
livering broad social benefits via lowering the cost of capital to businesses and
consumers, which would presumably promote overall growth.

But those assumptions no longer hold. The subsidies, both explicit and im-
plicit, have grown, and cheap credit is now XCrop, a seemingly salutary creation
that is now consumed at toxic levels. One sign of the imbalance is the finan-
cialization of industrial companies. Over one-third of General Electric’s pretax
earnings come from businesses like consumer lending. Financial services make
alarge contribution to the bottom line at a wide range of companies, including
Ford, General Motors, John Deere, Caterpillar, Pitney Bowes, Sony, and Honda.”®
And that’s before allowing for the fact that many large companies treat their
treasury operations as a profit center.

The industry is not only getting far greater support than before, but has
also gotten a free pass for the pain it has inflicted on innocent bystanders. Yet un-
like polluters, such as the makers of dioxins or asbestos producers, none of the
perpetrators has been fined for the damage done or forced to clean it up. In-
stead, in a remarkable display of brazenness, members of the industry complain
how they need to be paid at exorbitant levels for all the profits they claim to
have created individually. They are pathologically unable to see that the very
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large capital flows, like a richly stocked stream of fish, are not a natural occur-
rence, but the result of policies, many designed to favor the financier class,
ranging from restricted entry (broker-dealers, primary dealers, depositaries)
to tax policy (favored treatment of capital gains, performance fees for hedge
funds and private equity firms, tax deductibility of mortgage interest payments)
to broader economic policies (priority given in trade negotiations to opening
capital markets, importance given to containing inflation, the Greenspan and
Bernanke “puts”) to the burgeoning financial welfare programs (the Fed’s
hodgepodge of special facilities, the rescue of AIG, FDIC guarantees of bank-
issued debt).
As former Columbia Business School professor Amar Bhidé noted:

In fact, one of the sorriest consequences of our financial system is the toll ex-
acted on the legitimacy of providing great rewards for great contributions.
Finance certainly contributes to prosperity, but the vast wealth secured in re-
cent years by a small number of financiers does not map into a commensu-
rate increase in created or financed new industries or turned around failing
companies. Rather they have used subsidized borrowing to leverage the re-
turns of questionable schemes, secure in the knowledge that if things go
wrong the authorities will step in, trying to shore up asset prices or prop up
failing counterparties.”

And remember, it isn’t just the people at the banks proper who gain. Where
would hedge funds be if Goldman and Morgan Stanley, both big lenders and
support service providers to that industry via their prime brokerage operations,
had been allowed to go bust? Where would private equity funds be without the
cheap debt that the wide range of subsidies helps provide? Even merger and ac-
quisition professionals, who by virtue of being in a fee business rather than using
capital have a better claim than most for deserving to eat what they kill, also
gain from low cost funding. Far more deals get done, and at higher prices, when
credit is plentiful. And that subsidized funding is not manna from heaven, but
the result of government policies friendly to their interests.

Some banking systems have gotten too big for their government minders to
back them up credibly. Iceland, which ballooned its debt to an imposing near
900% of GDP (versus the comparatively tame 375% of GDP for the United
States), managed the impressive feat of bankrupting its central bank. The
Netherlands, although not at obvious risk, has a financial sector larger than its
government can realistically guarantee.® Ditto Switzerland and Germany. Some
commentators see the UK as vulnerable, with its banks’ balance sheets in ag-
gregate constituting 450% of GDP.#! In fact, according to Willem Buiter and
Anne Siebert, a country is vulnerable if it is comparatively small, has a large fi-
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nancial sector with significant foreign currency exposures, a currency that is not
the reserve currency, and limited government borrowing capacity.®?

Now that list would seem to exempt the United States. And ironically, that
fact, as well as ideology, may explain America’s comparative complacency in
cleaning up its banking mess. By contrast, Mervyn King, the governor of the
Bank of England, has said that banks “too big to fail” are too big, and called for
the problem to be addressed through some combination of limiting bank ac-
tivities, putting much greater capital requirements in place, and implementing
a system to put large and complex financial players into bankruptcy.®* While the
United States is discussing putting a regime in place for very large institutions,
so-called “Tier One financial holding companies,” the details have been scant,
and there has been a notable absence of tough statements like Kings.

Some have argued that even the United States is at risk in the not-too-
distant future of suffering a loss in faith of dollar assets, even Treasuries.3* Even
if the United States can continue to use its reserve currency standing to the ben-
efit of bank miscreants, it is likely to run into political obstacles to further sup-
port for the banking system. Indeed, the Fed and FDIC sleights of hand seem
intended to disguise the true extent of support. Remarkably, despite the con-
siderable anger over the rescue of AIG, the media has not taken much interest
in the fact that the U.S. insurer has provided $300 billion in credit default swaps
to European banks to permit them to circumvent regulatory capital require-
ments. The European markets understood this well; their bank stocks tumbled
when the giant U.S. insurer appeared to be on the verge of collapse. The U.S.
bailout was in part a rescue of the European banking system.?

Similarly, one of the reasons for handling Citigroup with kid gloves isn’t
merely its size, but also its foreign exposures. Citi has roughly $500 billion in
foreign deposits out of a total balance sheet of a tad under $2 trillion.3¢ While
some may be guaranteed through the national regimes under which those banks
operate, presumably a lot are not. If the United States were to provide any as-
surances to these depositors, it would lead to outrage (why weren’t the unin-
sured depositors of, say, IndyMac made whole?). But a run on Citi would be
devastating, and could also lead to the withdrawal of deposits from the branches
of other banks operating outside their home countries.

Although some observers allege that Lehman was permitted to fail for nefar-
ious reasons, at the time it seemed obvious that some failing institution had to
die to illustrate that the administration was willing to draw the line somewhere.
The bailout antipathy was considerable, and Lehman was seen to be dispensable.
Although the United States is now operating on an official “No More Lehmans”
policy, a rescue that operated significantly to the benefit of non-U.S. parties could
produce a large backlash and might impede future salvage operations.
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Thus even if the United States thinks it has installed extensive safety nets
under the banking system, it may find that political or practical obstacles pre-
vent them from operating as planned.

Even though I am dubious that the United States will enact effective and durable
financial system reforms any time soon, I would be delighted to be proven
wrong, and offer a short set of suggestions. Any prescriptions assume that the
supposed representatives of the public manage to free themselves of the cor-
ruption of influence by the financial lobby. Should they fail, the looting will con-
tinue, as will corrosion of the notion that the United States and other economies
with powerful banking interests are indeed nations of laws. History shows that
making a mockery of democratic processes, if not halted soon enough, leads to
bad outcomes, such as violence, authoritarianism, and the rise of demagogues.

The reason for offering comparatively few proposals is that it is easy to dis-
sipate energy and political capital on remedies that generate good headlines yet
merely serve to rearrange the deck chairs on the Titanic. For example the vari-
ous plans to encourage more mortgage modifications under the Bush and
Obama administrations fall into this category. We were not alone in correctly
predicting these initiatives would have little impact. Anything short of direct
measures to cut the Gordian knot of servicer and mortgage securitization im-
pediments, such as allowing judges to write down mortgage principal in bank-
ruptcy, was bound to fail. Thus we provide only a short list of items we deem to
be high priority.

