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Author’s Note

I t’s been said that lower-class people talk about people; the middle class, 

things; and the upper class, ideas.

This book presents a few, simple ideas that explain the main 

events that shaped fi nancial markets, fi rms, and products over the past 40 

years and broke Wall Street over the past three. It examines the evolution 

of Wall Street, shows the logical sequence of events that brought us to this 

point, and presents some ideas for how to fi x it.

Anyone looking for another book based on hours of interviews 

with anonymous people offering titillating tidbits about Washington and 

Wall Street will be sorely disappointed in the pages that follow. A simi-

lar letdown awaits anyone looking for another rehash of personalities, 

idiosyncrasies, expensive houses and cars, helicopters, and vacations. No 

“furrowed brow,” “thought to himself,” or “adrenaline coursing through 

her slender body” in this book.
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Introduction

T he simplicity of Wall Street has often been masked by the supposed 

complexity of the products it “engineers” and peddles to investors. 

“Engineer” is a big word, conjuring slide rule and pocket protec-

tors for those of us old enough to remember them, and programmable cal-

culators with built-in equations for those too young. What Wall Street calls 

fi nancial engineering, I call Financial Origami, the art of paper-folding that 

uses a few, basic folds to shape pieces of paper into decorative models. Wall 

Street takes a few, basic pieces of paper stocks, bonds, and insurance con-

tracts and folds their attributes together to make “new products,” some-

times to skirt regulations, sometimes to meet investor needs, and always to 

boost profi t. All of Wall Street’s “innovations” are a function of how the 

attributes of these pieces of paper have been folded into something consid-

ered “new.” Although the products look and sound complex, there is 

nothing new under Wall Street’s sun. Grasping the origami involved in 

folding the same old pieces of paper will make understanding Wall Street 

and what happened in 2007–2009 easier than you think, and it will offer 

some insights on how to fi x some of its problems.
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Wall Street fi rms performed Financial Origami on more than just the 

products it has offered over the years. For decades through the 1960s, 

the fi rms had for the most part carried out distinct functions within the 

securities industry. Some specialized in advising and underwriting, oth-

ers in sales, and still others in trading. Gradually, though, at punctuated 

points in time when the overall regulatory environment was changing, 

they began to refold the separate functions of the securities industry into 

single fi rms. But that’s not all. They also refolded their business charters 

from private to public companies. And they would eventually unfold the 

mortgage origination process as well. All of these actions served to create 

confl icts of interest that reached epic proportions in the dot-com mania end-

ing in 2000, and that reached Biblical proportions in 2007–2009. As we’ll 

see, self-interest and confl icts of interest lie at the center of the fi nancial 

crisis and hold the key for avoiding similar episodes in the future.

Former Federal Reserve Chairman Alan Greenspan started to address 

the topic in testimony before the House Committee on Oversight and 

Government Reform on October 23, 2008, and made what on the surface 

appeared to be a shocking admission:

I made a mistake in presuming that the self-interest of organiza-

tions, specifi cally banks and others, were such that they were best 

capable of protecting their own shareholders and their equity in 

the fi rms. And it’s been my experience, having worked both as 

a regulator for 18 years and similar quantities in the private sec-

tor, especially 10 years at a major international bank, that the 

loan offi cers of those institutions knew far more about the risks 

involved in the people to whom they lent money than I saw even 

our best regulators at the Fed capable of doing.

Lawmakers, pundits, and bloggers interpreted Greenspan as repu-

diating his free-market ideology. A New York Times headline screamed 

“Greenspan’s Mea Culpa.” The man most credited for the longest U.S. 
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economic expansion in history was now the most blamed for the sub-

prime crisis. And it’s nonsense. Not only did they misunderstand what he 

said, but they also missed a huge opportunity to address the role that self-

interest and confl icts of interest played in the crisis.

During his 18 years as chairman of the Federal Reserve Board, end-

ing in 2006, Alan Greenspan developed a reputation for delivering con-

gressional testimony in so-called “Fedspeak,” an opaque style of talking 

that seemed to baffl e more than enlighten. He’s been quoted as saying, 

“I know that you think you know what I said. But I’m not sure whether 

you understood that what you heard is what I meant.” The October 2008 

remarks are worth a closer examination. Organizations don’t have self-

interest; people do. An old axiom of economics is that people respond 

to incentives, and everything else is commentary. The individuals, sales-

people, traders, loan offi cers, and CEOs were acting in their respective 

self-interest, prodded by the incentives in place at the time.

The month before Greenspan’s testimony on the subprime crisis 

of 2007–2008, Lehman Brothers Holdings Inc. fi led the largest bank-

ruptcy in U.S. history, six times the size of the previous record-holder, 

Worldcom Inc., and ten times bigger than then second biggest, Enron 

Corp. Lehman’s bankruptcy ended an era on Wall Street, one that 

stretched back more than the two or fi ve or ten or even twenty years 

most have occupied themselves with when examining the fi nancial crisis 

of 2007–2009. Identifying the right time frame is critical to understand-

ing what happened on Wall Street and how we arrived at the fi nancial 

crisis. Arbitrary designations will not do. Wall Street has odd notions 

about time. Measuring “year-to-date returns” is an arbitrary convention, 

and so is lumping together decades as though 10 years defi ned a unit with 

specifi c attributes: the eighties, nineties, or oughties, for example. Equally 

fl awed are such starting points as contained in: “Stocks have returned an 

average of 10 percent a year since 1926.” I’ve never met anyone who was 

investing in 1926 who is still alive today. Just because we have data on the 
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Standard & Poor’s 500 Index going back that far doesn’t mean that’s a rele-

vant starting point for comparisons.

At a minimum, it makes much more sense to defi ne cyclical periods 

by economic recessions and expansions. For example: How have stocks per-

formed in expansions? What is the average performance during bull markets? It 

makes even more sense to defi ne secular periods using changes in mon-

etary regimes because that is the largest factor infl uencing all the other 

decisions people make in markets, business, and the economy. It’s logical 

to make broad statements about the post–World War II period because 

of the seminal fi nancial regime changes that took place in 1946, right after 

the end of the war. The Employment Act of 1946 was a defi nitive attempt 

by the U.S. federal government to develop macroeconomic policy. The 

Bretton Woods Agreement bylaws establishing the international monetary 

system were adopted the same year, in the fi rst global attempt at monetary 

cooperation on a permanent institutional basis.

At a maximum, perhaps, it makes sense to defi ne secular periods in 

terms of the mobility of capital; that is, how freely does and can money 

circulate in the world economy. The most recent period of mobile global 

capital resembles the period starting in 1850 and ending in 1914,1 the start 

1946
Bretton Woods Bylaws

IMF, World Bank Formed
Full Employment Act: Fed

1850
Gold Standard

Lehman Formed 

CAPITAL MOBILITY 

Relaxation of
Capital Controls

Capital Controls

1914
WWI

Fed Formed 

1971
Nixon severs gold/$ peg
SEC allows members to
go public and ends fixed

commissions

Gold Standard Dollar/Gold
Peg Severed

Figure I.1 Macroeconomic Stages of Capital Mobility and Capital Controls
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of World War I and the fi rst meeting of the Federal Reserve. In between 

the wars, the international capital movements collapsed as capital controls 

were imposed. From 1946 through 1971, capital controls were gradually 

relaxed, accompanied by a gradual recovery and capital fl ows. Figure I.1 

shows the macro infl ection points of capital mobility since 1850.

In 1850 several European governments adopted a silver currency sys-

tem, leaving Britain as the only major currency in the world on the gold 

standard, just as the California Gold Rush dumped increased supply onto 

the market. Lehman Brothers formed in the same year, as a cotton mer-

chant in Montgomery, Alabama. Its collapse 158 years later would  trigger 

the biggest fi nancial and economic crisis in the United States since at 

least the original Great Depression, the one in 1873. It would not be the 

last time Lehman or gold helped defi ne an era.
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O n September 16, 2008, investors in the Reserve Primary Fund, 

the world’s fi rst and oldest money market mutual fund, inun-

dated the company with orders to redeem their shares and 

withdraw their cash. The Reserve was an alternative to a federally insured 

savings account or certifi cate of deposit at a bank. Over two days, share-

holders pulled out more than 60 percent of the fund’s $64.8 billion in 

assets. Many investors were unable to get to their money. And as of this 

writing, June 2010, many still are not.

The fund’s shares had “broken the buck.” That is, their net asset value 

had fallen below the $1 per share fl oor all such funds promise to maintain 

by investing in high-quality, short-term, interest-bearing securities. As long 

as the value of those securities does not fall below their promised  payback 

amount—an unlikely event given the high credit  rating and proximity 

to maturity—the money fund’s shares are worth at least $1. The Reserve 

Fund, however, had invested in $785 million of debt from Lehman Brothers 

Holding Co., which fi led for bankruptcy the day before.
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It was the fi rst time in history that a money fund designed for indi-

viduals had broken that threshold.1 It was a so-called Black Swan event, a 

metaphor that Aristotle used more than 2,000 years ago to describe the 

“improbable,” and popularized in 2007 in a best-selling book by the same 

title, by Nassim Nicholas Taleb.2 Within a week, four of the fi ve largest 

independent investment banks ceased to exist: Lehman Brothers fi led for 

bankruptcy, Merrill Lynch & Co. sold to Bank of America, and Morgan 

Stanley & Co., and Goldman & Sachs Inc. became commercial bank 

holding companies. The fi fth, Bear Stearns Cos., was sold to JPMorgan 

Chase six months earlier.

Baffl ed investors wondered, how could this happen? How could an 

investment bank fi le for bankruptcy, especially since the federal govern-

ment six months earlier had arranged for the ailing investment bank Bear 

Stearns & Co. to be purchased by a commercial bank, JPMorgan Chase? 

How could the largest money fund in the world break the buck? How 

could the Wall Street business model break? If Wall Street is broken, can’t 

we just go back to a time when it was fi xed?

Flash back to the days just before the Reserve Primary Fund opened 

to the public for business on October 8, 1971, when plenty was fi xed. 

The United States had a fi xed exchange rate for the dollar, fi xed interest-

rate ceilings banks could pay on deposits, fi xed-rate mortgages, fi xed oil 

prices, and fi xed commissions when buying and selling stocks on the New 

York Stock Exchange. The government had a fi xed minimum investment 

in U.S. Treasury bills: $10,000. And that was real money, about $53,000 in 

2010 dollars, when President Richard Nixon severed the link between the 

U.S. dollar and gold just two months before the Reserve Fund opened. 

Since the end of World War II, foreign central banks could exchange gold 

for dollars, and vice versa, at a fi xed $35 per ounce. Nixon’s move marked 

the fi rst time in more than 2,000 years that a major world currency was not 

backed by a precious metal. There was even a fi xed amount of gold U.S. 

citizens were allowed to hold of gold coin or bullion: zero. In 1933 Franklin 

Delano Roosevelt, in one of his fi rst acts as president, issued executive order 
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6102, which made it illegal for U.S. citizens to own gold except for small 

amounts in jewelry. Under the Trading with the Enemy Act, violating the 

order was punishable by a fi ne of $10,000 (about $170,000 in 2010 dol-

lars), up to 10 years in prison, or both. There was even a monetary reward 

offered for turning in people who failed to comply.

In this “fi xed” environment, people had few alternatives for putting 

their savings to work. Generally, unspent money was deposited into a 

commercial bank such as Citibank, a savings and loan such as Glendale 

Federal S&L, or a securities fi rm such as Merrill Lynch. Tracing a deposit 

through these types of institutions helps reveal the fl aws and confl icts of 

interest that developed over the past several decades, eventually breaking 

the Wall Street business model.

Commercial Banks

In 1971 median household income in the United States was about 

$10,000, which gave the typical family about $400 in savings at the end of 

the year.3 Depositing the $400 into a savings account earned a maximum 

5 and 3/4 percent, a fi xed ceiling set by the Federal Reserve Board, the 

central bank of the United States. The government prohibited banks from 

paying interest on checking accounts. A certifi cate of deposit paid a maxi-

mum of 8 percent, fi xed by the Federal Reserve.

Thousands of people would deposit money into a bank, which pooled 

the funds and lent them out to businesses or consumers. This effectively 

made the bank a clearinghouse, bringing savers and borrowers together 

and shifting the risk of holding cash to others who did not have enough 

for their purposes.

As required by law, before lending any of the deposits, the bank set 

aside 10 percent into a special account just in case the depositors wanted 

to make a withdrawal or write a check. If the bank had lent out all the 

funds, depositors would not have access to even a portion of their money. 

The set-aside was effectively dead capital, leaving the bank with only 
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90 percent of the deposit on which to earn enough to pay depositors and 

make a profi t for itself. The notion of dead capital will arise in several 

other contexts in coming chapters; minimizing it, obviously, boosts profi ts 

for a bank and became an obsession in recent years.

If no one wanted to borrow or if the bank didn’t want to lend to less-

than-credit-worthy applicants, it alternatively could invest in U.S Treasury 

securities. It was able to pool the deposits to meet the Treasury’s $10,000 

minimum investment requirement. The bank would buy, say, $1,000,000 

of two-year U.S. Treasury notes paying 6 percent per year. Each year, the 

bank would earn $60,000 in interest. If the bank’s deposit rate was 3 per-

cent, it would be paying its customers $30,000 a year. Carrying that posi-

tion for the full two years would generate $30,000 in profi t each year for 

the bank risk-free.

Banks lent to consumers and businesses, but they were only allowed 

to do so within state lines. Federal law, via the McFadden Act, prohibited 

interstate banking. Commercial bank deposits were federally insured up to 

$40,000. The Federal Reserve, through so-called Regulation Q (part of the 

1933 Securities Act, also known as the Glass-Steagall Act), placed interest 

rate ceilings on saving accounts and CDs and prohibited paying interest on 

checking accounts.

The payments of interest and principal in bank accounts are feder-

ally insured by the Federal Depository Insurance Corporation (FDIC). 

All federally chartered commercial banks are required by law to pay insur-

ance  premiums into the fund, so all deposits up to a maximum ceiling are 

 guaranteed. Federally insured deposits were a great idea, but they might 

provide incentives for banks to make reckless, irresponsible, or questionable 

loans. This raised the specter of so-called moral hazard whereby people behave 

more recklessly because they are not exposed to the full risk of their actions. 

Knowing that their deposit base was insured, bank offi cers might have incen-

tives to make riskier loans than they would if they did not have the insurance.

So the government required banks to have some of the  shareholders’ 

money at risk to absorb any initial wave of losses on loans it might make. 
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It may not have removed moral hazard altogether, but at least the bank 

had some proverbial “skin in the game.” This is akin to a potential 

homeowner having to have at least some money as a down payment as 

an equity interest in the property. So banks, and savings and loans for that 

matter, were required to set aside money for potential losses on the loans 

they made.