Any effective reform plan needs to tackle these issues frontally:

Real reform will reduce the availability and increase the cost of credit and
will probably lower liquidity. Effective insurance is not free. The financial serv-
ice industry’s first line of attack will be that new rules will make borrowing more
expensive. But that is where we are now with our Potemkin reforms. The high
profits that Wall Street firms are reporting are due in part to wider bid-asked
spreads, a sign of lower liquidity. Aside from the areas where the government is
trying to lower borrowing costs and is having some success, such as mortgages,
credit is costly and scarce. For example, 2009 Federal Reserve surveys of bank ex-
ecutives show a rising proportion tightening standards for credit card and other
consumer loans.®’

That argument needs to be turned on its head. What got the global econ-
omy in this mess in the first place was underpriced debt. Cheap loans are not
aright, nor are they necessarily a boon, and their low cost is in no small meas-
ure due to government intervention. Similarly, abundant liquidity appears to
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operate more to the benefit of speculators than real economy users by facili-
tating and perhaps encouraging frequent trading. In 1985 the average holding
period of a New York Stock Exchange stock was twenty-two months. By 2004,
it had fallen to eleven months and is now approximately seven months.® Can
those who own shares for that short a time be deemed to be investors?

Reducing the “connectedness” of the financial system must be an explicit
goal. The world of funding and hedging markets has become “tightly coupled,”
which is an undesirable trait from a systems design standpoint. It means that
processes move from one step to the next with no ability to interrupt the se-
quence. Another bad aspect of tightly coupled systems is that measures that
are intended to reduce risk, but that fail to change the way the system func-
tions, often make matters worse. For instance, in early 2008, Congress raised the
ceiling on so-called conforming mortgages with the intent that Fannie Mae
and Freddie Mac would help unfreeze the mortgage markets. The result? In-
vestors were spooked by the idea that the two government sponsored agencies,
which had formerly been for the most part limiting their activities to high-
quality mortgages, were being pressured to take on much more risk. Prices on
so-called agency paper fell, producing losses to holders, ultimately bringing
down Bear and a clutch of hedge funds. And the mortgage markets remained
frozen.®

This line of thinking is a direct reversal of recent policy, which regarded
high transaction volumes and low trading prices as a plus.

Improving capital buffers of regulated institutions, without restricting
leverage-on-leverage vehicles and mechanisms, would be unproductive. As we
illustrated, a great deal of gearing was generated outside the banking system
through collateralized debt obligations and credit default swaps. Although some
of these gates will presumably be closed now that the horse has left the barn and
is in the next county, regulators need to be attentive and proactive in anticipat-
ing where and how new “innovations” might achieve the same end.

Punishments need to be tough. Banking and securities laws need to rein-
stitute much tougher sanctions for misdeeds, including jail time. The biblical
injunction “To whom much is given, much is expected” is not part of the fi-
nancial services canon. Members of the industry will thus need to be held to
that standard by other means.

In terms of specific remedies:

Shrink the credit default swaps market as much as humanly possible.
Credit default swaps, an important example of casino operations masquerading
as “innovation,” need to be curbed. CDS are fee-generating machines for the fi-
nancial services industry. They have almost no legitimate uses, and even those
come at considerable cost. The volume of CDS alone, at more than four times
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the outstanding amount of bonds, is not consistent with risk transfer, and says
a great deal of the activity is mere betting.”® The superintendent of insurance for
New York State, Eric Dinallo, estimated that 80% of the CDS outstanding in
2008 were speculative.”!

Even the supposed plusses of credit default swaps are in fact no boon. Wide-
spread use of credit default swaps has led to a generalized loss of credit screen-
ing and monitoring. This is a system-wide loss of information crucial to making
sound credit decisions that cannot be compensated for by other means. The
party in the best position to assess whether a borrower will make good on his
commitments is the person making the original loan. A lender can obtain in-
formation not available by other means, such as investigating company records,
assessing the caliber of management, and visiting operations. In the old-fash-
ioned world of banking, they would also monitor the borrower.

The industry’s defenses of credit default swaps do not tally with the facts.
One argument is that they provide greater liquidity to bondholders than if they
traded the underlying security. That is simply incorrect, since a CDS is not an
exact offset for the actual bond, which the investor still owns. Moreover, relying
on credit default swaps, as opposed to selling a bond, introduces another ele-
ment of risk, counterparty exposure. Similarly, mergers and restructurings often
leave the supposedly guaranteed party less than fully covered.®?

If a bondholder wants out of a particular instrument, he can simply sell it.
Even in the stone ages of the early 1980s, bondholders did want to adjust their
exposures, by trading. Investors did not perceive liquidity of corporate bonds to
be a problem. Conversations with market participants confirm that idea that
bondholders were suffering due to lack of liquidity in the much more advanced
markets of a decade and a half later is a canard.

Even more important, credit default swaps have resulted in tangible, large-
scale damage beyond the poster child, AIG. As we demonstrated in chapter 9,
credit default swaps were integral to a trading strategy that created strong de-
mand for the very worst subprime mortgages, making what might have been a
problem into a disaster. That scheme would be a clear case of fraud if CDS were
correctly treated as insurance, but is perfectly kosher in the Wild West of un-
regulated markets.

Similarly, due to the unreliable behavior of correlation models that influ-
ence the pricing of some CDS, some big companies that wanted to sell bonds to
raise new funds had to pay prices far higher than was warranted by their credit
quality at various points in 2008.” As discussed eatlier, credit default swaps also
drain rather than add liquidity to markets under stress.

Finally, credit default swaps require bagholders, or parties willing to absorb
risk. Real-world insurers make an art form of writing policies to cover those
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who in most cases do not need it, cleverly crafting terms so as to limit their ex-
posure, and in some cases, fighting to delay or block claims. By contrast, in the
funhouse-mirror world of credit default swaps, the risk takers for the most part
have been chumps, either irresponsible actors like AIG’s Financial Products
Group, or hapless buyers like the fire brigades in Australia who had no idea what
they were really being sold. Even if these sales to the functional equivalent of
widows and orphans were legal under local securities laws, they were fraudulent
in intent.

So why not ban new credit default swaps and let the existing exposures roll
off over time? As much as I would prefer that, any cutoff could lead to highly
dysfunctional behavior to scramble to get deals done before the drop dead date.
Moreover, it would be difficult for both users and intermediaries with large
credit default swaps exposures to manage their existing positions if the product
were banned, which could lead to dislocations. It is probably the lesser evil to
make credit default swaps more costly and less attractive to reduce their use,
and consider going into runoff mode once the market shrinks further.

As much as putting them on exchanges sounds like an attractive option, it is
not a sound idea, nor is its less ambitious cousin of creating a clearinghouse. In
theory, putting credit default swaps on an exchange or in a clearinghouse would
decrease the interconnections in the financial system by forcing those who write
protection to put up sufficient margin, a sort of down payment on their loss ex-
posure, to assure they can make good on their promise to pay. That is the proce-
dure in options exchanges. Exchange failures are less frequent than financial
crises. In theory, if an exchange were to collapse, the damage would not propa-
gate to the rest of the financial system. However, the options and equity exchanges
in fact were on the brink of failure in the 1987 crash, a not-well-known fact, and
the failure of one exchange would have led to much greater damage. They were
saved only by a margin of three minutes when Tom Theobald, then the head of
Continental Illinois, gave a waiver on $400 million that the Chicago Mercantile
Exchange, where S&P 500 futures traded, owed the bank, due to a customer’s
failure to pay. Without that, the Merc would not have opened and would likely
have failed.” The New York Stock Exchange was also at risk of not opening, and
its chairman John Phelan feared if it did close, it would never open again.”> Had
the Merc collapsed, the odds of a knock-on NYSE failure were high.

But an exchange or clearinghouse that cannot be adequately capitalized is
no benefit; in fact, it may be worse than the status quo because it creates a con-
centrated point of failure, just as AIG did. A CDS exchange or clearinghouse is
certain to have insufficient margin posted against its contracts.

The problem with credit default swaps is they are not derivatives in the nor-
mal sense. They are not priced in relationship to an underlying instrument or
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benchmark; there is no way to look at history to make crude estimates of risk or
ways to use related markets to hedge.”® That makes it difficult to determine how
much initial margin is appropriate.

Credit default swaps “jump to default,” meaning the spreads widen massively
when an event such as a bankruptcy means that a payout on a CDS agreement is
imminent. As a result, the guarantor must put up a much bigger performance
bond in the form of more collateral. Allowing for the possibility of those large in-
creases means a much larger initial deposit. But an initial commitment that sub-
stantial would be well out of line with what traders would be willing to pay.
Inevitably, the argument will be that the allegedly large initial margin require-
ments would kill the product, and the exchange/clearinghouse would proceed,
with the house holding too little in the way of financial buffers. In addition,
traders expect to be able to reduce their collateral by offsetting open positions,
which would further reduce the margin they post with the exchange; shortcom-
ings in the current methodologies make that a questionable procedure.”

That in turn means the exchange or clearinghouse would be vulnerable to
liquidity problems of its own. Regulators would probably be unwilling to rec-
ognize that they had simply created another “too big to fail” institution and thus
could also lose the resolve to shrink the market.

Moreover credit default swaps influence, via arbitrage, the cost of bond is-
suance. Putting CDS on an exchange thus would not, in and of itself, do much
to reduce cross-market connections.

The discussion above assumes all credit default swaps would go through an
exchange or clearinghouse. But that notion appears to be a fig leaf. Current pro-
posals allow for an enormous “out,” that of having “customized” CDS continue
to be offered through the existing mechanisms. This loophole would allow the
industry to carry on much as before, with the justification (sadly accurate) that
the volume in any one “standardized” CDS would be too low for it to be suitable
to be listed on an exchange.

An insurance, or proctology, model is a better route for containing risk.
Anyone who was a protection seller would have to submit to being regulated as
a credit default swaps guarantor. That would mean having to meet standards
for capital adequacy and liquidity in the operation making the promise to pay.
It also allows for more points of failure, since the regulator could put limits on
exposures to individual risks, so that any particular or likely-to-be-related de-
faults would not be concentrated in a single counterparty. It would also end the
practice of using hapless quasi-retail investors like town councils in exotic locales
as dumping grounds for camouflaged exposures.

Most important, this model would allow for the implementation of a long-
standing concept from insurance, that of insurable interest, which allows par-
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ties to protect themselves against risk only to the extent that they have a bona
fide reason. Aside from the Magnetar case, there have been other instances of
questionable practices, namely, of bondholders pushing companies into default
to collect on their (probably much larger) CDS position when a workout would
have been more productive from a real economy perspective.”®

The nuisance of being regulated in this fashion would serve to reduce the
size of the market.

Limit guarantees to crucial, socially important banking and capital mar-
kets activities. While “too big to fail” is a legitimate concern, the fixation on that
problem results in treating symptoms rather than root causes. Authorities (on
an emergency basis) have been forced to put supports under large complex fi-
nancial institutions, which are involved both in providing crucial credit func-
tions as well as businesses that do not merit public support. As Martin Wolf, the
respected economics editor of the Financial Times, put it, “They are expensive
wards of the state and must be treated as such.”®?If large banks and capital mar-
kets firms are not commercial businesses that can be permitted to fail, they must
be regulated as utilities.

We recommend a modified return to a Glass-Steagall regime, but with an
addition we consider essential: now that capital markets players enjoy explicit
state support, formerly lightly regulated investment banking activities need to
have strict limits and intrusive oversight. This system would have distinct regu-
latory regimes for depositaries and investment banks, with no credit cross-sub-
sidization permitted (i.e., the depositary could not make loans or use deposits to
fund the investment bank; each entity, if it were under a parent organization,
would have to meet its equity requirements separately; no financial supports
across entities permitted). While in theory there might be advantages to being a
financial supermarket from a marketing perspective, any products sold offered by
one entity and sold by another (say a fund managed by the investment bank sold
to the customers of the depositary) would be on the same terms for accounting
and compensation purposes as if marketed by a third party.

+ Depositaries would be limited to making traditional loans and using
plain vanilla hedges. Banks are restricted to activities that bank ex-
aminers can understand. They can participate in the credit default
swaps market through regulated CDS insurance subsidiaries. They
could also engage in pure fee businesses such as acting as trustees
and custodians.

+ Investment banks can engage in money and capital markets opera-
tions, such as underwriting and distributing equities and bonds, and
market-making. They too can participate in the credit default swaps
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market through regulated CDS insurance subsidiaries. They would
also be permitted to engage in pure fee businesses, such as mergers
and acquisitions and asset management, provided that the asset man-
ager does not rely on financing provided directly or indirectly by the
investment bank (that is, no private equity funds where the bank
lends to the fund). The investment bank can also engage in simple in-
terest rate and currency swaps. It can serve as a broker of exchange-
traded derivatives but not use its balance sheet for anything other
than simple swaps, underwritings, and market-making in the prod-
uct categories in which it is an underwriter.!® Proprietary trading
and the trading and sale of other OTC derivatives would be prohib-
ited. Failure to place an underwritten deal would be deemed an im-
permissible loan and subject to fines

It is not crucial to reinstitute Glass-Steagall, since the depositary would be
firewalled from any other financial activities. However, from a regulatory stand-
point, there might be merit in reinstituting the split, partly because the indus-
tries have such different competitive dynamics. The economics of capital
markets businesses strongly favor bigger firms over time, while traditional bank-
ing is cost competitive on a very small scale; the idea that bigger banks are na-
tively more profitable is a canard pushed by bank CEOs to justify consolidation,
since the pay of top bank executives is highly correlated with size of institution.

Other financial firms can to do as they please. However, they cannot secure
credit from the firms inside the regulatory cordon sanitaire except in the form of
counterparty exposures (short-term funding against collateral, with those ac-
tivities subject to regulatory oversight to assure that only high quality, liquid in-
struments were used for these loans, with sufficiently high haircuts). Lending to
hedge funds, save against specific positions on conservative terms, would be
barred, as would warehouse facilities and bridge loans.