Familiarity with a bank savings account is all that’s needed to under-

stand how Wall Street prices its securities and derivatives. All a deposi-

tor needs to know is how to answer the following question: How much 

does a bank deposit of $100 grow to in one year at 5 percent interest? 

The  simple math answer is $100 � (1.05) � $105. Even if the  depositor 

doesn’t know, the bank teller can provide the answer. In fact, anyone 

capable of the simple arithmetic will calculate the same fi gure. The same is 

true for pricing the securities and derivatives in question: How much do 

I deposit into a bank account today at 5 percent interest in order to have 

$100 in the account in one year? Instead of multiplying to calculate future 

value, divide to get present value: $100/(1.05) � $95.24. That present 

value calculation on future streams of cash is how all fi nancial instruments 

are priced. There is transparency in the savings account and a government 

guarantee of payment of interest and repayment of the principal. If the 

borrower of the money fails to make the promised interest payments and/

or failed to repay the loan, the depositor need not worry. Getting one’s 

money back is certain.

Financial markets in 1971 were restrictive. Mortgages had fi xed 

rates; no variable-rate products were offered. It took about a month for 

a banker to process a mortgage application. Once the loan was approved, 

the homeowner had to fi le updated annual fi nancial statements to the 

bank. Additionally, the bank often conducted so-called drive-bys to 

view the upkeep of the property. A banker would literally drive past 

the property to see that it was in good repair, the lawn was mowed, and 

so on. The bank hadn’t so much lent the money to buy the house as 

it had lent the house itself. If the homeowner failed to make monthly 
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mortgage  payments, the bank simply repossessed the house. Refi nancing 

was rarely an option, as mortgages often had prepayment penalties. When 

 buying a home, a buyer could get the lower rate of the current owner 

by “assuming the mortgage,” making a down payment equal to the  seller’s 

equity in the house. First-time homebuyers were unlikely to match 

the equity of a seller who had lived in the house for 15 or 20 years, 

for example.

If depositors wanted to withdraw their money before those who 

had borrowed it from the bank paid it back, the bank would have to 

either call in some loans or else fi nd some new depositors with enough 

money to repay the withdrawing depositors. If interest rates had risen 

in the meantime, the bank would have to offer higher, competitive 

rates to attract new depositors. The biggest risk was that market rates 

had risen above the ones the bank was receiving on its loans, so that 

the bank had to pay more for deposits than it was earning on loans or 

Treasury securities.

Thus banks brought together lenders and borrowers, shouldering 

the risk of short-term borrowing and longer-term lending. That matu-

rity mismatch risk is a perennial problem for the fi nancial industry. 

Nineteenth-century journalist and essayist Walter Bagehot addressed the 

phenomenon when he famously wrote, “The only securities which a 

banker using money that he may be asked at short notice to repay, ought 

to touch are those which are easily saleable and easily intelligible.”4

Institutional investors such as insurance companies and pension funds 

could bypass the banks and lend directly to companies. These short-

term loans, called commercial paper, are generally used for funding busi-

ness operating expenses, such as to meet payrolls. They have a maximum 

of 270 days to maturity, which was a way of avoiding having to register 

the securities with the Securities and Exchange Commission. The ratio-

nale for allowing institutional investors to lend via commercial paper was 

that sophisticated investors didn’t need as much government oversight 

or protection.
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Savings and Loans 

Deposits in a savings and loan were similar to the bank deposits, with 

the exception that the money was only lent for home mortgages, home 

improvements, and/or real estate development. The S&Ls didn’t make 

business loans or consumer loans. And like a bank, if demand for mort-

gages was low, the S&L could pool the deposits and buy U.S. Treasury 

securities instead of extending loans. The interest earned on the Treasuries 

was used to pay interest to the depositors in the same way banks did.

The depositors actually owned the institutions, and profi ts were dis-

tributed to these shareholders. Recall George Bailey (played by Jimmy 

Stewart) in the classic movie It’s a Wonderful Life and his travails at the 

“ little old building and loan.” A particular scene in the movie helps 

explain the S&L: George faces the depositors who’d lined up at the coun-

ter to withdraw their deposits.

George: No, but you . . . you . . . you’re thinking of this place all wrong.

 As if I had the money back in a safe.

 The, the money’s not here.

 Well, your money’s in Joe’s house . . . that’s right next to yours.

 And in the Kennedy house, and Mrs. Macklin’s house, and, 

and a hundred others.

 Why, you’re lending them the money to build, and then, 

they’re going to pay it back to you as best they can.

 Now what are you going to do? Foreclose on them?

Tom: I got two hundred and forty-two dollars in here and two hun-

dred and forty-two dollars isn’t going to break anybody.

George: Okay, Tom. All right. Here you are. You sign this. You’ll get 

your money in sixty days.

Tom: Sixty days?

George: Well, now that’s what you agreed to when you bought your 

shares.
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George couldn’t return deposits to the customers demanding their 

money because he’d lent it to their neighbors, who in turn had bought 

their homes and were repaying the loans over time. So there wasn’t 

enough money in the Building & Loan to give all the depositors their 

money back, all at one time. Either George would have to call loans and 

force people to sell their homes in order to repay the withdrawing deposi-

tors or else he would have to raise new deposits to replace the funds of 

those withdrawing.

The primary difference between George Bailey’s day and 1971 was 

that in the latter the federal government, via the Federal Savings and Loan 

Insurance Corporation (FSLIC), guaranteed deposits up to $40,000, so 

there was no, or at least less, fear that depositors would be scared into 

withdrawing their deposits in a “run on the bank.” The S&Ls paid an 

annual insurance premium to FSLIC, just like the commercial banks paid 

premiums to the FDIC for insurance.

Securities Firms

People willing to forego federally insured deposits and accept some risk 

with their money could open an account at a securities/brokerage fi rm 

and become “investors” buying stocks and/or bonds instead of being 

merely “savers.”

The income stream on that money was not from loans the fi rm made to 

institutions, and neither was it, nor the principal, government insured. The 

investors were directly participating in the “ownership” (stock) or “loanership” 

(bond) of the company, whose fortunes or misfortunes dictated the return 

on and return of principal. If the company for whatever reason failed to earn 

enough money, bondholders and stockholders might not get anything back.

Separated from commercial banks by the Glass-Steagall Act of 1933, 

securities fi rms did not take deposits to lend to borrowers. The Act’s 

intent was to protect depositors from having their money lent to stock 

market speculators who might more easily fail to pay back the loans to 
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the banks. The source and reliability of interest payments and the return of 

principal is the central question when lending money in the fi rst place, 

whether depositing money in a bank or buying a bond. Also, banks 

underwriting stocks and bonds could lend money on easy terms to inves-

tors, thus helping to create demand for the very securities the banks were 

bringing to market and trying to sell to those investors.

A company borrowing money from depositors, via the bank, uses 

the funds in what it hopes will be a profi table enterprise, from which it 

promises to pay the interest and repay the principal. Loans to stock market 

speculators, whose “profi ts” evaporate if security prices fall, are a much 

riskier proposition and could in turn put the entire fi nancial system at 

risk. Instead, such fi rms were conduits between investors providing capital 

and companies seeking it to build or expand their businesses, transferring 

risk in the process.

Through commercial banks and S&Ls, savers were indirect lenders to 

companies and consumers, using federally insured deposit accounts 

to channel the funds. Investors became direct “owners in” or “loaners to” 

the companies by purchasing the “securities” that the companies issued 

and securities fi rms “underwrote” and “distributed.” That is, securities 

fi rms took the illiquid asset of a company and made it liquid by selling 

claims on its fi nancial fortunes, effectively securitizing claims on the com-

pany’s income stream by issuing stocks or bonds or both.

Even though securities fi rms do not take demand deposits, they are 

still subject to the vicissitudes of the short-term funding and fl uctuating 

interest rates. In order to hold an inventory of stocks and bonds, either for 

selling to clients or as part of their own trading and investing, the fi rms 

pledge the securities on an overnight basis (sometimes up to several days) 

to borrow money from banks. The bank does not lend the full value of 

the securities, but instead an amount slightly less so as to protect itself 

from any adverse move in their prices. This so-called haircut in price  varies 

depending on the fi rm’s leverage and credit rating as well as the rating of 

the collateral securities being pledged.
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This short-term fi nancing leaves the securities fi rms with the same 

maturity mismatch problem that banks and S&Ls have. If for any reason 

the banks refuse to roll over the overnight loans or take a larger haircut 

due to a ratings change, the securities fi rms are forced to come up with 

more capital, sometimes by selling some of the securities in the inventory.

Transferring Risk

Following the trail of money through banks, S&Ls, and securities 

fi rms shows that Wall Street’s business is to transfer risk from those who 

don’t want it to those who do. As shown in Figure 1.1, selling stock to 

 investors in an initial public offering is risk-transfer; so is underwriting 

the  company’s bonds.

The mix of a company’s stock and bonds is the simplest example of 

what is called creating tranches, which rank investors’ claims on the com-

pany’s earnings and assets, as well as the risk characteristics according to 

security type. The document chartering the fi rm is folded in such a way 

that bondholders precede stockholders in a claim on the fi rm’s income, 

with interest being paid before dividends. In the event of a bankruptcy, 

bondholders also have a prior claim to the assets of the company  compared 

Issuer GM 

Underwriter
MORGAN
STANLEY

Sales
MERRILL
LYNCH

NYSE

Trading
SALOMON
BROTHERS

Issuer Ford

Investors 

Figure 1.1 1960s Wall Street Primary Market
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to shareholders. Broking shares and bonds previously brought to market is 

also an exercise in risk transfer, as shown in Figure 1.2.

Wall Street connects and collects in this risk-transfer business, bridging 

those with surplus capital to those with a defi cit, exacting a toll for the 

service. It earns revenue by charging commissions and fees for transaction 

and advisory services related to the issuance, purchase, and sale of stocks, 

bonds, and insurance products, as well as from extracting bid/ask spreads 

and taking proprietary trading positions sometimes against those of its 

customers.

During the era of fi xed commissions, the only access to these securi-

ties was through member fi rms of the country’s stock exchanges, and the 

toll was high. In 1971, buying 100 shares of AT&T at $50 had a fi xed 

commission of $440, or $4.40 a share. This put investors at an immedi-

ate 9 percent disadvantage on their purchase and another 9 percent on the 

sale. Today, investors can do the same transaction for about $8.50, or 8.5 

cents a share. The SEC phased in competitive commission rates beginning 

in April 1971 and ending four years later.

The federal government didn’t (and still doesn’t) guarantee funds 

at a securities fi rm the way it had guaranteed them at banks and S&Ls 

since the 1930s. It wasn’t until 1970 that Congress created the Securities 

Issuer Ford

Underwriter
MORGAN
STANLEY

Sales
MERRILL
LYNCH

NYSE

Trading
SALOMON
BROTHERS

Issuer GM

Investors 

Figure 1.2 1960s Wall Street Secondary Market
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Investor Protection Corporation, which was designed to be the investors’ 

fi rst line of defense in the event a brokerage fi rm failed and owed custom-

ers cash and securities missing from their accounts. The FDIC protected 

deposits at banks, and Congress wanted some protection for investors’ 

money at securities fi rms. This is not a guarantee on the securities them-

selves, only the content of the accounts at the fi rms. But it is an insurance 

fund, not a federal government agency.

End of an Era

Harry Brown, the co-creator of the world’s fi rst money-market mutual 

fund, which opened to the public just weeks after Nixon severed the 

dollar’s link to gold in 1971, died on August 11, 2008. He was 82. 

A month later, in the wake of the Lehman bankruptcy, his Reserve 

Primary Fund met its own demise: Tuesday, September 16, at 4:00 p.m., 

the Reserve Fund “broke the buck.” Its net asset value fell below $1 a 

share. Shareholders clamored to exchange their shares for cash just like 

the mob had at George Bailey’s Building & Loan in It’s a Wonderful Life. 

Investors rushed to redeem their shares because the Reserve held $785 

million in debt of Lehman Brothers Holdings Inc., which the day before 

had fi led the largest bankruptcy ($639 billion) in U.S. history when 

weekend meetings with the Fed and the Treasury failed to secure a shot-

gun wedding akin to the one carried out between Bear Stearns Cos. and 

JPMorgan Chase & Co. six months earlier.

On Saturday, September 13, 2008, the U.S. Treasury and the Federal 

Reserve had summoned the chief executive offi cers of Wall Street fi rms for 

a second day of talks to fi nd a solution to the plight of Lehman Brothers 

Holdings Inc. On September 14, Bank of America Corp. abandoned talks 

to buy Lehman Brothers Holdings Inc., less than three hours after Barclays 

Plc said it wouldn’t buy the faltering investment bank, and instead agreed 

to buy Merrill Lynch.5
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Within hours of the Reserve Fund suspending redemptions September 

16, American International Group Inc, the biggest U.S. insurer, was effec-

tively nationalized by the U.S. government with an $85 billion loan from 

the Federal Reserve in exchange for a 79.9 percent ownership interest 

in the company. Five days later, the two remaining bulge-bracket Wall 

Street investment banks, Goldman Sachs and Morgan Stanley, applied 

to the Federal Reserve for status as bank holding companies. The Fed 

approved the applications, which converted the investment banks into com-

mercial banks subject to Fed regulation. The Wall Street business model 

had broken.

To grasp the magnitude of how things changed in September 2008, 

consider the following: Lehman, the oldest bulge-bracket securities fi rm 

on Wall Street, fi led the biggest bankruptcy in history after Bank of 

America and Barclays Plc pulled out of talks to buy the New York–based 

investment bank. Bank of America, the biggest U.S. consumer bank, 

instead agreed to acquire Merrill Lynch, the biggest U.S. brokerage fi rm. 

Next, the oldest U.S. money-market fund, Reserve Primary Fund, broke 

the buck after writing off $785 million of debt issued by the bankrupt 

Lehman. The largest U.S. mortgage lenders and biggest U.S. corporate 

borrowers, Fannie Mae and Freddie Mac, had been taken over by the 

U.S. government the week before. IndyMac Bankcorp, the largest inde-

pendent mortgage lender, had failed in August, and in the biggest bank 

failure in history, Washington Mutual, the country’s largest S&L, fi led for 

bankruptcy in late September, a month that marked the end of an era.
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T he all-or-none proposition of Wall Street’s risk-transfer products, 

owning stocks or bonds, didn’t sit well with every investor. The 

stock could decline to zero, and the bond did not allow investors 

to participate in a rising value of the company. So Wall Street, for decades, 

worked with companies to offer hybrid securities that used Financial 

Origami to fold together the attributes of the hierarchy of claims on the 

company’s earnings and assets. In effect, these instruments have some 

 insurance-like traits that provide some risk management features. Issuers 

and investors share some of the risks of the securities. For example, preferred 

stock shares features of common stock and a bond. Like common stock, 

preferred shares do not have a fi rst claim on the assets of the fi rm in the 

event of a bankruptcy. Like bonds, the shares have a fi xed, periodic pay-

ment; common stock dividends are not compulsory as they are with pre-

ferred shares. Convertible bonds give investors the option of exchanging the 

initial loan into equity later if the stock price rises above a given price. 