This approach of ring-fencing the socially productive financing functions and
restricting credit extension to more speculative investors would reduce the size of
bank balance sheets. The supposed talent in risky trading businesses in “too big to
fail” banks would presumably decamp and join existing boutiques or set up new
ventures. However, anyone involved in strategies that depended on cheap funding
might not find an exit as easy as they had imagined. Presumably, new private
sources of risk capital, such as specialized lenders, or funds raised for the purpose
of providing credit to riskier financial players, would partially fill the gap, but at
higher cost and with lower-sized facilities than under the old regime.

We believe this approach is in the long run more effective than simply try-
ing to come up with a mechanism for putting “too big to fail” institutions into
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bankruptcy. The unpleasant fact is some firms, like Citigroup, have exposures so
wide-ranging and complex that the idea that they could be wound down in an
orderly fashion is sheer fantasy. Prohibition of risky activities and strict regula-
tion of core functions will reduce the size of these firms and make them less
failure prone.

Tighten other regulations to close gaps and extend liability to responsible
parties. Derivatives are often used to evade regulation, and have become a fruit-
ful ground for predatory behavior, since disclosure standards are far lower than
for securities. Derivatives should be regulated under the regime of the instru-
ment they most resemble. As we discussed, credit default swaps are really in-
surance in another guise, and are best regulated in an insurance framework.

More broadly, regulators need to move from rule-based notions to princi-
ples-based practices, a.k.a., “if it walks like a duck and quacks like a duck, it’s
probably a duck.” One of the reasons financial firms have been so successful at
regulatory arbitrage is that the authorities have taken a hands-off, procedural
posture, which had the effect of allowing industry incumbents to exploit loop-
holes. A low tolerance policy toward creativity designed to evade standards
would go much further than trying to craft airtight regulations.

Legislators also need to restore secondary liability. Attentive readers may re-
call that a Supreme Court decision in 1994 disallowed suits against advisors like
accountants and lawyers for aiding and abetting frauds. In other words, a plain-
tiff could only file a claim against the party that had fleeced him; he could not seek
recourse against those who had made the fraud possible, say, accounting firms
that prepared misleading financial statements. That 1994 decision flew in the face
of sixty years of court decisions, practices in criminal law (the guy who drives
the car for a bank robber is an accessory), and common sense. Reinstituting sec-
ondary liability would make it more difficult to engage in shoddy practices.

Toughen enforcement and penalties. Heretofore, the main consideration
in fraud and dubious practices was the cost and odds of getting caught versus
the rewards of the scheme. Even though CSFB brokers’ IPO kickbacks could
have been subject to criminal charges, prosecutors have chosen not to pursue
that route.!%! Part of that is due to the resources required to prosecute financial
frauds; it also stems from the fact that, as with Enron, firms can weave their way
through complex rules and devise transactions that are economically destruc-
tive, yet pass the accounting and legal smell tests. Thus any new legislation needs
to incorporate broader tests of economic substance to serve as a check against
too-clever-by-half deal structuring.

In addition, regulators need far larger enforcement budgets. Given the
multi-trillion dollar tab of the bailouts, a few hundred million on tougher and
more sophisticated oversight is a cheap investment. The authorities need to
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adopt a much more bloody-minded attitude. No more Greenspanian “let a
thousand flowers bloom.” If they don’t understand what one of their charges is
proposing to do, they should not allow it.

Regulators should also invest in creating focused teams with deep expert-
ise on complicated products. The industry will scoff and claim that mere pub-
lic servants cannot possibly match the “talent” level of the industry. But consider:
Federal judges are all highly seasoned and skilled, yet choose to serve for far less
than they could earn in the private sector. Similarly, the Department of State
has a cadre of very able career staff. Contrary to financial services industry PR,
capable individuals do drop out mid-career for a host of personal reasons. An
elite enforcement team would only need to attract a few experienced individu-
als to make a great difference in the effectiveness of oversight.

Readers may have noticed that I offer no remedies for the economics discipline,
even though the disasters visited on us were all the result of its prescriptions. If
criticism from within the profession has fallen on deaf ears, and its members for
the most part choose to defend their clearly broken models and dubious
methodologies, yet another salvo, particularly from a mere outsider, is certain to
be rejected with prejudice.

But the profession has chosen to grasp the reins of power. If it will not as-
sume the duty of care that goes with that role, then it falls upon the rest of us,
the consumers of its advice, to hold it to a much higher standard. Doctors, who
have more science to back their interventions than economists do, have a code
of professional ethics and are subject to liability. Yet with greater legitimate au-
thority and responsibility, they now submit, albeit often begrudgingly, to pesky
patient questions based on Internet research. And sometimes those annoying
patients are right, even if it means finding an open-minded practitioner to pur-
sue their hunches.

Unfortunately, not unlike what has transpired in the financial services in-
dustry, the measures taken by the economic profession since the 1950s have
done more to benefit the incumbents than the society in which they operate.
The “mathing up” of the discipline has created a barrier to entry that puts many
of its workings beyond the scrutiny of the broader population that has to live
with the consequences of its advice. And to make matters worse, some econo-
mists seem particularly zealous about protecting the value of their union card,
and retort with superficial responses that do not engage the issues raised, while
often simultaneously disparaging the source as not qualified to opine on such
demanding matters.
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The economy is far too important to all of us to leave to experts, particu-
larly when their recommendations often have little in the way of empirical foun-
dations. Both experts and charlatans rely on intimidation, such as the use of
arcane (even if useful) terminology and a dismissive attitude to deter reasonable
queries. We all need to get in the habit of demanding support, not sound bites
or sixth-grade level opinion pieces, but reasoned and complete explanations of
why economists believe what they believe. That was the reason for adopting
mathematical exposition in the first place, to make the logic and evidence be-
hind their reasoning explicit and transparent. It’s time they adopt that standard
for communication with the public.



AFTERWORD

Find out just what any people will quietly submit to and you have the exact
measure of the injustice and wrong which will be imposed on them.

— Frederick Douglass

resident Dwight Eisenhower, in his last speech in office, chose to warn
Americans not of an external enemy but a more insidious threat:

This conjunction of an immense military establishment and a large arms in-
dustry is new in the American experience. The total influence—economic, po-
litical, even spiritual—is felt in every city, every State house, every office of the
Federal government . . .we must guard against the acquisition of unwarranted
influence, whether sought or unsought. . . . The potential for the disastrous
rise of misplaced power exists and will persist.

We must never let the weight of this combination endanger our liberties
or democratic processes. We should take nothing for granted. Only an alert
and knowledgeable citizenry can compel the proper meshing of the huge in-
dustrial and military machinery of defense with our peaceful methods and
goals, so that security and liberty may prosper together.!

Eisenhower described how private interests that present themselves as vital
to public safety can suborn democracy. Today, not only has the military indus-
trial complex established itself precisely as Eisenhower feared, but the financial
services industry is improving on its playbook. Arms merchants can at least
make a plausible claim that they are essential to national security. By contrast,
in 2007-2009, the major financial players were a danger to the public. The in-
dustry resembled a man with fifteen pounds of Semtex strapped to his waist.
Not surprisingly, people in the vicinity become very attentive to its desires. The
crisis was therefore an act of extortion.
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Fewer in number and more influential, the top firms are more powerful
than before. There is no simple way to defuse the threat they embody. The fi-
nancial system operates like a massive electrical grid, where the loss of a crit-
ical node unleashes cascading failures. The near-meltdown resulting from
the decision to let Lehman, merely a large player, collapse, illustrates how
deep-seated the problem is. The Obama administration’s “too big to fail” pro-
posals fail to address the magnitude of the challenge and thus cannot be seen
as serious.

Capture of the Executive branch and much of Congress by a well-heeled fi-
nancial services industry means that we have not merely let a crisis go to waste;
we have actually allowed a predatory financial services industry to further its
self-serving agenda. The industry has seized control of the regulatory process.

Before this crisis, the banksters had to work to get around rules; now they
can design them to be easy to circumvent. One illustration is a deceptively ap-
pealing but fatally flawed Treasury proposal to settle derivatives transactions
centrally, via a clearinghouse. The plan applies only to “standardized” contracts.?
A teeny bit of customization and voilg, life continues as before.

Barney Frank, chairman of the House Financial Services Committee, wa-
tered down the weak Administration proposal even more. His draft bill elicited
protests from the Commodities Futures Trading Commission (because most fi-
nancial firms were exempt?®) and the SEC (because most corporations were ex-
empt?). Two more amendments gut what little remained by allowing the
industry to self-regulate. If this version is passed, a bill touted as reform will
produce a near-return to status quo ante.’

As public ire rises, the campaign to paper over the lack of meaningful
change is intensifying. For instance, the so-called pay czar Kenneth Feinberg
managed to pressure departing Bank of America CEO Kenneth Lewis into giv-
ing up his 2009 compensation, a gesture to distract attention from the $125 mil-
lion Lewis will still receive.®

Feinberg can collect scalps only from a handful of TARP recipients to ap-
pease the public. Despite the headlines touting his large 2009 executive pay cuts
at seven companies (only three of them banks), the inability to implement
broader measures sends a potent message: there isn’t much you can do to curb
financiers, so why bother?” Those with a seat at the table can see that they have
already won; the rest is mere window dressing. As Elizabeth Warren, the head of
the Congressional Oversight Panel remarked:

The bank, the big banks, always get what they want. . . . They have all the
money, all the lobbyists. And boy is that true on this one. There’s just not a
lobby on the other side.?
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However, Feinberg’s efforts provided one interesting case study. Phibro,
along with its richly paid chief, Andrew Hall, is leaving Citigroup for Occiden-
tal Petroleum.® The price Oxy paid for Phibro was only the current value of its
trading positions—liquidation value and not a brass razoo more. There was NO
premium for the earning potential of Hall and his supposed money machine. It’s
not hard to see why. Hall’s returns were heavily dependent on high leverage,
cheap funding, and market intelligence from other trading desks, all huge sub-
sidies from Citigroup. In turn, these concentrated capital and information flows
do not come about naturally, but are the product of industry-favoring policies.

His example illustrates that the widely proclaimed view that highly prof-
itable traders are worth their exorbitant pay is often a fiction. The fact that no
other buyers, not a financial firm, commodities trader, or consortium, stepped
forward when Citi was looking for a graceful exit shows that the business was
worth very little on a stand-alone basis.

Instead of seeing the Hall episode as further evidence that industry pay
practices are extractive, the media focused instead on “government interference”
or how Citi would be harmed by losing the revenues from taxpayer-supported
commodities speculation.

The lack of meaningful penalties and restrictions means this looting con-
tinues unimpeded. Wall Street is on its way to 2009 bonuses that will beat 2007’s
banner year, while the real economy is mired in flagging activity and rising un-
employment. Yet Goldman has the temerity to claim, despite overwhelming
counter-evidence, that it enjoys no implicit government guarantee.'® At the same
time, the firm has taken to stressing the social value of its role as middleman
between savers and funds-users.

But groups that provide truly vital services, are either, like the police, part
of government, or, like utilities, are regulated as far as product quality and prof-
itability are concerned. The financiers instead have managed to enlarge their
role and their earnings while simultaneously degrading their offerings.

That brings us to a final outcome of this debacle. A radical campaign to re-
shape popular opinion recognized the seductive potential of the appealing phrase
“free markets.” Powerful business interests, largely captive regulators and officials,
and a lapdog media took up this amorphous, malleable idea and made it a Trojan
horse for a three-decade-long campaign to tear down the rules that constrained
the finance sector. The result has been a massive transfer of wealth, with its cen-
terpiece the greatest theft from the public purse in history. This campaign has
been far too consistent and calculated to brand it with the traditional label, “spin”
This manipulation of public perception can only be called propaganda. Only when
we, the public, are able to call the underlying realities by their proper names—ex-
tortion, capture, looting, propaganda—can we begin to root them out.
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WHY NEOCLASSICAL ECONOMISTS
USE A ROBINSON CRUSOE ECONOMY
TO REPRESENT THE DEMAND FUNCTION

o illustrate the manifest incoherence of neoclassical economics, we give a sim-

plified exposition of how the neoclassical demand function fails as a “scientific”

theory when extended from a single consumer to multiple consumers. We ex-

amine the attempted repair, which employs the construct of a single consumer
whose tastes do not change with income or over time (“static”), as a proxy for the soci-
ety-wide demand function. The attempted repair fails as well.!

To make things easy, economists start with a single consumer and two goods, say bread
and eggs. Remember the marginal utility concept. Even though more is better, in most
cases an additional bit more is less valuable. Going from one egg to two eggs is more
fulfilling than from nine eggs to ten.?

In our system, more income is always better, since you can have more of both bread
and eggs. So in chart 1, each line illustrates how a consumer would trade off eggs versus
bread at a particular income level based on his preferences. They are utility curves, or in-
difference curves, since at each point on the same curve, the consumer has the same util-
ity, or is equally satisfied at any point on his personal utility curve. In other words, a
particular consumer might regard himself as equally well off if he had eight eggs and one
roll of bread as he would with six rolls of bread and two eggs.

Appendix 1, Chart 1

(1,8)

Eggs

Happier

Happy

Bread



310 ECONNED

Each line represents a different income level. Further out (“Happier” versus
“Happy”) is also better, since that represents higher income. Note how the shape stays
the same. The consumer is assumed to like bread and eggs in the same ratio no matter
how rich he becomes. Thus our prototypical consumer, who was as satisfied with eight
eggs and one roll of bread as he was with six rolls of bread and two eggs, is assumed, at
a higher level of income, to be as happy with eighty eggs and ten rolls of bread as with
sixty rolls of bread and twenty eggs (in other words, no allowance is made for the fact
that richer consumers who can afford lots of eggs might develop a weakness for egg-in-
tensive undertakings like soufflés and change their bread/eggs trade-off).

The next trick is to draw a “budget line.” Let’s say the consumer’s income is $3,000.
If eggs cost $1 each and bread costs $3, the most bread he can buy is 1,000 rolls and the
maximum amount of eggs is 3,000 eggs.

Appendix 1, Chart 2
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Voila! Where the budget line meets the furthest away indifference curve (meaning
one it only touches tangentially) is where the consumer is best off, based on his prefer-
ences and income. Remember, the fact that that is the furthest “away” indifference curve
that his budget line can reach means it represents his highest personal welfare.