Convertible preferred stock works in a similar manner. It’s all simply a matter 
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of Financial Origami, folding the attributes of a call option into a bond or 

preferred stock.

Companies also issue callable bonds, which grant the issuer the right to 

redeem the bonds before their stated maturity. An issuer has an incentive 

to do this if interest rates decline after the bonds are sold. For example, 

an issuer offers an above-market interest rate in exchange for the right to 

redeem the bonds before their stated maturity. The company would do 

this if interest rates fell far enough after the bond issue and would issue 

new bonds at the new, lower interest rate and use the proceeds to redeem 

the old, higher-interest bonds. The investor assumes the risk of early 

redemption and therefore demands a higher initial interest rate on the 

bonds. Companies also have issued put-able bonds, which allow the inves-

tor to sell the bonds back to the company at face value before the stated 

maturity date. Because this places risk on the company, it offers a lower 

initial interest rate than those without the option, and investors pay a 

price for that option in the form of a lower interest rate. In each case, 

there is a bit of Financial Origami. These are just a few examples of the 

risk management features folded together to create new securities. Thus a 

seesaw of risk transfer is developed between issuer and investor, trading 

portions of their respective risks in exchange for some price.

In addition to what type of securities investors bought, the way they 

bought them also offered a way to manage the risk assumed when pur-

chasing the securities. Mutual funds pooled resources by issuing shares and 

using the proceeds to purchase assets (stocks). If any single security in the 

pool failed, at least it was not a total loss for the investors. This also made 

it easier for investors with small amounts of money to get exposure to 

stock market assets. The mutual fund was Financial Origami in that it pre-

sented a veneer product for investors who had too little money to invest 

in stocks directly. The same was true for T-bills, as in the case of Harry 

Brown’s Reserve Primary Fund.

A money-market mutual fund is a special kind of company: It sells 

shares to investors and uses the proceeds to buy debt maturing in a 
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 relatively short time period that is also investment-grade as determined by 

the nationally recognized securities rating organizations. For decades the 

SEC only recognized Moody’s, Standard & Poor’s, and Fitch. The  premise 

is that it’s improbable that a highly rated company would default on its 

debt in that short a period of time, and a money fund breaking the buck 

seemed an improbable event. Aristotle, more than 2,000 years ago, labeled 

improbable events “Black Swans,” a term that has come into vogue since 

2007 with the publication of Nassim Talib’s best-selling book The Black 

Swan. “Improbable,” however, does not mean “impossible.”

Hedge funds are Financial Origami of mutual funds. They are basi-

cally mutual funds for rich people, wherein investors forfeit a percentage 

of profi ts to the fund manager as an incentive, a practice prohibited in 

mutual funds. The typical compensation structure is for the hedge fund 

manager to get 2 percent of the assets managed plus 20 percent of any 

profi ts. Hedge funds are lightly regulated because the government reckons 

investors with more than $1 million to invest are sophisticated enough 

not to need the government looking after their investment decisions. The 

Securities and Exchange Commission has a similar policy for commercial 

paper, promissory notes issued by corporations. The Commission decided 

that large institutions investing in commercial paper didn’t need its pro-

tection for short-term loans of up to 270 days, so those securities do not 

have to be registered with the SEC.

For decades, the attributes of securities as well as the way they were 

purchased were the main tools Wall Street offered investors as “insurance 

vehicles” to protect the value of their investments, to blunt the effects 

of adverse price movements. Harry Markowitz, a University of Chicago 

professor and eventual Nobel Laureate in economics, added to the risk 

management toolkit by showing how to mix securities in a portfolio 

rather than simply mixing traits in a single security or the way they were 

purchased. His seminal 14-page paper “Portfolio Selection”1 showed how 

to optimize the tradeoff between risk and return by folding together a 

 portfolio of securities based on how returns and their variance behaved 
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in the past. Markowitz’s key insight was that the expected return of a 

 portfolio was an average of the past returns of the securities comprising it, 

but the risk, or expected variability of returns, was not a simple average. 

This was the “magic” of diversifi cation and depended on how closely the 

 securities’ returns were correlated—that is, how often and to what degree 

the returns rose and fell together. The less correlated the better.

The Three Derivatives

Hybrid securities and diversifi cation provided some degree of risk man-

agement, or insurance-like protection from adverse price change, but not 

enough to handle the volatile fi nancial environment that would unfold 

when the government removed some of the strictures of the “fi xed” land-

scape such as the peg between the dollar and gold and the ceiling on inter-

est rates. Relaxing these government regulations incentivized Wall Street 

to trot out some old pieces of paper: options contracts, futures contracts, 

and swap contracts collectively known as derivative contracts.

Derivatives are contracts, promises to execute fi nancial transactions in the 

future under specifi ed circumstances, sometimes depending on whether spec-

ifi ed events happen or fail to happen. They are not securities. The  contracts 

are called derivatives because their price today is derived from the cash mar-

ket price (today’s price) and/or the likelihood of future events happening or 

not. These events could be rising or falling prices of securities, commodities, 

interest rate changes, as well as weather events or political races.

When pricing the savings account, one can ignore the source of inter-

est being paid and principal being returned because federal deposit insur-

ance guarantees it. Unlike the savings account, which can be valued by 

calculating the present value of the interest payments and the return of 

principal, pricing a derivative relies on the present value of securities or 

other derivatives, and often only if some event in the future happens. And 

the bank accounts are federally insured; derivatives are not, which makes 
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the source of repayment in derivatives and the likelihood of events com-

ing to pass all the more important.

Options

Option contracts are at least as old as ancient Greece, as reported in 

Aristotle’s Politics around 335 BCE when Thales of Miletus used call 

options to profi t in the olive-press market.2 Additionally, Phoenician mer-

chants sold options on the goods in their incoming ships. Options were 

even used in the seventeenth-century tulip mania in Holland.

Conceptually, options work like insurance, although technically they 

are not. Our health insurance premiums effectively give us call options in 

which we reserve the right to call upon the insurance company to pay 

our medical bills in a given year if they rise above a certain amount, the 

deductible. Our auto insurance is akin to put options, in which we pay 

annual premiums and reserve the right, in the event we total the car in 

an accident, to put the car to the insurance company and receive the blue 

book value in cash.

The year 1971, which would prove pivotal for many reasons, was 

seminally important for options. Professors Myron Scholes and Fisher 

Black wrote a paper on options pricing and presented it at a confer-

ence at the Massachusetts Institute of Technology in May that year. The 

options pricing model was refi ned with assistance from Robert H. Merton 

and published two years later as “The Pricing of Options and Corporate 

Liabilities.” The Chicago Board Options Exchange opened that same year 

and provided the perfect testing ground for the practical implementa-

tion of the Black-Scholes and Merton model. Although the missing math 

Merton brought to the equation did come from rocket science (literally 

Ito calculus, for rocket trajectories), understanding the pricing principle is 

well within the grasp of those whose feet are fi rmly planted on the ground 

and who have bank accounts.
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Within six months of its publication, the Black-Scholes model, as it 

is known, had become so widely used by traders at the CBOE that Texas 

Instruments produced a handheld calculator pre-programmed with the 

formula to generate option prices based on the model.

In his Nobel lecture, titled “Derivatives in a Dynamic Environment,” 

Scholes told of his request to Texas Instruments for royalties. TI refused, 

citing the fact that the formula was in the public domain. “When I asked, 

at least, for a calculator, they suggested that I buy one. I never did.”3 

Perhaps he should have. A year after winning the Nobel Prize in 1997, 

he and co-winner Robert Merton (Fisher Black had died a year ear-

lier) helped blow up hedge fund Long-Term Capital Management using 

some of his theories, nearly triggering a U.S. fi nancial market melt-

down. The New York Federal Reserve arranged for 14 Wall Street 

fi rms, most counterparties to LTCM trades, to buy the troubled fi rm for 

$3.6 billion.

Futures

Futures contracts are at least as old as twelfth-century European trading 

fairs, which used the lettre de faire, a document specifying the delivery of 

goods at a later date. Because of the diffi culties and expense of carting all 

of one’s commodities to market, merchants would bring a sample of their 

goods to the fair and sell a lettre to the buyer. The goods would be deliv-

ered at an agreed-upon later date.

Initially used as a contractual agreement between two parties to 

exchange money for goods on a certain date in the future, at a price 

agreed upon today, these letters eventually were refolded to be nego-

tiable and transferable. This enabled them to be sold to third parties, or 

even resold to fourth or fi fth ones, before the agreed-upon date when the 

goods would be delivered at a specifi ed location and sold to whoever held 

the lettre. The obligations, or risk, in the agreement could be transferred to 

another party simply by selling the document.
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By the mid-nineteenth century, with a bit of Financial Origami, the 

letters had been folded into forward contracts known as “to-arrive” con-

tracts. These are legally binding contracts in which a buyer and seller 

agreed to exchange goods for money on a specifi c future date. Futures 

traditionally were used in agriculture markets to manage the risk of price 

fl uctuations between planting in the spring and harvesting in the fall. 

Farmers feared falling prices; grain processors feared rising prices. Ideally, 

the farmers could, at planting in the spring, contract directly with the 

likes of, say, Quaker Oats to deliver the harvested crop in the autumn 

but at a price negotiated in the spring. Geography and busy schedules 

make such direct contact expensive if not impossible, so the commodity 

exchanges developed to serve as a central market for placing orders and 

a clearinghouse for settling transactions, guaranteeing that trades will be 

completed if one party defaults. Farmers, traders, and  companies  willingly 

execute anonymous transactions because they know the exchange’s 

clearing house itself is standing behind fulfi llment of the obligations. 

Everyone entering a contract has to pay a security deposit. And each must 

maintain a minimum balance in that account, which is monitored on a 

daily basis to ensure that threshold is being met.

Swaps

The third category of derivatives is swaps, and they are as old as cave 

people. A swap is simple barter, an exchange of items deemed to be of 

equal value by the parties involved. As its name suggests, a swap means no 

money need change hands when entering the contract in the fi rst place.

To see how swaps work, consider a simplistic example of two 

homeowners living next door to each other: They have identical houses 

and identical mortgages, except that one has a variable rate that resets every 

three months and the other is a fi xed rate. Five years into their 30-year 

mortgages, the variable rate homeowner thinks, or fears, interest rates 

will rise and wants to refi nance into a fi xed rate mortgage. His neighbor 
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thinks rates are going to decline and wants to refi nance into a variable 

rate. But refi nancing involves transaction costs such as title verifi cation 

and closing fees. They could agree to make each other’s mortgage pay-

ments. Alternatively, they could agree to calculate the prevailing fi xed and 

variable rates applied to the outstanding balance of the mortgage (in this 

simplifi ed example, the two mortgage balances are identical), net them 

out, and one neighbor will cut a check to the other for that amount.

With the most popular variety, an interest rate swap, two parties 

agree to exchange interest payments for a period of time, usually fi ve years. 

One rate is usually fi xed and the other fl oats, or resets, periodically dur-

ing the term of the agreement. The fl oating rate is usually tied to an  easily 

observable, transparent reference rate such as 90-day rates in London, the 

London Interbank Offered Rate (LIBOR). LIBOR is a time deposit of 

U.S. dollars in a bank outside the United States.

The interest rate swap contract answers the question: What fi ve-year 

fi xed interest rate delivers the same present value dollars in interest as 

fi ve years’ worth of the sequential 90-day rates currently available in the 

market? Remember, this present value pricing is the same as done with 

the bank accounts discussed earlier. Take the serial 90-day interest rates 

 available in the market right now out to fi ve years and calculate the pres-

ent value of, say, a million dollars at those rates. Now, what fi xed rate 

for fi ve years would generate the same present value of dollars? That’s the 

fi ve-year swap rate.

The two interest rate choices are seen as identical because mathe-

matically they are. That’s why it’s called a swap. Because the two are 

 identical, no money need change hands when the contract is entered into. 

Every 90 days the prevailing 90-day interest rate is applied to the million 

 dollars, the original fi xed rate is applied to the same amount, and the net 

amount is given to the party whose terms are favored. In between these 

quarterly dates, in fact starting immediately after the contract is entered 

into, the contract changes value with changes in that series of short-term 

interest rates.
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In some swaps, the parties exchange assets while others only exchange 

income streams. The variety of forms that swaps that can be folded into is 

almost endless, but they are all swaps. Credit default swaps, for example, 

instead of swapping interest payments, exchange (i.e., swap) the underlying 

assets (i.e., bonds and cash) being bet upon in the event of a downgrade 

or default or other so-called credit event. They are contracts, as opposed 

to securities. They provide protection against a company’s defaulting on 

its debt. The contracts provide insurance-like traits, but technically are 

not “insurance.” One party seeks loss protection and the other provides 

it, much the way auto and homeowners insurance policies work. In an 

insurance contract, an insurer pledges, against receipt of a premium(s), to 

compensate the insured for a loss, damage, or loss of expected advantage 

that the insured could suffer as a result of an event. Having exposure to 

a “potential loss,” however, is not required in order to enter a deriva-

tives contract. The contracts offer insurance-like  protection, but need of 

3. INSURANCE

-Hybrid securities mix Traits
-Diversification mixes Assets

DERIVATIVES

1. Options
2. Futures
3. Swaps

2. BONDS

GNMA Pass-Through
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Figure 2.1 Wall Street’s Three Pieces of Paper, Which Get Folded into New 
Securities
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protection is not a prerequisite to enter one. Interest rate swaps protect 

against swings in the price of bonds due to changes in  interest rates; credit 

default swaps offer protection against permanent impairment to the prin-

cipal of the bond.

Figure 2.1 shows the basic pieces of paper that Wall Street traffi cs in 

when transferring risk from those who do not want it to those who do. 

It’s the starting point for a series of diagrams to follow that show the evo-

lution of Wall Street’s Financial Origami.
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T erms such as derivatives, exotic investments, and fi nancial engineering 

conjure complexity that can intimidate people not trained in 

fi nance, and sometimes even those who are. Despite the highfalutin 

language, Wall Street offers three easy-to-understand products: ownership, 

loanership, and insurance, stocks, bonds, and derivatives, respectively. It then 

folds and refolds them into more intricate investment instruments with 

higher commissions and wider bid-ask spreads, depending on incentives 

in a given situation. This is the reason for the metaphor of origami, which 

has a few basic folds used to create a large number of intricate forms.

For example, an equity call option folds together the features of a 

T-bill and a number of shares of the stock. As the stock price rises, the 

investor buys more shares; as it falls, shares are sold. This means buying 

shares high and selling them low, so there is a cost, or loss, by the time 

the expiration date arrives. That amount equals what the price of the call 

option should have been at inception.

An interest rate swap is simply a series of 90-day time deposits or 

futures contracts on Eurodollars folded into a single instrument. A trader 
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or investor could create an interest rate swap from those futures contracts. 

Wall Street simply offers a veneer product behind which is the series of 

futures. An inverse fl oating-rate note folds a fi xed-coupon bond with 

an interest rate swap. The list goes on. The “innovations” are really just 

new ways of packaging, or folding together, the features of the three basic 

pieces of paper. In other words, they are just Financial Origami.

The late Merton Miller, University of Chicago fi nance professor and 

1990 Nobel Prize Laureate in economics, wrote that “The major impulses 

to successful innovations have come, I am saddened to say, from regulations 

and taxes.”1 Market participants try to avoid existing rules, regulations, and/ 

or taxes via “new” products or processes. For example, when the Clinton 

Administration passed legislation limiting to $1 million the amount of CEO/

offi cer pay that could be deducted as an expense, the offi cers demanded 

options as compensation. The options were not counted as “expenses,” 

so they didn’t reduce profi ts. If share prices fell, boards of directors often 

“reset” the price (exercise price) of options to compensate.

This should not come as a surprise, because people respond to incen-

tives. Miller went on to say, “Each innovation that does its job success-

fully earns an immediate reward for its adopters in the form of tax money 

saved. The government is virtually subsidizing the process of fi nancial 

innovation just as it subsidizes the development of new seeds and fertil-

izers, but with the important difference that in fi nancial innovation the 

government’s contribution is typically inadvertent.”2

Incentives to innovate, however, are not confi ned to government-

implemented barriers such as regulations, so-called constraint-inclined inno-

vation. Relaxing standards or removing rules also can provide incentives. 

As we’ll see, two of the biggest bursts of “fi nancial innovation” coincided 

with the relaxation of rules, standard business practices, or regulations.

Whether it’s the existence, imposition, or the relaxation of regulatory 

barriers, an initial phase of win-win for clients and innovators  usually 

prevails because the incentives of the seller and buyer are aligned and 

transparent. These incentives lead to Financial Origami, which solves a 
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problem. Wall Street, however, has a long history of taking a good idea 

and running it into the ground. The process can be described in this sche-

matic: (1) Rules, (2) Refold, (3) Rave, (4) Ruin.

The rules or regulations in stage one can be in place, be imposed, or be 

relaxed. In stage two, responding to incentives from stage one,  innovators 

refold the existing core or derivative products into new ones in order to 

solve a client problem or to skirt the rules or to take advantage of new 

standards, but in any event to make money. In stage three, everyone raves 

about the innovation’s success. In stage four, what started as a good idea is 

taken too far and run into the ground.

Changing the Rules

Starting in 1946, when the Bretton Woods accord took effect just after 

WWII ended, the dollar-gold peg anchored the global fi nancial system’s 

trade and fi nancial fl ows, and European currencies were pegged to the 

dollar within a narrow band of fl uctuation. Foreign central banks could 

exchange paper dollars for gold, and vice versa, at a fi xed price of $35 

per ounce. And with the exception of a brief period in 1968 when the 

London Gold Pool broke, thanks to large French purchases, the offi cial 

world price of gold was $35 U.S. per ounce.

After years of profl igate U.S. government spending to pay for a for-

eign war in Vietnam and a domestic one on poverty in the 1960s, the fi xed 

fi nancial environment came under intense pressure in 1971. The U.S. 

government had been printing dollars to pay for these expensive ventures, 

and the surfeit of dollars created incentives for people, especially foreign 

central bankers, to exchange them for gold at the U.S. Treasury.

On August 15, 1971, President Richard Nixon slammed shut that gold 

window. The new environment of fl oating currency values unleashed a 

new risk: infl ation that surged from 3.3 percent in 1971 to 12.3 percent 

three years later. The dollar buckled, and gold and crude oil soared as 

shown in Figure 3.1. U.S. Treasury Secretary John Connally in 1971 told 
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a delegation of Europeans worried about exchange rate fl uctuations that 

the dollar was “our currency, but your problem.” Companies and inves-

tors needed new risk management tools to mitigate the risk of foreign 

exchange fl uctuations and their attendant infl ation.

Chairman of the Chicago Mercantile Exchange Leo Melamed 

asked University of Chicago professor Milton Friedman (another Nobel 

Laureate) to conduct a study on offering futures contracts on curren-

cies. Published in 1971, the 11-page paper, titled “The Need for Futures 

Markets in Currencies,” became the intellectual foundation for the 

birth of currency futures, which started trading six months later. Thus, 

the CME offered the fi rst fi nancial futures contracts, giving business and 

fi nancial managers the same risk transfer abilities used in agriculture mar-

kets for more than 100 years.

Banks were limited to taking deposits and extending loans, and only 

in the state in which they were headquartered. That changed after 1981, 
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the fi rst full year the Depository Institutions Deregulation and Monetary 

Control Act (DIDMCA) was in effect with deregulated interest rates. The 

Federal Reserve had previously set interest rate ceilings in the banking sys-

tem under Regulation Q, part of the Glass-Steagall Act of 1933.

The DIDMCA also expanded S&L powers, increased deposit insur-

ance from $40,000 per account to $100,000, and allowed banks and S&Ls 

to pay interest on checking accounts. Citigroup lawyers, attentive to loop-

holes in the banking laws, that year moved the bank’s credit card business 

to South Dakota to skirt usury laws.

The Act also allowed the establishment or acquisition of a trust com-

pany across state lines starting in October 1981, the same month that inter-

est rates on 30-year U.S. Treasury bonds peaked at a record 15.84 percent. 

On October 1, 1981, within 24 hours of the peak in the Treasury yields, 

and therefore the trough in their prices, oil prices peaked and commod-

ity  trading fi rm Philips Brothers bought Salomon Brothers, as shown in 
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Figure 3.3. Oil prices, Phibro’s area of expertise, were at a record high and 

bond prices; Salomon’s area, at a record low.

By the end of 1981, U.S. Treasury-bill futures traded at the CME had 

become the biggest on the exchange by volume, trading 5.6 million contracts 

representing $5.6 trillion of securities. U.S. government debt outstanding at the 

time was only $820 billion and gross domestic product was $1.1 trillion. Basically, 

there were more side bets on T-bills than there were T-bills to settle the bets.

A New Environment

The new interest rate environment created incentives to develop risk manage-

ment tools that would mitigate the impact of wildly fl uctuating interest 

rates. In 1981, the Street refolded futures contracts to omit the requirement 

of physical delivery in this case, with Eurodollar futures, a contract on the 

LIBOR, helping it replace T-bills as the benchmark short-term interest rates.
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It was a wonderful piece of Financial Origami. For the fi rst time, a 

futures contract settled only with cash, not with an underlying asset. This 

made it possible to bet on changes in the level or value of all sorts of 

indexes and events. Cash settlement opened avenues for index products 

of almost limitless variety. That same year, 1981, brought the fi rst com-

modity exchange memberships for trading stock index futures, which also 

used the cash settlement feature.

Eurodollar futures enabled the widespread use of the third category 

of derivatives: swaps. The fi rst interest rate swap was done in London in 

1981. The fi rst currency swap also took place in 1981, between IBM and 

the World Bank, and was a way to avoid regulations in place at the time: 

back-to-back loans, which were reciprocal agreements to lend money to 

each other’s domestic subsidiaries. A British company would agree to lend 

pounds to an American company’s U.K.-based subsidiary if an American 

company would lend dollars to the U.K. company’s U.S.-based subsidiary. It 

worked, but it was a very messy process and time consuming to fi nd eligible 

partners. IBM and the World Bank participated in the fi rst currency swap by 

taking advantage of their respective, unique positions in the bond markets.

The World Bank had reached the limit of Swiss franc borrow-

ing under Swiss law. IBM had a good reputation and willing buyers of 

its bonds, as long as they were denominated in francs. The workaround 

was for IBM to borrow in francs and for the World Bank to borrow in 

U.S. dollars. Next, IBM swapped the francs it had borrowed to the World 

Bank in exchange for the dollars it had borrowed. The two institutions 

deployed the capital and agreed to use those principal amounts to gener-

ate the interest that would be due on the bonds for the length of their life; 

that is, IBM paid the World Bank’s dollar-denominated interest payments, 

and the World Bank paid IBM’s franc-denominated ones. When the 

bonds matured, IBM returned the francs and the World Bank returned 

the dollars so that the principal payments could be made.

Wall Street responded to the changing regulatory environment after 1971 

and 1981 with Financial Origami that refolded the ownership, loanership, 
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and risk management products into new ones to help manage the increased 

risk in the new environment of volatile exchange rates and interest rates.

The money-market mutual fund took its shape from that of the stock 

mutual fund, which pools resources, buys a portfolio of assets, and then 

sells to investors shares of interest in those assets. Mortgage-backed secu-

rities (MBS) had a similar pattern. Banks pooled mortgages (assets) and 

sold them to a Special Purpose Entity (SPE), which in turn sold investors 

certifi cates representing claims to the cash fl ows of principal and interest 

payments, as shown in Figures 3.4 and 3.5.

3. INSURANCE

-Hybrid securities mix Traits
-Diversification mixes Assets

DERIVATIVES

1. Options
2. Futures
3. Swaps

2. BONDS GNMA
Pass-Through

SPEGNMA Pass-Through
Pool ASSETS

1. STOCKS

Mutual Funds
Pool RESOURCES

Figure 3.4 Wall Street’s Risk Transfer Instruments
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Figure 3.5 Government National Mortgage Association Pass through 
Certifi cates
Source: Bloomberg Financial, L.P.
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Investing in Mortgages

The reason for using the SPE was to comply with accounting rules to 

demonstrate that a “true sale” had taken place and that the mortgages 

were truly removed from the bank’s balance sheet. While part of that 

was for accounting reasons, it was also to avoid any perceived confl ict of 

interest. The bank was not allowed to meddle in the automatic process 

of “passing through” the interest or principal.

Securitizing mortgages enabled banks to tap investors rather than just 

savers. Banks channeling savings into mortgage loans could only offer as 

much of the latter as it gathered of the former. Moreover, the banks had 

to hold the mortgages until they were paid off. The SPE was set up specif-

ically to carry out the pass-through task and got from investors the money 

to buy the mortgages, similar to the way mutual funds operate. Individual 

investors and institutional investors could now earn the interest rates pre-

viously available only to banks and S&Ls. And those institutions, having 

sold the loans to the SPE trust, had new funds to lend to new borrowers.

The fi rst such securities were Government National Mortgage Asso-

ciation pass-through certifi cates, guaranteed by the “full faith and credit 

of the U.S. government.” This made them as safe as U.S. Treasuries, but 

they had higher yields. The fi rst GNMAs were as generic as could be: All 

the mortgages in the pool came from the same issuer (bank or S&L), had 

the same coupon, and were originated within three months of each other. 

Later patterns, as interest rates became more volatile, had a range of issuers 

and range of interest rates on the underlying collateral mortgages.

In 1971 Freddie Mac issued its fi rst participation certifi cate, which mim-

icked the model of GMNAs using private mortgages. In 1981, Fannie 

Mae issued its fi rst such security and called it a mortgage-backed security.

The federal government guarantees the repayment of principal 

and interest on all GNMAs. Every monthly mortgage payment pays 

some interest and repays some principal, so every pass-through pay-

ment gave investors some of their principal back. This also meant that if 
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homeowners paid off their mortgages early, because they refi nanced the 

mortgage or moved or simply had enough money to do so, the entire 

principal amount was returned to investors before the anticipated 30-year 

life of the mortgage pool. The risk of these securities is when, not whether, 

you’d get your money.

This so-called prepayment risk is a negative feature of mortgage-backed 

securities. Prepayment is a problem for insurance companies and pension 

funds, which tend to want bonds with longer-term maturities to match 

the longer-term dates on which they would have to pay out benefi ts. It is 

also a problem for smaller banks that might purchase the securities; they 

want shorter-term bonds that would match their shorter-term  liabilities 

(deposits). The solution was simple enough, even if it took a long time 

for someone to light on it. In 1983, bankers applied to mortgages the prin-

ciple of tranching from stock and bond issuance, as shown in Figure 3.6. 

That is, ranking claims on the income streams and assets of the company, 

Wall Street modifi ed the pass-through nature of GNMAs and channeled 

principal payments, as well as any principal prepayments to one group of 

investors, buffeting another group from prepayment risk. Rather than pass 

through the payments untouched, Collateralized Mortgage Obligations 

(CMOs) tranched by channeling prepayments by maturity classes, as shown 

in Figure 3.7.

Whereas GNMA had an explicit U.S. government guarantee of pay-

ment of interest and principal, Fannie Mae and Freddie Mac had only an 

implicit one. The federal government promised a line of credit of $2.25 

billion to each of the institutions if they experienced fi nancial diffi culties, 

but that was not the same thing as the “full faith and credit” guarantee of 

U.S. Treasuries. Investors knew the agency mortgages conformed to fed-

eral guidelines and were insured by the Federal Housing Authority (FHA) 

or the Veterans Administration (VA), but they were not guaranteed by the 

federal government.

Bankers soon realized that mortgages were not the only loans on their 

books that they could securitize. Loans and bonds banks held could be 
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folded together and sold much the way mortgages had been, as shown 

in Figure 3.8. The mortgages were insured; the loans and bonds being 

bundled were not. So the bankers added “credit enhancement” by pur-

chasing insurance from a monoline insurance company, such as Ambac 

CMOs

SPE
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Figure 3.6 Collateralized Mortgage Obligations Used the Same Pattern 
as GNMAs
Source: Bloomberg Financial, L.P.
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or MBIA. If the bond defaulted, the monoline would pay it off in full in 

exchange for the damaged bonds much the way an auto insurance com-

pany would “buy” a totaled car. The bank sold the “enhanced” loans to 

an SPE, which in turn issued and sold Collateralized Loan Obligations 

to investors. As before, this gave institutional investors access to yields 

 previously only available to banks.

Banker Incentives

Bankers had several incentives for these activities. First, keeping the 

loans required setting aside regulatory capital to blunt any initial losses. 

The capital they set aside for these loans was dead capital, especially if 

the bank estimated the probability of loan default was low. If the loans 

were performing, the banks could entice investors to take the loans via 

CLOs, and the banks would free up capital to extend new loans. Second, 

accounting rules also allowed banks to recognize as revenue in the current 
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Figure 3.8 CLOs, CBOs, and CDOs Are Financial Origami of GNMAs
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year all the future years’ servicing income, rather than spreading it out 

equally over the future years of the loan. Collateralized Loan Obligations 

resembled the original GNMAs, but differed in that source and reliability 

of the interest and principal repayments were not federally insured mort-

gages. Rather, the collateral was loans made to the banks’ customers. 

Collateralized Bond Obligations simply packaged sovereign and/or cor-

porate bonds. Collateralized Debt Obligations bundled all sorts of debt, 

including mortgages, sovereign bonds, and loans.