And if prices change, the slope of the line changes, and the optimal mix of goods
shifts. If eggs remain at $1 and bread falls to $2, a rational consumer will eat more bread
than when bread was more expensive. You can see on chart 3a that the change in prices
leads to a different intersection point on the curves (visually, the set point of the max-
imum amount of eggs he can consume, which is where the line intersects with the Y
axis, in this case stays the same, while the maximum amount of bread he can buy varies.
The cheaper the price of bread, the further away the intersection point of the budget line
with the x-axis).

So far this seems pretty obvious. And the combination of the utility curves and
changing prices also proves one of the economist’s best friends, the downward sloping
demand curve. Chart 3b shows that when you plot how much bread the consumer will
buy at various prices, derived from chart 3a, you get a downward sloping line. As you see,
if we keep the price of eggs fixed and keep dropping the price of bread, the more bread
the consumer will buy.

Now this all looks consistent, but we need to stop and point out that even at this very
simple level the model is starting to break internally.
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Appendix 1, Chart 3
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Look again at chart 3a. It assumes the consumer has an income of $3,000, and then
looks at the impact on his consumption if the price changes (in this toy economy, con-
sumers only spend, there is no savings). But consumers are also producers. Another part
of the assumption set is that changes in prices affect consumer incomes. Thus it would
be incorrect to assume that a change in prices would leave the consumer with the same
$3,000 income. Except in the very specific exception that his exposure to the eggs versus
bread-producing parts of the economy was exactly proportional to that particular change
in relative prices, his income will go up or down.

Visually, on chart 3a, that is represented by the fact that the budget line intersects
the y-axis at one point and pivots from it as bread prices change. In reality, the second
budget line would start higher or lower on that axis to reflect whether the consumer
gained or lost from the change in bread prices.

We’ve introduced the problem of changing incomes at this juncture (which, as we
stress, is part of the overall model), as opposed to having it incorrectly finessed, as it is
in the textbook version. But let us revert to the original story.

So let’s assume higher and lower budgets but keep the eggs and bread trade-off the
same. The resulting line of how consumption changes as someone gets richer or poorer
is called an Engels curve.?
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Note here that the shape of the Engels curve depends on how much the consumer
likes bread versus eggs. That wasn’t true for the demand curve (you can go back and
play with it yourself). The demand curve for any consumer with stable preference will
always slope downward, while the Engels curve can take any shape.

Appendix 1, Chart 4
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Notice how in some cases the Engels curve will move closer to the X axis as the con-
sumer gets richer, while in other cases, it moves further away. That reflects how the con-
sumer regards the commodity in question. For instance, in 4a, the item is a necessity.
He does buy more, but at a much reduced rate, as he gets richer. How many rolls of bread
can one person use, after all? Contrast that with 4c, luxury products, where as he gets
richer, he buys proportionally more. The other two cases are inferior goods, where as
the consumer gets richer, he buys less because he switches to something better (think but-
ter versus margarine), and the last picture is “neutral” goods that he continues to con-
sume in the same ratio to income.

Now a market is not one individual; Robinson Crusoe does not make for much of
an economy. Yet when we go beyond a single individual, the model breaks down. The as-
sertion of the neoclassical adherents that more open markets provide better outcomes
is unproven even on a theoretical level.

To prove that unchecked individual activity automagically produced the greatest
collective good, as Jeremy Bentham and his followers believed, they needed to paint a pic-
ture similar to the one of the individual consumer: that society, based on its collective
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preferences, can achieve a mix of outputs that is optimal. The optimality is “proven” by
the fact in the simple bread and eggs example above that you could find a single point
where the budget line met the “furthest away” indifference curve. If you moved away
from that point, you are worse off.

To go from an individual to a society in turn requires constructing demand curves
and preference curves, meaning Engels curves for society as a whole, and seeing how the
two interact. And since society is no more than a collection of individuals, you need to
be able to achieve it via summing up individual preferences.

Understand further: if you can’t establish this in a simple two-goods economy, you
certainly can’t prove it in a more complicated setting.

Problem number one: the social demand curve does not slope downward in a nice
linear fashion (remember from chapter 2 that nonlinear phenomena are terribly vexing
for economists). In fact, it can have kinks, or even be flat or upward sloping in sections.
Despite the seeming universality of the downward sloping demand curve in models pre-
sented to laypeople and undergraduate economics students, neoclassical economists are
quite familiar with the fact that it isn’t that tidy even in theory. The Sonnenschien-Man-
tel-Debreu theorem shows that while the demand curve is generally downward sloping,
its irregularities mean it can intersect other lines in multiple places.

Problem number two: as we highlighted earlier, changes in price curves change in-
comes. In our simple example, we had treated the budget line, eggs versus bread, as sep-
arate from earnings. But prices also determine income, so changes in egg prices versus
bread prices will affect the relative position of egg producers versus bakers.

Now recall that when an individual got wealthier, he was assumed to have the same
relative desire for bread and eggs; the curves were nested. But if you assume consumers
with different curves, and then factor in the impact of changing prices, you will get ag-
gregate utility curves that intersect (the math is more complicated, but conceptually, the
person with the higher income has more weight in the computation, which influences
the curve shape).

Chart 5 on page 314 shows that when you draw different budget lines (how much
eggs and bread you can buy at different price mixes and total income of the society),
you will get one intersection point with one mix versus the other.

The solid lines are one set of prices and resulting indifference curves; the dashed
lines are a second set of prices and curves. And notice there we have permitted the in-
correct simplification that the budget line stays anchored on the y-axis, but that should
move, too.

When you have nested curves, as in our single-person example, you can prove that
you can find a single point on the curve furthest away. That point is optimal, since it
represents the highest attainable level of welfare for that level of spending power with
those prices.

But when you go to multiple curves that intersect each other, you cannot prove
which price mix and resulting set of outcomes is better. In fact, the smooth curves
shown in the picture to illustrate the point are a simplification to illustrate the prob-
lem. A social utility curve for multiple consumers is far more jagged, as the picture
illustrates.

Even if you assume straight aggregate demand lines (which as we discussed above
aren’t a valid assumption either) you can have multiple intersections. And per above,
the utility curves intersect, which means in the messier combo (multiple jagged utility
lines that intersect, jagged demand curves) you not only have multiple equilibria, but
they are on different indifference curves, none of which is clearly “better” (as in consis-
tently further away). Thus the elaboration of the system merely shows that there are
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Appendix 1, Chart 5
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multiple possible outcomes, with no way of knowing if any is “best” as far as collective
welfare is concerned.

This may seem trivial, but it is very damaging to the theory. The claim that an ide-
alized neoclassical system produces greater social welfare is unproven as soon as you

have multiple consumers, meaning even the most trivial economy! How can you mean-

ingfully speak of exchange, trade, and price formation in a Robinson Crusoe economy?
Does he trade eggs and bread with himself just for fun?
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In fact, that is pretty much what economists assume to salvage the theory. To make
this toy economy “prove” the desired result (the sum of individual choices produces op-
timal social results) you need to neuter the concept of individuality. The theories say
one of two sets of conditions has to apply. The first set was rejected because it requires
having fixed income distributions (no one gets richer or poorer when prices change rel-
ative to each other), which is unpalatable (open markets are supposed to produce win-
ners and losers, after all). The more acceptable set of restrictions that produces the
desired output is to have Engels curves with a constant slope (meaning a straight line,
no multitude of shapes, as we saw earlier) and they all have the same slope (which means
they have to be parallel).