This is another example of Wall Street’s being in the risk-transfer 

business; moving it from those who don’t want it to those who do. While 

it does raise capital for companies and governments, that is a consequence 

of the task of transferring risk. Initially, it takes private companies pub-

lic via initial public offerings. In doing so, risk of ownership is shifted to 

other parties. Ownership is not the only risk to transfer; so-called loanership 

too, via bond issues, transfers risk from those who don’t want it to those 

who do. While government entities do not issue stock, they do transfer 

the risk of failing to collect suffi cient tax receipts.

Wall Street fi rms also act as agents in the secondary market. After a 

security is sold to the public, if and when any of the buyers wants to sell 

the security, Wall Street can act as intermediary to fi nd a willing buyer. It 

can also act as principal, “taking the other side of a trade or transaction” 

from a client or other Wall Street fi rm if a willing buyer cannot be readily 

found. In the secondary market, investors often move capital among asset 

classes variously seeking to assume more-risky assets or dispose of them.

Sometimes this means matching up buyers and sellers, in which case 

Wall Street is an agent. When matching parties are not to be found, the 

fi rms often step in to take the other side of the trade from their  customers, 

as well as other fi rms on the street. This transfers the risk to itself, acting as 

a principal.

Insurance, the last category of Wall Street’s offerings, historically was 

a risk-sharing business; losses in an insurance pool are split among the insur-

able group paying premiums. An insurance company that incurs large 
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losses due to a natural disaster, for example, is allowed by its regulators to 

make up for the losses by raising premiums in the following years. Mutual 

funds pool investors’ resources and issue shares in a company formed for 

the special purpose of buying shares in public companies. GNMAs pool 

assets of mortgages rather than pooling resources. Wall Street, however, 

introduced a new fold to the insurance process by adding risk transfer to 

the risk-sharing features. And it did the same with derivatives. When 

willing counterparties were not readily found for the fi rms to act as 

agents, they offered to stand in as principals and take the other side of the 

trade. The more they did this, the more the shape of the industry itself 

began to change.
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F olding existing products into “new” ones is not the only Financial 

Origami performed in the world of fi nance as the regulatory envi-

ronment changed to fi xed from fl oating for foreign exchange rates 

and interest rates. Wall Street also took on a new shape. It changed from a 

horizontal industry of fi rms specializing in specifi c tasks within the risk-

transfer business into a vertically integrated one with fi rms assembling the 

respective tasks under the same roofs. In another bout of Financial Origami, 

the fi rms also refolded their business charters from private partnerships to 

publicly traded, shareholder-owned corporations.

Remember, Wall Street is in the business of transferring risk. Through 

advisory, it helps clients decide whether to do it; through underwriting, 

distribution, and trading, it helps clients decide how to do it.

Investment banking, advising corporate clients on mergers and acqui-

sitions, fi nancing, and underwriting sales of stocks and bonds was the near 

exclusive domain of so-called “white shoe” partnerships, such as Morgan 

Stanley, First Boston, and Dillon Read. They didn’t sully their reputations 

with a sales force, much less a trading department. They advised their  clients, 
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using exclusive relationships, on transferring risk. When International 

Business Machines wanted to raise capital in the public securities markets, 

for example, it called “its” investment banker: Morgan Stanley. Companies 

usually had “exclusive relationships” with their bankers, who considered it 

bad form to try and poach clients from other Wall Street fi rms.

It was a clubby environment. Morgan Stanley was the preeminent invest-

ment bank in the United States after World War II. Like most, it insisted 

on being a client’s-only investment banker. And investment banking was all 

Morgan Stanley did. The fi rm did not even have investment management, 

equities research, or government bond trading until that fateful year 1971. 

Brokerage fi rms, also known as wire houses, such as Merrill Lynch handled 

buy and sell orders from individual and institutional investors. For most of its 

history, Wall Street’s “stockbrokers” were called “customers’ men,” and they 

were paid a salary, not commission. Trading fi rms, such as Salomon Brothers, 

dealt mostly with institutional clients such as insurance companies and pen-

sion funds wanting to acquire or offl oad large blocks (10,000 or more shares) 

of stock. The fi rms gradually began to encroach on each others’ territory, 

creating a distribution channel housed under one roof.

As the Street folded into single fi rms the activities previously done by 

separate companies, confl icts of interest were inevitable. And they did appear 

in some shape or form over the decades: insider trading, front-running, price 

fi xing, and others. But they reached epic proportions in 2000, and Biblical 

ones thereafter. Figures 4.1 and 4.2 show how Wall Street refolded itself from 

a relatively horizontal industry to a vertically integrated one over the years.

The vertical integration of the risk-transfer business created con-

fl icts of interest, incentives for some employees to enrich themselves even 

if it meant favoring some customers at the expense of others. For example, 

when a brokerage fi rm in a syndicate has to take an allotment of securi-

ties, regardless of whether it wants to, there is an incentive to tout and 

cram that product through its sales distribution network. In this case, the 

 corporate client selling the stock was favored over the retail client  buying it. 

Similarly, investment bankers eager to win business from corporate clients 
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had an incentive to infl uence research analysts at the investment bank and 

give securities a favorable rating regardless of whether deserved. Having prop-

rietary trading desks folded into the company alongside those fi lling orders 

for customers raised the prospect that the former could take   advantage of the 

latter. Having the right to price securities or derivatives sold in the over-

the-counter market and make mark-to-market collateral calls invites abuse.

Issuer
GM  

Underwriter
Morgan
Stanley   

Wirehouse
Merrill
Lynch  

NYSE 
Trading
Salomon
Brothers

Figure 4.1 Wall Street Historically Was a Relatively Horizontal Industry

Company M&A

Underwriting

Company 

Risk Arbitrage 

Market Making 

Sales and Trading

Research

Principal

Proprietary Trading 

Wealth

Investors Investors Investors 

Figure 4.2 Wall Street as a Vertically Integrated Industry of One-Stop 
Shopping
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People respond to incentives, and everything else is commentary. 

Money is perhaps the most universal of incentives, as it can be translated 

into whatever the individual actually desires. The way that Wall Street 

paid itself, maybe even more than the amount, goes a long way toward 

explaining its behavior over the years.

Other People’s Money: Equity

Wall Street before 1971 was a guild of private partnerships that guarded 

their capital, used little leverage, and mostly limited their risk to trad-

ing blocks of stock for clients and shares of companies in mergers. The 

New York Stock Exchange prohibited member fi rms from being pub-

licly owned. Partners accumulated capital in the partnership until death or 

retirement, at which time it was paid out. This also meant the partnership 

periodically needed to replace the “retiring” capital by bringing promis-

ing employees into the partnership.

“The partners at Lehman Brothers and the partners at Goldman Sachs 

and the partners at Morgan Stanley didn’t take risk that was dispropor-

tionate to their resources, and when they did, they paid the consequences 

so they tried not to,” according to Peter Solomon, a former Lehman 

executive and now the chairman of New York-based investment bank 

Peter J. Solomon Co.1 The same is true for all Wall Street partnerships.

In relaxing the public ownership rule in 1971, the NYSE set in motion 

Financial Origami that would refold the Wall Street fi rms’ corporate struc-

tures from private partnerships to publicly owned companies. Merrill 

Lynch went public in 1971 and got a new competitor the same year: dis-

count broker Charles Schwab & Co. (founded as First Commander Corp.). 

Figure 4.3 is a timeline of when the bulge bracket fi rms went public.

The trend gathered momentum after the SEC abandoned its opposi-

tion to shelf registrations in 1981. Facing the challenges from  commercial 

banks and other public companies with huge balance sheets, after the 

decision, the other large Wall Street fi rms also began to go public. This 
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allowed the partners to unlock the partnership capital that had for decades 

been pledged to the fi rms. In doing so, the fi rms could now rely on 

“other people’s money” to run the companies. Merrill Lynch started the 

trend in 1971. Salomon Brothers, although not one of the bulge bracket 

fi rms, followed in 1981. The others went public subsequently.

After going public, the businesses exploded in size. For example, 

Figure 4.4 shows the surge in shareholder equity at Goldman Sachs from 

1996, just before it went public, through 2009. “These fi rms are vastly 

bigger than they were, they’re not privately owned partnerships any more 

that are fi lled with people worried about getting their own money back,” 

according to Roy Smith, a fi nance professor at New York University’s 

Stern School of Business and a former partner at Goldman Sachs.2 After 

going public, however, Wall Street fi rms retained the general practice of 

paying the bulk of compensation through an annual bonus system, cal-

culated from the top line of the income statement, not the bottom line. 

Typically, half of a fi rm’s revenues were paid out in compensation.

People respond to incentives. “When the fi rms were private partner-

ships, you had to worry about how you were going to replace the  capital’’ 

when a partner retired, says Anson Beard, who retired from Morgan 

Stanley in 1994 after 17 years at the New York-based company, where 

he ran the equities division and helped with the initial public offering in 

1986.3 “You think differently if you’re paid in cash and not in ownership. 

It’s heads you win, tails you don’t lose. After we went public, we upped 

PARTNERSHIP/AGENT PUBLIC/PRINCIPAL

1984
BSC  

1993
Lehman
Brothers  

1999
Goldman
Sachs  

1971
Merrill
Lynch   

1986
Morgan
Stanley   

1981
Solomon
Brothers

Figure 4.3 Wall Street Firms Go Public
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the cash compensation dramatically.” Merrill Lynch, the largest U.S. 

 brokerage, even paid more to employees in 2007 than it collected in rev-

enue. Revenue, net of interest expense, was $11.25 billion. Compensation 

was $15.903 billion, according to the fi rm’s annual fi ling with the SEC.

“Shareholders share in the downside and not necessarily in the upside. 

That’s the whole story,” says John Gutfreund, who ran Salomon Brothers 

in the 1980s when it was renowned for the size of its trading bets. “It’s 

OPM: Other People’s Money.”4

“We’re essentially running all these investment banks and even the 

large universal banks on the same basis as if they were hedge funds,” 

according to Smith, the former partner at Goldman. Executives “make 

big gains on any gains in the fi rm’s income, whereas they’re not exposed, 

they don’t have to pay it back in the loss.”5

“There are no partners of Merrill Lynch. There are employees,” 

says Peter Solomon. “So they don’t share in the losses and gains the way 

they should. They are able to shed those on to shareholders.” These days, 

Goldman Sachs
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“shareholders and the customers are the people who are fi nancing these 

guys,” he said.6

Agents Transferring Risk Become 
Principals Taking It

The capital gained by refolding the business organization into public com-

panies from partnerships complemented the fi rms’ adding principal risk 

taking to the traditional relationship-based agents of risk-transfer function. 

The former needed a lot of capital; the latter needed less.

Wall Street’s guild had been based on established relationships. Some 

corporate clients had been with their investment bank for more than 100 

years. Being an investment banker was perceived as more prestigious than 

being a trader. The two leading Wall Street fi rms, First Boston Inc. and 

Morgan Stanley, honored a tradition dating back to J. Pierpont Morgan by 

treating traders as socially inferior to bankers. First Boston even called the 

offi ces of its underwriting business the “House of Lords’’ and the trading 

fl oor the “House of Commons.’’ Trading was a bastion of fi rms such as 

Salomon Brothers and Goldman Sachs; it wasn’t even a department at the 

white shoe fi rm of Morgan Stanley until 1971.

This coincided with the change in the rules fi xing the value of the U.S. 

dollar to gold and with the SEC ordering the New York Stock Exchange 

to change its rules on fi xed commissions for buying and selling stocks. It 

also coincided with the NYSE abandoning its rule prohibiting member 

fi rms from public ownership. Beginning that year, institutions could nego-

tiate commission rates with their brokers. That same year, discount broker 

Charles Schwab opened its doors for business, Merrill Lynch went public 

(the fi rst bulge bracket fi rm to do so), and Morgan Stanley added Mergers & 

Acquisitions, Sales & Trading, and Research to its advisory business.

It was the year the fi rst money-market mutual fund, the Reserve 

Primary Fund, and the NASDAQ opened for business. It was also the year 

Intel Corp. marketed the fi rst microprocessor, which in time would 
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revolutionize the way Wall Street did business, from processing trades to 

extending mortgages and pricing securities.

Severing the dollar’s fi xed relationship with gold also triggered a surge 

of infl ation, which leaped to a record 14.8 percent in March 1980, when 

it peaked the same month interest rates were deregulated, from 4.6 per-

cent when Nixon broke the link. The Federal Reserve, whose job is to 

control infl ation, appeared impotent. The rampant infl ation was push-

ing interest rates on Treasuries above the ceiling on banks’ certifi cates of 

deposits, which were set by the Fed.

The changes set in motion in 1971 were making Wall Street less 

clubby, more competitive. A seminal event, one that would help reshape 

Wall Street, occurred in October 1979. Salomon Brothers, in a most 

ungentlemanly act, snatched the largest corporate bond underwriting in 

history from Morgan Stanley. It was a two-part IBM bond issue totaling 

$1 billion, and Morgan Stanley, until that point in time, had been IBM’s 

exclusive investment banker.

On October 4, 1979, Salomon Brothers and Merrill Lynch led 225 

other fi rms in underwriting the offering. Salomon and Merrill were lead 

underwriters, each with $125 million. Morgan Stanley took $40 million; 

First Boston, $20 million; and Goldman Sachs $20 million. The trading 

houses and wire houses were overtly challenging the white shoe advisory 

fi rms. Solomon Brothers, specifi cally John Meriwether of LTCM fame, 

hedged the fi rm’s position by selling T-bond futures.7

The event was all the more poignant because two days later Chairman 

of the Federal Reserve Paul Volcker unilaterally changed the rules of the 

monetary policy game in what became known as known as the Saturday 

Night Massacre. Forty years of Keynesian economics were tossed out the 

window. The Fed would no longer target a fi xed overnight interest rate 

to combat infl ation; instead, it would target money supply and let interest 

rates go where they will. And go they did.

On Monday morning, October 8, interest rates surged. The yield on 

10-year U.S. Treasury note jumped to 9.83 percent from 9.60 percent 
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on Friday, sending the price down. The IBM bonds were still “in syndi-

cate,” which means offered at the syndicate-selling price of $1,000 each 

from the week before. No one would pay that price, given the collapsing 

Treasury bond prices after Volcker’s Massacre. By October 23, the 10-year 

T-note yield had rocketed to more than 11.00 percent. It wouldn’t peak 

until 1981, at 15.84 percent as shown in Figure 4.5.

The trading fi rms were showing they were at least as well suited as 

advisers to manage the risk-transfer function in underwriting even if the 

fi rm did not have buyers lined up on the other side of the agent-based 

transaction. Relationships (bankers) were beginning to matter less, market 

savvy (traders) more.