But consider one other issue. Go back to the original Engels curves (chart 4). No-
tice how they all start from where the x- and y-axes intersect? They have to. The least a
consumer can consume is zero of either good. As he gets more income, he moves away
from that (0,0) point.

So if the Engels curves for all consumers have to be parallel (have the same slope)
AND they have to go through the (0,0) point, there is only one Engels curve. All con-
sumers must have the same taste.

So how do the theorists rationalize this fix to the model? They use a “representative
agent,” one person with static tastes who serves as a proxy for all. The assumptions
needed to produce these results sound even worse than the oft-cited horrors of Com-
munist central planning: everyone consumes the same goods, rationed in the same pro-
portion for both the rich and the poor. Gee, at least in the old Soviet Union, those at the
top of the food chain got perks, like dachas and drivers.

What does that mean in practice? We glossed over it earlier, but remember the util-
ity curves for a single consumer, how they were all nested? As income rises, tastes are as-
sumed to remain the same. That is clearly absurd. Poor people spend everything they
have on necessities, like food, fuel, and shelter. Wealthier people will spend more in ab-
solute amounts on the basics (they eat fancier meals and have bigger houses), but the ba-
sics will be much less as a proportion of income (they buy luxuries, such as theater tickets
and yachts, which are not in the struggling individual’s buying mix). But in the world of
microeconomics, people spend their income in the same proportion on various items no
matter how much money they have (the term of art is that consumers have homothetic
preferences).

Similarly, tastes are assumed to remain constant over one’s life. A consumer that
lives on beer, Coke, and Chinese food in college isn’t permitted to move on to scotch,
lattes, and sushi. That means it explicitly disallows innovative new products to become
popular. The success of iPods, for instance, means consumers have to buy less of the es-
tablished goods to switch to the new products. But no, that sort of thing isn’t permitted
in the model. In other words, the sort of innovation and progress that is one of the oft-
cited advantages of capitalism conflicts sorely with this model.
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HOW TO SHORT SUBPRIME
IN LARGE QUANTITIES

Time and place: Sometime in 2006, somewhere in the United States.

Cast of characters: Hedgie: A certain hedge fund manager who has decided to go short
in subprime in as large a volume as possible. His scheme will involve several other
characters:

Manager: A CDO manager, a guy with a Bloomberg terminal.
Dealer: A large broker-dealer who will structure the CDO.
Monoline: A bond insurer.!

WHAT IS RUNNING THROUGH HEDGIE’S MIND?

Hedgie knows that BBB subprime residential mortgage-backed securities are largely
toxic sludge. Credit default swaps against BBB RMBS are traded on the ABX index and
on single names in the over-the-counter market, but volume is so thin that if he took a
big short position, it would show up quickly and distinctly and blow spreads out in-
credibly wide.

Fortunately, the CDS market is used to handling supply and demand stemming
from the regular issuance of CDOs. If Hedgie can find a way to melt into the crowd of
longs and shorts associated with CDOs, then Hedgie will be able to take an attractively
large short position and everything will work out smoothly.

STEP BY STEP:

1. Hedgie goes to dealer and says, “I'm axed! to buy $50 million of mezzit ABS CDO
equity, I just need to achieve a return of 20% on the equity and get good treat-
ment if I want to hedge myself by buying CDS on the underlying BBB resi'l
bonds.”

2. Dealer winks back at Hedgie and pretends he believes that Hedgie is serious about
“hedging” his CDO investment, even though both of them understand that
Hedgie’s interest lies in having the CDO crater.

3. Hedgie would prefer to have the deal be a hybrid, 20% cash and 80% synthetic
assets, and with 35% cash and 65% synthetic liabilities.>

T want
Imezzanine
liresidential
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The equity is 5% of the total liabilities, so $50 million equity means $1 billion in
the whole CDO. The cash portion of the assets is 20%, so $200 million is largely
BBB subprime RMBS, mostly purchased from the Dealer’s RMBS new issue
pipeline. The synthetic portion is 80%—the remaining $800 million of risk in the
CDO will be premiums paid to the CDO on CDS referencing various BBB RMBS
bonds. The Dealer will intermediate that trade, the other side, or protection buy-
ers, being hedge funds, other dealers, etc. who are insuring themselves against
the BBB RMBS reference obligations. The CDS will be against different® names
than those appearing in the 20% of cash bonds.

CDO Liability Structure” (Dollars in millions)

Class A1 Super Senior VFN* $650.0 65.00%
Class A2 Jr AAA Cash 112.5 11.25
Class B AA Cash 85.0 8.50
Class C A Cash 52.5 5.25
Class D BBB Cash 50.0 5.00
Equity Cash 50.0 5.00
Total $1000.0 100.00%

CDO Asset Structure (Dollars in millions)

Cash RMBS $200.0 20.00%
Cash Account (to reserve against CDS) 150.0 15.00
Net unfunded CDS 650.0 65.00
Total $1000.0 100.00%
5. Dealer finds Manager, who is proud of his ability to pick RMBS bonds cleverly

and analyze their credit risk. Manager will get paid ten basis points of the out-
standing CDO notional for his contribution, plus an incentive fee if the deal per-
forms well.®

Manager selects the subprime bonds that will go into the deal, both the ones that
go directly into the cash portion and the ones referenced by the CDS in the syn-
thetic portion.

Hedgie, having put up the equity, gets veto power over the bonds in the CDS.6
Dealer lets clients know that a new CDO is coming out and they’ll have the op-
portunity to buy $800 million total worth of CDS protection against the names
in the synthetic part of the CDO.”

At a certain time, say Friday at 1 p.M., the bidding process is complete and the
highest bid for protection (in terms of basis points) on the notional of each name
winds up with the CDS protection against that name. Hedgie has been simulta-
neously trying to buy $200 million® of CDS protection against some of the same
names, with his bids camouflaging their way in among the excess of supply of
CDS protection offered by the issuance of this CDO.’ If necessary, on Friday at

VCash flows are paid sequentially down, which basically means that losses eat through
the structure from the bottom up.
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11.

12.

13.

14.
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16.

1 p.M., Hedgie, being a favored customer of Dealer, can get a “last look” at the bids
for CDS protection and come over the top of current bidders.

Dealer has now committed to sell CDS protection against $800 million of as-
sorted BBB trash.!? At the moment this is exclusively the Dealer’s risk, so Dealer
needs to get rid of this risk as quickly as possible.

That means coming up with investors in the CDO."

Dealer spends a few weeks marketing the cash CDO paper, from the junior AAA
down to the BBB, globally. As everyone knows, bankers have too much of a sense
of propriety to woo clients with cocaine and hookers, but sales tactics are ag-
gressive. These investors collectively put up $350 million of cash for their portion,
including the $50 million of equity that was pre-placed with Hedgie.