Salomon had accelerated the Wall Street fi rms’ move from being solely 

agents transferring risk to principals assuming it. Salomon was known 

for its trading prowess, putting its capital at risk to provide  liquidity. 

Now it was putting the capital at risk for underwriting. Figure 4.6 

Figure 4.5 Paul Volcker’s Saturday Night Massacre
Source: Bloomberg Financial, L.P.
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shows the timeline of Wall Street’s bulge bracket fi rms going public lining 

up with the major changes in the rules for the fi nancial markets.

Salomon would need both trading savvy and underwriting capital 

over the next two years as interest rates continued to rise until 1981, a 

year that brought the biggest changes in the macroeconomic rules since 

the dollar came off gold in 1971, not to mention the biggest change to the 

fi rm itself—it went public.

In 1981 the Securities and Exchange Commission relaxed its long-

standing opposition to a rule prohibiting so-called delayed offerings, also 

known as shelf registrations. The Glass-Steagall Act prohibited commer-

cial banks from underwriting securities; the SEC’s new regulation, Rule 

415, allowed them to sell securities if an investment bank had done all the 
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underwriting paperwork fi rst. The forms for a public offering could be 

fi lled out and the issue placed “on the shelf ” for up to two years. In that 

interval, the company could go to market as conditions became  favorable. 

Since the securities had already technically been underwritten, the SEC 

allowed commercial bank holding companies to participate in the distri-

bution of the securities. That same year, the SEC changed its policy of 

prohibiting disclosure of a company’s credit rating in prospectuses and 

other disclosure documents fi led with the agency.

BankAmerica in 1981 announced plans to buy the discount brokerage 

fi rm Charles Schwab, founded in 1971 when commissions were dereg-

ulated. The rationale was that its captive audience of savers with bank 

accounts could be persuaded to do their investing in securities through the 

bank. Sears Roebuck & Co. thought the same thing about its captive cus-

tomers and bought retail securities fi rm Dean Witter. Other rules relaxed 

that year would encourage this process. As one example, the 1981 Tax 

Act permitted individual retirement accounts, an incentive to invest rather 

than just save in banks or money market mutual funds. The increased 

competi tion from commercial banks helped accelerate the process of fold-

ing more of Wall Street’s activities under one roof. More trading was one 

way the investment banks adapted to the competition. In order to trade as 

a principal, taking on positions that clients want to offl oad, a fi rm needs 

access to large amounts of capital so that it can buy and hold positions. 

Banks have this via their large deposit bases. Investment banks had only 

the partners’ capital; there is no deposit base. So as the commercial banks 

encroached on the investment banks’ trading arena, the investment 

banks needed more capital in order to compete.

In 1981 Goldman Sachs absorbed commodities fi rm J. Aron & Co., 

which mainly traded metals and coffee. The same year, Phibro Corporation, 

a commodities fi rm, bought Salomon Brothers, at the time considered the 

bond-trading fi rm. The Phibro-Salomon Inc. deal was done within 24 

hours of the peak in oil prices and the trough in bond prices, as shown 

in Figure 4.7.
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By April 15, 1986, the tables had turned. Crude oil futures had 

plunged 67 percent in a mere six months, to $10.20 a barrel from $31.70. 

Bonds were in favor; commodities, especially oil, were out of favor. 

During that same interval, 30-year U.S. Treasury bond prices soared to 

104 from 76; yields fell to 7.12 percent from 11.40 percent. The same 

year, with bond prices high and oil prices low, Salomon regained control 

of the fi rm from the commodities arm Phibro and renamed it Salomon 

Inc. On tax day that year, the last day U.S. taxpayers could make contri-

butions to Individual Retirement Accounts for the prior tax year, the rush 

into bonds helped drive prices up and yields down. The yield on 30-year 

Treasuries would not get that low again until 1993 and the onset of the 

worst 12-month performance in bonds in six decades.

Figure 4.7 Crude Oil Peaked and Bond Prices Troughed on the Same Day 
in 1981
Source: Bloomberg Financial, L.P.
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I n November 1999, Congress passed the Graham-Leach-Bliley Act, 

simultaneously repealing the Glass-Steagall-Act, which had barred 

banks, insurers, and securities underwriters/fi rms from entering one 

another’s businesses ever since the Great Depression. The new law permit-

ted commercial banks to engage fully in investment banking, and many 

started doing so. It also allowed investment banks to take deposits and enter 

commercial banking, if they were willing to become bank holding compa-

nies, which they were not, because of the increased federal regulation and 

scrutiny that would accompany such a move, so most did not.

Representative Jim Leach (D-Iowa) threw a party to celebrate the 

bill in the committee hearing rooms with ice cream, champagne, and a 

cake decorated with the words: “Glass-Steagall, R.I.P, 1933–1999.’’ 

Federal Reserve Chairman Alan Greenspan, Treasury Secretary Lawrence 

Summers, committee members, aides, and lobbyists attended. Opponents 

said the bill lacked suffi cient protections for consumers’ fi nancial privacy 

and would create gigantic new fi nancial institutions that can engage in 

a new range of risky activities, escalating the threat of possible taxpayer 
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 bailouts. One in particular issued what turned out to be an eerily pre-

scient warning. “Woe to the American people when they have to pick up 

the tab for one of the failures that is going to occur when profi ts disap-

pear, prices shoot up, and misbehavior and unwise behavior takes place,’’ 

said Representative John Dingell (D-Michigan).”1

The new law permitted banks, securities fi rms, and insurance com-

panies to affi liate with one another, opening the way for fi nancial super-

markets, and to compete head-to-head in the risk-transfer business. It was 

the fi nal crease in folding the industry into one-stop shops for fi nancial 

services, especially the commercial banks, which had been pushing into 

investment banking since 1981.

That same month, November 1999, Fed Chairman Alan Greenspan, U.S. 

Treasury Secretary Larry Summers, SEC Chairman Arthur Levitt, and CFTC 

Chairman William Rainer, collectively known as the President’s Working 

Group on Financial Markets, recommended to Congress that it exempt over-

the-counter swaps from regulation.

Two weeks later, John McCain made the famous campaign-trail 

comment about what he would do as president if Fed Chairman Alan 

Greenspan died: “I would not only reappoint Mr. Greenspan if 

Mr. Greenspan should happen to die, God forbid, I would do like we did 

in the movie Weekend at Bernie’s. I’d prop him up and put a pair of dark 

glasses on him and keep him as long as we could.” As he spoke, global 

stock market capitalization surpassed global gross domestic product for the 

fi rst time in history.2

The stage was set. The Dow Jones Industrial Average peaked the next 

month, January 2000. The other major stock market indexes peaked in 

March, the same month a little-known economist, David X. Li, pub-

lished a formula in a paper in the Journal of Fixed Income titled “On Default 

Correlation: A Copula Function Approach,” as shown in Figure 5.1. Li 

would become famous for his formula; in time it would have as big an 

impact on fi nancial markets as the Black-Scholes-Merton options pricing 

formula had in terms of innovation initially and imploding markets  eventually. 
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The paper would in time become the academic study used to support Wall 

Street’s turning subprime mortgage pools into AAA-rated securities. By 

the time it was over, the Street would create 64,000 AAA-rated securities, 

even though only 12 companies in the world had that rating.3

Whereas Scholes and Merton at LTCM had been betting on the con-

vergence of price variables based on their correlations in the past, Li’s 

formula was betting that past correlation would not change at all; that it 

would not deviate; that the past was indicative of the future. It would turn 

out not to be the case.

The ensuing bear market in stocks, from 2000 –2002, curtailed invest-

ment banking business. From its peak in April 2000, the Wilshire 5000 

Index, the broadest measure of U.S. shares, fell 48 percent by October 

2002, the end of the bear market. The Standard & Poor’s 500 Index 

declined the three consecutive years, the fi rst such stretch in history, post-

ing an average annual decline of 16 percent.
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Figure 5.1 S&P 500 Index 2000 –2002 Bear Market
Source: Bloomberg Financial, L.P.
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Chief executive offi cers of U.S. companies, confronted with a slow 

economy and a bear market in equities, cut back on stock sales and acqui-

sitions. The value of stock underwriting arranged globally fell 43 percent 

in 2002 to $223.5 billion from $394.4 billion at its peak in 2000. U.S. 

corporate bond underwriting fell 21 percent to $641 billion from $814.2 

billion in 2000. And the value of mergers and acquisitions arranged glob-

ally in 2002 declined 60 percent to $1.17 trillion from $2.91 trillion in 

2000. At Goldman Sachs Group Inc., the number one arranger of  mergers 

and stock sales, investment banking revenue shrank to $2.83 billion in 

2002 from a record $5.37 billion in 2000.

Cracks had already formed in the Wall Street business model by 2001. 

New York Attorney General Eliot Spitzer sued 10 commercial banks 

and investment banks for infl ating stock prices, using affi liated brokerage 

fi rms to give biased research and investment advice and “spin” IPOs of 

stock. Wall Street fi rms effectively had been using research as a sales tool 

for investment banking business rather than for the benefi t of investors, 

breaching the so-called Chinese Wall designed to separate these functions 

and prevent confl icts of interest.

Rules, Refold, Rave, Ruin

Some in the investment banks succumbed to confl icts of interest and 

 followed the pattern of Rules, Refold, Rave, Ruin. Wall Street has a pen-

chant for taking a good idea and running it into the ground. It responds 

to the imposition or removal of a rule by refolding existing products into 

new ones, raves at initial positive results, and then ruins the idea by taking 

it too far and running it into the ground.

For decades, investment bankers had an unwritten rule requiring a 

company to have at least three years’ profi tability before they would 

underwrite its securities. The investment banks were lending their 

good names to the sale of an unknown company, and they understand-

ably wanted evidence it was a viable enterprise. In the mid-1990s, the 
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Street gradually relaxed that rule, underwrote hundreds of dot-com IPOs, 

and collected the customary 7 percent fee on each deal. There is noth-

ing wrong with IPOs or the commission structure per se, but what some 

fi rms on Wall Street did next epitomized running a good idea into the 

ground. One way to protect the securities fi rms’ reputations when bring-

ing public companies with no track record was to underprice the secu-

rity, which almost ensured a soaring price on the fi rst day of trading and 

sometimes for many days after.

By 1999 and the fi rst quarter of 2000, investor demand for IPO shares 

had soared as new technology companies increased in value by as much as 

698 percent on their fi rst day of trading. VA Linux Systems Inc., a soft-

ware company based in Fremont, California, increased to $239.25 from 

$30 on December 9, 1999—the same week John McCain delivered his 

Weekend at Bernie’s comments praising Fed Chairman Alan Greenspan.

Given the demand for dot-com IPO stocks and given SEC regula-

tions that prohibited underwriters from profi ting from rising share prices 

in IPOs, the bankers responded to the incentives and held some shares 

back from the public. Then they preferentially distributed them to execu-

tives of favored or prospective clients in hopes of getting future investment 

banking business in return.

Barely one year into the post–Glass-Steagall environment, Wall 

Street fi rms were being charged with the confl icts of interest in their 

 business model, perhaps nowhere more than at Citigroup, the  commercial 

bank perhaps most responsible for the repeal of Glass-Steagall. Citicorp 

 combined with the insurance giant Travelers Group in 1998, directly 

challenging the provisions of the Depression-era act that would die the 

next year. On December 20, 2002, New York Attorney General Eliot 

Spitzer, Securities and Exchange Commission Chairman Harvey L. 

Pitt, North American Securities Administrators Association President 

Christine Bruenn, NASD Chairman and CEO Robert Glauber, New 

York Stock Exchange Chairman Dick Grasso, and state securities regu-

lators announced a historic settlement with the nation’s top investment 
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fi rms to resolve issues of confl ict of interest. Citi paid the bulk ($400 

 million) of the $1.4 billion in fi nes. The “global settlement” concluded 

the joint investigation by regulators into the undue infl uence of invest-

ment banking interests on securities research. The SEC’s press release said 

the settlement would bring about balanced reform in the industry and 

bolster confi dence in the integrity of equity research.

A New Environment

The bear market in stocks following the bursting of the dot-com  bubble 

in 2000 prompted the Fed to reduce its target for the Federal Funds 

Rate aggressively seven times in eight months and to 3.5 percent from 

6.5  percent in an attempt to push the U.S. economy into faster growth. 

Within weeks of the 9/11 terrorist attacks, the Fed cut the rate to the 

lowest in the post-1971 dollar-gold peg era to counter their negative 

impact on the economy, and the U.S. Treasury suspended auctions of its 

30-year bond, depriving investors of a supply of the most liquid, longest-

dated AAA-rated debt security in the world.

The Treasury had been buying back some of its bonds during four 

years of federal budget surpluses, fi scal years 1998–2001. On October 31, 

2001, the U.S. Treasury Department accidently posted to its Web site, 

about 20 minutes early, the decision to suspend auctions of its 30-year 

bond. They called it an “inadvertent” leak. In retrospect, it looks like an 

“inadvertent” decision altogether, given that surpluses were at that very 

moment turning to defi cit again, which meant the Treasury was going to 

need to start fi nancing those defi cits. The long bond yield fell that day the 

most since the 1987 stock market crash. The suspension of 30-year bond 

auctions in 2001 intensifi ed the debate about what fi xed income securities 

institutional investors would, or could, buy to meet their long-term obli-

gations. Insurance companies and pension funds, for example, are subject 

to investment policy restrictions limiting them to investment-grade hold-

ings. Fewer Treasury bonds meant fewer alternatives.
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The Fed’s rate cut to a historic low occurred simultaneously to the 

U.S. economy’s emerging from recession, although that wouldn’t be made 

offi cial until 19 months later when the National Bureau of Economic 

Research made its offi cial pronouncement.

The recession of 2001 was unusual in several respects, chief among 

them that U.S. consumer spending did not decline, as shown in Figure 5.2. 

Every other recession since 1946 had been driven by a year-over-year 

decline in consumer spending, which comprises about two-thirds of 

U.S. GDP. This time, however, the business sector led the slowdown 

in the wake of its spending boom associated with preparing for Y2K 

millennium computer bug and Internet investments. The Fed, however, 

was busy doing what it too had done in every recession since 1946 (with 

the passage of the Employment Act, which gave the Fed the dual task 

of full employment and low infl ation): cutting interest rates to stimulate 

the economy.
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Figure 5.2 In the 2001 Recession, Consumer Spending Did Not Decline
Source: Bloomberg Financial, L.P.
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A New Risk

In 2002, the Fed cut its benchmark Fed Funds rate to a record low 1.25 

percent, which helped send Treasury yields to historic lows and gave new 

meaning to the term “risk-free rate of return.” This created problems for 

institutional investors such as insurance companies and pension funds, 

whose promised future payouts were based on a much higher interest rate 

environment, and money-market mutual funds, which began to use every 

basis point to differentiate themselves from the competition.

A new risk arose. Instead of the volatility in interest rates being the 

threat, now it was a subdued environment at record low interest rates. 

From the 1981 peak in interest rates through 2003, the yield on the 

benchmark 30-year U.S. Treasury Bond averaged 8.38 percent. Using 

the conventional decade time period, in the 1990s alone it was 7.00 

 percent (see Figure 5.3). During the economic expansion from 1991–2001, 
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Figure 5.3 Average Annual Yields on 30-Year U.S. Treasury Bonds
Source: Bloomberg Financial, L.P.
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it averaged 7.50 percent. In the 12 months following the 2001  suspension 

of the bond auctions, the longest maturity Treasury-bond yield averaged 

only 5.35 percent, was never above 5.85 percent, and got as low as 4.16 

percent. Through December 31, 2006, it averaged 4.98 percent. Investors 

developed a case of yield reach, trying to get a higher interest rate and 

seemingly ignoring the additional risk needed to get it.

The low interest rate environment created a “risk-free cash-fl ow  crisis.” 

For money-market mutual funds, every basis point began to count. Six-

month Treasury-bill yields average 1.38 percent in 2002–2003, down from 

5.15 percent in the 1990s. Commercial paper (270 day) averaged 1.53 per-

cent in 2002–2003, down from 5.53 percent in the 1990s. This created 

incentives for money-market mutual fund managers to compete for every 

basis point, which in turn provided incentives to relax the  standards on the 

quality of the commercial paper they would buy for the funds.

The historically low interest rates created a new risk for insurance 

companies and pension funds, which had calculated payouts based on 

the previous comparatively higher interest rate environment. The low-rate 

environment was a new risk, much the way volatility in currency exchange 

rates and interest rates introduced risk when they were set free. The low 

interest rate environment may have created problems for investors; it was a 

boon, however, for existing and potential homeowners, as Figure 5.4 shows; 

the value and volume of home sales surged. It also provided incentives for 

bankers on Wall Street to convert demand for mortgages into bonds for 

investors, especially given the increased transparency on interest rate policy 

from the Federal Reserve. On July 15, 2003, Fed Chairman Alan Greenspan 

sent a signal to the market that the central bank would maintain low inter-

est rates for the foreseeable future: “In these circumstances, the committee 

believes that policy accommodation can be maintained for a considerable 

period.” Two days later, the NBER said the U.S. economy had emerged 

from recession more than a year and a half earlier, in November 2001, the 

same date the NBER announced the economy was in recession. So a full 19 

months after the recession ended, the Federal Reserve was pledging to keep 
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its benchmark lending rate low (unchanged) for a “considerable period.” 

Figure 5.5 shows how low the Fed’s target interest rate got and for how 

long the Fed kept it there during the recessions since 1971.

Every recession since 1946 swung to recovery driven by the hous-

ing sector, which in turn was responding to Fed-induced lower interest 

rates, shown in Figure 5.6. In the 2001 recession, consumer spending 

never contracted, as shown in Figure 5.2. The low interest rates over-

stimulated an already expanding consumer sector and helped drive home 

prices higher. Mortgages with interest rates as low as 3 percent and house-

price-appreciation running at 15 percent a year proved a powerful incen-

tive for potential homebuyers, especially with the availability of mortgages 

with low so-called “teaser rates.” These mortgages had low, fi xed rates in 

the fi rst two or three years but then reset to higher, variable rates for the 

remainder of the mortgage. In 2002, a record 6.4 million existing homes, 
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Figure 5.8: As the 1-Year Adjustable Mortgage Rate Fell, Mortgage 
Refi nancing Soared
Source: Bloomberg Financial, L.P.
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including condos, sold in the United States at record prices, and mortgage 

debt rose above the U.S. money supply, as defi ned by M2 money supply: 

savings accounts, certifi cates of deposit, and money-market mutual funds 

shown in Figure 5.7. Imagine what would happen if enough homeowners 

tried to convert their homes into cash; it’d be the same as Jimmy Stewart’s 

depositors all trying to get their cash at the same time: There was not 

enough money to go around.

Figure 5.8 shows homeowners refi nanced their mortgages in record 

numbers, leaving investors in the original mortgage-backed securities fl ush 

with cash and facing a much lower interest rate environment in which to 

reinvest. Record high house prices, record rises therein, and record low 

interest rates would create powerful incentives in the mortgage market, 

the subject of the next chapter.

CH005.indd   73CH005.indd   73 2/1/11   6:56:23 AM2/1/11   6:56:23 AM



 

CH005.indd   74CH005.indd   74 2/1/11   6:56:23 AM2/1/11   6:56:23 AM



 
Chapter 6

Fold in Half

CH006.indd   75CH006.indd   75 2/1/11   6:56:51 AM2/1/11   6:56:51 AM



 

CH006.indd   76CH006.indd   76 2/1/11   6:56:52 AM2/1/11   6:56:52 AM



 

77

As the low interest rate environment persisted even long after the 

2001 recession ended, investors began to reach for bonds with 

 higher yields despite their attendant higher risk. GNMAs offered 

little yield advantage over U.S. Treasuries because both were backed by the 

“full faith and credit” of the United States. They were “explicitly” guaran-

teed. Agency bonds, such as Fannie Mae and Freddie Mac, offered as little 

as 20 basis points’ premium over Treasuries because they were “implicitly” 

guaranteed; investors believed that if these agencies had trouble meeting 

their debt obligations, the U.S. government would step in and make good 

on those obligations. Investors would have to reach further afi eld to earn a 

higher interest rate.

Bank balance sheets also had mortgages that failed to conform to the 

criteria from the Government Sponsored Enterprises: a 20 percent down 

payment and less than a $217,000 mortgage at the time. These non-

agency mortgages carried a higher interest rate because they were riskier 

subprime mortgages and Alt-A mortgages. Lacking any guarantee, explicit 

or implicit, Wall Street fi rms bought insurance on the mortgages from 
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monoline insurance companies to give investors comfort when purchasing 

the bonds.

While Wall Street folded into single fi rms all the services previously 

provided by separate companies, it performed Financial Origami on the 

mortgage-lending process by unfolding the mortgage market. Here’s how. 

For decades banks and S&Ls performed all three functions— funding, 

originating, and servicing of mortgages—and kept the mortgages 

until they were paid off just like Jimmy Stewart’s Building & Loan had. 

Homeowners made monthly payments, and the fi nancial institutions used 

the funds to pay depositors interest and repay their principal. Advances in 

computerized credit scoring models, helped by the microprocessor fi rst 

marketed to the public in that pivotal year 1971, enabled Wall Street to 

unfold the mortgage process so that the three steps were carried out by 

different types of fi rms specializing in one of the processes. Banks out-

sourced to mortgage brokers the task of getting people to borrow for 

homes and gave loans to the future homebuyers. Securities fi rms focused 

on bundling that pipeline of mortgages and selling them to investors.

Mortgage Origami

Banks had been bundling government-guaranteed mortgages into securi-

ties and selling them to investors as GNMA pass-through securities since 

1970. In the 1983, Wall Street refolded that product’s pattern into CMOs. 

The payments on these government-agency-backed mortgages were not 

explicitly guaranteed by the government, and the bonds were designed to 

unbundle the risk of any prepayments by channeling them to one class 

of bondholder (short-term) until they were paid off before routing pre-

payments to the more-protected tranche.

Unfolding the mortgage process provided commercial and invest-

ment bankers with incentives to create loans they previously might never 

have made and some of which were not the best of quality and did not 

conform to the standards set by Fannie Mae and Freddie Mac. Mortgage 
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bankers and brokers increasingly borrowed money and in turn lent to 

potential homebuyers, but doing so with the explicit intent of selling 

those mortgages to Wall Street for packaging.

The risk of these types of loans, in the so-called originate-to-distribute 

model, was not prepayment, as with GNMAs and CMOs, but nonpayment. 

Borrowers might, for whatever reason, fail to make timely payments of 

interest and principal on their mortgages. Bundling these types of loans 

would be different from bundling those that the federal government guar-

anteed either explicitly or implicitly. Lacking such guarantees, these asset 

bundles were riskier, like corporate equity and debt were risky. So instead 

of tranching by maturity, Wall Street tranched by credit risk, the way a 

company tranches its credit risk in its capital structure. As with compa-

nies, some investors had fi rst claim on the income stream and were the last 

to suffer bankruptcy losses. Other investors had the last claim on income 

and were the fi rst to suffer bankruptcy losses, as shown in Figure 6.1.

A fi rm’s stakeholder ranking of claims on income and assets in the 

event of default is the inverse of its obligation to absorb losses. Senior 

bondholders have fi rst claim on income, to get their interest payments, and 

fi rst claim on assets in the event of default or bankruptcy. Subordinated 

bondholders are next in line, then preferred shareholders, and then equity 

holders last. So it was a simple matter of Financial Origami to bundle the 

riskier, non-guaranteed assets on bank balance sheets and  create “mini 

companies.” Collateralized Loan Obligations bundled loans instead of 

mortgages; Collateralized Bond Obligations did the same with pools of 

bonds. Collateralized Debt Obligations used mixtures of all sorts of debt: 

loans, bonds, and/or mortgages. Effectively, CDOs, CLOs, and CBOs are 

“little companies” (i.e., SPEs) whose only assets are the loans or bonds 

that banks want to remove from their balance sheets or bought in the 

open market to fi ll the SPE. These companies sell senior, sub ordinated 

(or mezzanine), and equity tranches to investors, just like other  companies 

sell such tranches of bonds. In each such fi rm, the fi rst defaults would 

be channeled initially to the equity tranche, the same as with a regular 
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 company. The subordinated tranche absorbed the next round of losses 

until that capital is wiped out. And the senior tranche would be the last 

in line to be hit with defaults, if they ever were enough to wipe out the 

lower tranches. The most senior tranches are the fi rst to receive cash 

fl ows and are protected against default until the more junior tranches are 

depleted. But how likely was default? As long as people, or most of them 

anyway, paid their mortgages, there was no problem.

Collateralized debt obligations made from mortgages were folded 

so that the lower-rated tranches absorbed defaults until their  capital 

was depleted, at which point the next higher-rated tranche began 

 absorbing defaults and so on. The AAA-rated securities at the top of 

Figure 6.1 The Cash Flows and Default Flows for CDOs Are the Same as for 
Companies

INCOME STATEMENT CDO TRANCHES

GROSS INCOME
  - Non-Interest
    Expense 

Bonuses Cash
Flow

Operating Income 

-  Interest Expense Bond Holders
Super Senior

Tranche

- Income Tax
  Expenses 

Uncle Sam Senior Tranche

Net Income 

- Preferred Dividends Preferred Shareholders Mezzanine Tranche

Net Income Common Shareholders Equity

Defaults
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the  securitization chain were so rated only because the lower tranches 

absorbed early defaults and acted as a sort of insurance policy against the 

senior tranche being affected by defaults. To have created the AAA-rated 

group in the fi rst place, rating agencies needed to ascertain the likeli-

hood that many borrowers would default at the same time. The rating 

agencies and Wall Street turned to the copulas formula that economist 

David X. Li fi rst trotted out the month the major stock market indexes 

topped in 2000. What was the probability of serial, or even simultaneous, 

defaults? To answer that question, we need to return to 1971 again: the 

Black-Scholes option pricing model and the computational power of 

the microchip.

Subprime Origami

Little recognized but central to understanding how mortgages work and 

the nexus of how they touched off the fi nancial crisis is the embedded 

option in all mortgages. Inside a conventional mortgage, one that con-

forms to GSE standards, or a so-called prime mortgage, is the right to pay 

off the loan early, to prepay the mortgage. This is a call option on the mort-

gage, and it is free in the sense in that there is no penalty for exercising 

the option to prepay. This enables homeowners to refi nance their loans 

at a lower interest rate if rates decline after they take out the mortgage. 

They also have a put option in that they can walk away from the mortgage 

for any reason: loss of job, death of the breadwinner, or other such event. 

This means they can put the house to the lending institution.

It was only a slight origami wrinkle in the paper to apply this to sub-

prime mortgages. Because these borrowers were not prime credits and 

often failed to meet the down payment requirement of the GSEs, banks 

and other lending companies developed so-called hybrid mortgages that had a 

fi xed rate for a few years (usually two or three) and then switched to an 

adjustable rate, starting at a much higher interest rate and resetting every six 

months to market rates for the remainder of the 30 years (2/28 and 3/27 
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were the most common). Given that banks (and the GSEs) were under 

pressure from Congress, via the Community Reinvestment Act, to lend to 

lower-income families, the banks refolded the mortgage option so that they 

had the right to call the loan in an unconventional way. Here’s how.

House prices in the United States were rising as much as 15 percent 

a year on a national average from 2000 to 2006, compared with an aver-

age closer to 6 percent in previous years. Subprime borrowers would 

build equity in the house with hybrid mortgages as prices rose for two 

or three years, at which time they could refi nance the loan, perhaps into 

a conventional conforming (prime) loan, because they now had some 

equity in the house. In order to prevent, or at least discourage, homeowners 

from taking that equity out of the house as it was accumulating, banks 

imposed prepayment penalties on subprime borrowers. High enough 

penalties secured a call option for the lender not to renew the loan at the 

end of the two or three years, if the house price failed to rise enough 

to give the owner GSE-threshold equity. If home prices failed to rise, 

the homeowner would not have accrued any equity and the lender 

would not agree to refi nance the loan. The borrower effectively lost 

the right to prepay (call option), although retaining the right to default 

(put option). As the nexus for how the subprime crisis became the 

fi nancial crisis, later we’ll examine how this mechanism is similar Wall 

Street’s own funding model.

The Rating Game

In 1971 Harry Brown’s Reserve Primary Fund got started by passing on 

to investors some of the government-guaranteed interest from T-bills 

held in the fund, retaining some money to run his company. The result 

was effectively an AAA-rated security. A little Financial Origami created 

GNMA pass-through securities, which channeled explicitly government-

 guaranteed monthly mortgage payments to investors, retaining a small ser-

vicing fee: AAA-rated security. A bit of refolding and CMO  structures 
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funneled to investors the monthly payments from implicitly government-

guaranteed mortgages, using tranches to channel any prepayments to 

those lower on the pecking order: AAA-rated security. With GNMAs, 

each  investor received payments of interest and principal. In CMOs some 

investors were “senior” to others in that the subordinate classes absorbed 

the pre payment of principal, insulating the senior class until the subordi-

nate class(es) were completely paid back.

Could CDOs containing subprime mortgages, high-cost mortgages 

for people with poor credit history and or little money as a down pay-

ment, with tranches that channeled any defaults to the investors lower in 

the pecking order and ostensibly insulating the higher ranked investors 

from losses produce a AAA-rated security? That would depend on the 

rating agencies.