Dealer also needs some Monoline to take on the $650 million super-senior AAA
risk by writing CDS protection against that portion of the CDO.

Monoline is seduced by the whopping twelve basis points of spread on the super
senior notes,'? so it signs up for the job.!

The deal closes: Dealer buys $800 million of CDS on the BBB RMBS from the
CDO," 50 he is now flat risk.!® Dealer takes down all the CDO paper, transferring
the $350 million of cash CDO paper to the customers and Hedgie, and buying
$650 million of CDS from Monoline against the Class A1 Super Senior. The jun-
ior investors in the CDO will take losses first if write-downs on the cash bonds
or credit events on the CDS occur.

Hedgie is now the proud owner of $50 million of equity paying 20% (until losses
on the underlying BBB RMBS occur), as well as $200 million of CDS against the
CDO. Hedgie paid 180 basis points on the CDS, so for an upfront cost of 5% of
the CDO, the net annual carry of Hedgie’s position is

(5% x $1BB x 20%) — ($200MM x 180bps) = $10MM — $3.6MM = $6.4MM

That means that Hedgie’s annual carry for this short position is positive 427 bps.'¢

WHAT HAPPENS LATER, AFTER THE MELTDOWN?

1.

©

Hedgie’s position pays 427 basis points for a while, while the equity is intact. The
subprime bonds were originated in 2006 and 2007, so it doesn’t matter what
Manager bought, they’re all bad and will soon be worth zero.

Spreads on CDS explode and Hedgie cashes out his CDS that were once priced
at 180 basis points at 10,000.

The junior investors in the CDO didn’t get out in time and lose everything.
Even though the super senior AAA tranches are losing value fast, Monoline’s in-
surance contracts are highly customized and don’t require Monoline to post col-
lateral."”

But Monoline still has to take huge mark to market losses on its balance sheet. The
shareholders of Monoline dump its stock. Death spiral ensues.

The CDO will now be expecting Dealer to fund the A1 Super Senior VEN note
as the CDO needs cash to settle all the bad CDS that it wrote, and it has already
burned through the 35% that was put up by junior investors. That means that
CDO will now expect Dealer to fund the A1 Super Senior VFN note. Dealer had
hedged his exposure to the trust’s AAA by buying CDS from the CDO, who had
bought CDS from Monoline. But Mololine is using the fine print of its contract
to avoid putting up collateral. Dealer desperately tries to buy CDS protection
against a Monoline downgrade or default.
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10.

11.

Spreads blow out on Monoline’s corporate CDS, further contributing to Mono-
line’s death spiral.

The auditors of Dealer tell him to write down his hedge with Monoline on the
CDO’s AAA. Dealer takes huge mark to market loss. Death spiral ensues.

The U.S. Treasury decides that Dealer is systemically important and puts him on
life support.

Subprime borrowers blow up. CDO blows up. Monoline blows up. Shadow bank-
ing system implodes. International capital markets lock solid. U.S. public debt
balloons. Greenspan spots flaw in “free markets” ideology.

Hedgie buys a Pacific island and a yacht and sails off into the sunset.
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APPENDIX |

1.

This section is derived from Steve Keen, Debunking Economics: The Naked Emperor of the Social Sci-
ences (Australia: Pluto Press, 2002), chapter 2, “The Calculus of Hedonism.” Keen presents addi-
tional supporting materials at his website www.debunkingeconomics.com.

Note how already one can think of exceptions, that a consumer might not want eggs at all unless
he had, say, three so he could make an omelet.

Note we have skipped some elements of the construct, such as the “utility hill” and “revealed
preferences.”
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Recall we dispatched the Arrow-Debreu theorem, which endeavors to do just that using extremely
restrictive assumptions, in chapter 2. Note as the discussion progresses that further theories build
on the unsatisfactory “fix” to the problem described here, not a path that comes out of Arrow-
Debreu.

APPENDIX Il

1.

10.

11.

12.

13.
14.

15.
16.

17.

Some deals were also funded by AIG or by a large bank. The large bank would typically prefer to
be hedged, but it’s possible that some banks invested in CDOs without being hedged.

Hedgie needs the deal to be partly synthetic so that there will be CDS involved to allow him to
take his short position. The cash/synthetic ratio in assets has to do with the supply of BBB RMBS
bonds. The cash/synthetic ratio in liabilities, on the other hand, has to do with wanting a mono-
line to sign up for the super senior piece, which is important to Dealer, since he wants to be “off
risk” A monoline would only be interested if the super senior was rated super AAA, and the rat-
ings agencies wouldn’t give it that high of a rating unless the ratio was 35% or higher. In addi-
tion, some monolines were not willing to insure a deal that was purely synthetic on the asset side,
so if Hedgie wanted to launch multiple CDOs, he would find much more monoline capacity for
a structure that included some cash RMBS, and 20% is roughly the minimum acceptable level.
Because it was believed that the consequent diversification of subprime exposure would meas-
urably improve the quality of the CDO.

VEN stands for “Variable Funding Note.” The note is initially unfunded, but the CDO can draw
upon it if it runs out of cash to settle its CDS.

Ironically, given the purpose of this CDO.

Which under the circumstances Hedgie will probably use to make sure that there are no danger-
ously high quality names in the CDO, such as loans 2004 vintage from when lending standards
had not decayed so seriously.

So that the synthetic CDS protection that will be bought by the CDO later will have a counter-
party.

Hedgie would make more in the long run by trying to buy close to the full $800 million worth of
additional supply of CDS against BBB RMBS. But that would make Hedgie have a substantial
carry on his short, and Hedgie doesn’t know when the credit bubble is going to pop and doesn’t
want to be constrained in the number of deals he can do in the meantime.

Basically a form of front-running.

The sale of CDS does not take place until the CDO closes. But these commitments are taken se-
riously — even though Dealer might prefer to walk away in some cases, doing so will break the
CDO and be a big hit to Dealer’s reputation. There could even be legal repercussions.

The bank is taking the risk here of ending up as the counterparty to the CDS if the CDO deal fails,
and so typically tries to sell the CDS protection close to the time when the deal closes.

From a feature article from the May 2004 issue of Credit magazine: “Those super senior buyers
and sellers of credit protection are attracted by the security of the investment, which is often re-
ferred to as a ‘quasi-quadruple-A or triple-A-plus tranche, and is therefore, presumably a more
solid credit than the US government or the World Bank, which of course is not possible. Never-
theless, it is broadly accepted that the risk embedded in the super-senior tranche of a synthetic
[CDO] referencing a pool of investment-grade assets is remote in the extreme.”

Monoline is on risk for claims payments once the underlying defaults burn through the 35%
cash provided by the junior investors.

Which he was long in via the “CDO warehouse.”

Things can change, though . . .

If the pool of BBB RMBS bonds are 100% correlated, which is Hedgie’s central trading thesis
(and it wasn’t wrong), then Hedgie’s net notional position is -$200MM + $50MM = -$150MM
notional. So Hedgie’s annual carry for this short is $6.4MM/$150MM = 427 bps.

All of the monoline bond insurers had these sorts of contracts, but AIG was different and had to
post collateral immediately upon a credit event.
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