Recall that in addition to long-term borrowing, companies take out 

short-term loans via the commercial paper market. Figure 6.2 shows 

that Wall Street used the same pattern to create so-called Structured 

Investment Vehicles (SIVs), which were special-purpose entities that 
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Figure 6.2 Credit Derivatives Follow the Same Pattern as GNMAs and CMOs
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issued short-term debt via commercial paper promissory notes from the 

“little companies” and used the proceeds to buy assets from the bank’s 

balance sheet or other debt securities from the open market. This is 

another example of taking a good idea and running it into the ground. 

When the commercial paper matured, the SIV would borrow again in the 

commercial paper market to repay the maturing short-term loans. Often, 

the same investors would re-lend to the SIV over and over and over again. 

If they, or any investors, refused to lend to the SIVs at rollover time, the 

SIV might have to sell its assets, putting downward pressure on prices. 

Withholding the funds from the SIVs was akin to Jimmy Stewart’s deposi-

tors withdrawing their money from the Building & Loan. When investors 

balked at rolling over their loans to the SIVs, the banks took the assets 

previously sold to the SIV back onto their own books. So, the original 

transaction did not turn out to be a “true sale” after all.

Because the bonds had no guarantee, explicit or implicit, for timely 

payment of interest and principal, issuers often paid monoline insurance 

companies to insure the cash fl ow payments so that investors would feel 

comfortable buying them. So not only was Wall Street manufacturing prod-

uct, loans that would not have otherwise been extended, it was also manu-

facturing their bundled byproduct in the form of the mini companies.

Companies manufacture products that often get rated by objective, 

third-party companies so potential buyers have information for their pur-

chasing decisions. Consumer Reports, for example, rates toasters and other 

household appliances. And J.D. Powers rates cars, dryers, and refrigera-

tors, among other products. The manufacturers do not initiate the pro-

cess; the raters take it upon themselves. The manufacturers do not pay the 

raters to perform these product evaluations; to do so would be a confl ict 

of interest. Consumers would be suspicious of the rating, the way a favor-

able clinical test of a new drug paid for by the drug manufacturer would 

be. Wall Street, however, does it differently. The company whose product 

is under review requests and pays for a report on its creditworthiness.
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The mini companies paid the agencies for the credit rating and then 

used it to convince creditors to loan money. Investors used the ratings 

to make decisions on purchases and sales of the securities. Ratings on a 

company’s bonds impact its borrowing costs as well as the pool of poten-

tial investors permitted to buy its debt. The Securities and Exchange 

Commission allows fi nancial fi rms to use the ratings for regulatory pur-

poses; this includes calculating regulatory capital, or dead capital. Most, if 

not all, insurance companies’ and pension funds’ investment policy con-

straints require them to hold only investment-grade issues. Money-market 

mutual funds have similar constraints. And if a security in the portfolio 

loses that coveted status of investment grade, the bond must be sold.

Rating the bonds of a company, which can alter strategy or sell assets to 

increase its cash fl ow and enhance its ability to service its debt, is one 

thing. Rating CDOs, which do not have the choices open to  conventional 

companies to improve cash fl ow, is something else altogether. Recall that 

in January 2008 only 12 companies in the world were AAA rated, yet 

64,000 structured products were. CDOs, however, were not company debt 

in the conventional sense. Company securities were not being rated. 

Rather, CDOs mimicked the capital structure of a company that issued 

debt securities and then paid the rating agencies to rate the securities. To 

ensure the “investment grade” rating for a large portion of the CDO, Wall 

Street fi rms consulted with the rating agencies during the structuring.1 

That is a clear confl ict of interest. In charge of the manufacturing process, 

Wall Street fi rms could modify the structure of the CDO to make sure 

the rating met the grade for investors whose investment policies required 

that any fi xed income securities they bought were investment grade.

Investors already had a case of yield reach, but they were unlikely 

and/or unable to invest in subprime mortgages. And most institutions’ 

investment policy committee guidelines prohibit owning securities lower 

than investment grade. Wall Street needed to offer products that met these 

guidelines, which meant high-grade bonds, as rated by, at the time, only 
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three nationally recognized statistical rating organizations (NRSROs) as 

designated by the SEC.

The SEC provided an aura of validation for rating companies by 

allowing fi nancial fi rms to use their ratings for regulatory purposes. 

Institutions that owned AAA-rated bonds had to set aside a smaller amount 

of regulatory capital as a buffer against losses, which provided an incentive 

for Wall Street to offer AAA-rated bonds. When Moody’s and Standard 

& Poor’s assigned AAA ratings to securities created from subprime mort-

gages, investors took it as the equivalent of an SEC seal of approval.

Banker Incentives

Bankers had at least three incentives for unfolding the mortgage process. 

First, holding mortgages while homeowners paid them off tied up capi-

tal and prevented banks from taking advantage of any other opportunities 

that might arise. Packaging and selling the loans and collecting the servic-

ing fees addressed that. Second, the loans might require a larger regula-

tory capital reserve set aside (dead capital) if held separately, compared to 

what’s required if bundled into an AAA-rated CDO. The amount of dead 

capital to set aside is a function of the rating of the debt; the higher the 

rating, the less dead capital. So converting loans into AAA-rated securities 

and holding them instead of the raw material of loans made perfect sense. 

Third, banks could report in the current year all the revenue they would 

receive from servicing the mortgages for the entire life of the loans, in 

some cases as long as 30 years. People respond to incentives, and bankers 

are people too.

Commercial banks and investment banks alike offered to securitize 

and sell almost any home loans that mortgage brokers brought for packag-

ing. And make loans they did, as Figure 6.3 shows. This relaxed previous 

standards under which the packaging banks’ mortgage loans had endured 

a more rigorous process at inception. The lax standards gave securitization a 

bad name in the process.
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There is nothing wrong with securitization; it’s the Financial Origami 

that Wall Street uses to transfer the risk of private ownership of a com-

pany to public shareholders. The shares document evidence of ownership 

claims to the company’s income stream. Securitization is also how banks 

take the risk of holding mortgages to maturity and transfer it to investors 

willing to assume that risk and receive the generally higher returns. Recall, 

investors previously had no way to earn returns from these assets; only 

banks and S&Ls were allowed to extend real estate loans.

The mortgage market episode of Financial Origami followed the famil-

iar pattern of rules, refold, rave, and ruin. The Street relaxed its standards for 

granting mortgages, refolded the mortgage backed securities product to per-

mit low-doc (low documentation) and ninja (no income, job or assets) loans, 

and eventually ran a good idea, mortgage securitization, into the ground.

Few banks did more to bring us the subprime mortgage debacle than 

Europe’s biggest. London-based HSBC’s 2003 purchase of Illinois-based 

Household International added almost 50 million U.S. clients, many 

with poor credit histories. The deal brought legitimacy to a business few 
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Figure 6.3 Non-Agency MBS Surged after 2002 (billions of U.S. $)
Source: Bloomberg Financial, L.P.
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 considered respectable. HSBC would eventually signal the onset of the 

subprime crisis when it announced bigger than expected losses from such 

mortgages in February 2007. Fed Chairman Ben Bernanke described the 

mortgage expansion process this way in testimony before the Committee 

on Financial Services, U.S. House of Representatives, September 20, 2007.

The expansion was fueled by innovations—including the devel-

opment of credit scoring—that made it easier for lenders to assess 

and price risks. In addition, regulatory changes and the ongoing 

growth of the secondary mortgage market increased the ability of 

lenders, who once typically held mortgages on their books until 

the loans were repaid, to sell many mortgages to various interme-

diaries, or “securitizers.” The securitizers, in turn, pooled large 

numbers of mortgages and sold the rights to the resulting cash 

fl ows to investors, often as components of structured securities. 

This “originate-to-distribute” model gave lenders (and, thus, 

mortgage borrowers) greater access to capital markets, lowered 

transaction costs, and allowed risk to be shared more widely. The 

resulting increase in the  supply of mortgage credit likely con-

tributed to the rise in the home ownership rate from 64 percent 

in 1994 to about 68 percent now (see Figure 6.4), with minor-

ity households and households from lower-income census tracts 

recording some of the largest gains in percentage terms.

Bear in mind CDOs (a special case is discussed later) and family mem-

bers CLOs and CBOs are securities. They have underlying assets generat-

ing a stream of income in the form of interest and principal payments by 

borrowers, provided they made their scheduled payments. Via Financial 

Origami, Wall Street bankers simply pooled those assets and sold certifi -

cates representing a legal claim on those income streams. If  homeowners 

defaulted, the CDO investors would stop receiving that stream and 

would wind up owning the impaired, underlying asset. When the CDO 

trustee sold the property perhaps at 80 cents or 70 cents on the dollar, for 
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 example, the investors would receive that payment rather than the 100 

cents in the case of guaranteed bonds.

Manufactured Product

Effectively, Wall Street bankers had manufactured from subprime mort-

gages a “new” product that hadn’t existed before: the CDO structure that 

ratings agencies approved worthy of AAA-rated status.

Financial Origami of products had produced ways for businesses, 

investors, and traders to blunt the effects of adverse price movements 

in currencies, interest rates, and commodities via futures contracts on 

exchanges as well as forward contracts in the over-the-counter market. 

But there was nothing to insulate market participants from a complete loss 

of principal due to default or bankruptcy. If Wall Street fi rms could refold 

its pieces of paper and offer a “new” product with that feature, it’d have 

something else to sell to clients.
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The bankers, motivated by such an incentive, did it via a derivative, 

a contract involving a fi nancial transaction(s) in the future if a specifi c 

event(s) occurs. The newly folded piece of paper was called a credit default 

swap. The banks with loans or bonds made annual payments to a third 

party who promised to buy the securities at 100 cents on the dollar if 

a “credit event” happened. This is similar to insurance but technically is 

not, and nor is it regulated as such. It’s akin to a put option that lets the 

bankers “put” the loans or bonds to the third party in exchange for their 

face value.

Wall Street bankers used credit default swaps as a means for banks to 

transfer the default risk of a portfolio of commercial loans to investors 

who were willing to take risk, freeing up bank regulatory capital in the 

process. A bank entering into a CDS contract shifted the risk of default to 

a third party. From the bankers’ perspective, U.S. accounting rules con-

sidered such loans “protected” and therefore required that no regulatory 

capital (i.e., dead capital) needed to be set aside.

As with most “new” products Wall Street bankers have devised over 

the years, CDS served a benefi cial role when fi rst introduced. But as 

we’ve seen, Wall Street has a penchant for taking a good idea and running 

it into the ground. As we’ll see in the next chapter, credit default swaps 

were no different in this regard, and what had started as a piece of paper 

that transferred risk became one that manufactured it.
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I n the low-volatility environment before the dollar was set free in 1971, 

Wall Street was primarily about relationships, private partnerships 

transferring risk as agents. It was a club, a guild. The jump in volatility 

after severing the link between gold and the dollar and after interest 

rates were set loose a decade later boosted the need for risk management 

tools and helped give rise to the dominance of the traders over bankers. 

This, in turn, gave rise to Wall Street fi rms becoming public companies using 

other people’s money as principals of risk transfer as opposed to partnerships 

and agents transferring it. The return to a low-volatility environment 

after 2002 left little risk to transfer or assume, so Wall Street began to 

 manufacture it, much the way companies manufacture synthetic rubber, oil, 

and diamonds.

Since 1981, the “agent-driven” and the “principal-driven” depart-

ments in Wall Street fi rms have competed against each other for who 

 generated the most revenue and profi ts. Recall the way Phibro and 

Salomon turned the tables on each other in 1981, when oil prices were high 

and bond prices low, and in 1986, when oil prices crashed and bond prices 
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soared, bond traders and bankers swapped places in terms of revenue and 

profi t contribution, as well as who controlled the fi rm. Whatever  market 

was doing “better” seemed to get the upper hand. For example, bond 

traders were ascendant in the ranks of Wall Street management in the 

early 1990s. Of the top fi ve investment banks, four were run by former 

traders. The 1993–1994 bear market in bonds, the worst in six decades, 

dealt them a setback. That bear market helped the bankers regain infl u-

ence and drive revenue during the dot-com boom of 1995–1999, when 

they relaxed the standards for initial public offerings, no longer requiring 

them to have three years’ profi tability before going public. This effectively 

refolded the IPO process and ran a good idea into the ground.

Cracks in the Wall Street business model had formed by 2001 when 

the corporate scandals and record-setting bankruptcies called into  question 

analyst recommendations (confl icts of interest in getting investment 

 banking business), auditor opinions (confl icts of interest in auditing com-

panies and providing tax advice), and accounting practices (off-balance 

sheet SPEs to hide debt).

By 2002, the bankers had sullied their names, having breached the 

Chinese Wall that was supposed to separate them from sales and research 

and having been sued by New York Attorney General Eliot Spitzer for 

doing so. Coupled with a stock market cut in half in two years, there 

was little investment banking business. The crashing stock market and a 

booming mortgage market put bond traders back in control.

Deal makers’ infl uence declined, and the traders again rose. At 

Goldman Sachs Group Inc., from 2000 –2002, revenue from the fi xed-

income trading unit (which also includes currencies and commodi-

ties at the fi rm) grew 49 percent to a record $4.47 billion. At Morgan 

Stanley, the fi xed income trading division in 2002 generated $3.27 billion 

of  revenue, or more than three times the $962 million that it made from 

advising companies on acquisitions. In 2002, Bear Stearns had its most 

profi table year since going public in 1984. The fi rm got 41 percent of its 

revenue from its fi xed-income trading division, more than any rival that 
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year. The division generated record revenue of $1.9 billion, more than dou-

ble that of its investment banking unit.1 The bull market in stocks begin-

ning in October 2002 coincided with several marker events that would 

drive Wall Street revenue and profi ts for the next fi ve years. The nascent 

credit derivatives market had been “tested” by the biggest bankruptcies in 

U.S. history, as well as the largest sovereign default in history, Argentina, 

and survived. WorldCom Inc’s $104 billion bankruptcy fi ling in July 2002 

shattered the previous record, fi led by Enron seven months previously, and 

held the embarrassing label of the biggest bankruptcy, until the Lehman 

Brothers’ $639 billion fi ling in 2008. Lehman was one-and-one-half times 

larger than the next nine largest bankruptcies in U.S. history. It was more 

than three times the size of WorldCom and Enron combined, as shown 

in Table 7.1.

“Up until 2002, we hadn’t been tested as a market; now we know,” said 

Andrew Palmer, who marketed credit derivatives at J.P. Morgan Chase. “In 

each of these occurrences, the product came through with fl ying colors.”2

As if on cue, in September 2002 Fed Chairman Greenspan praised 

credit derivatives in a London speech: “These increasingly complex fi nan-

cial instruments have been special contributors, particularly over the past 

Table 7.1 The Ten Largest U.S. Bankruptcy Filings

Company Assets ($ billions) Date Filed

Lehman Brothers Holdings Inc. 639.0 09/15/2008
WorldCom Inc. 103.9 07/21/2002
Enron Corp. 63.4 12/02/2001
Conseco Inc. 61.4 12/18/2002
Texaco Inc. 35.9 04/12/1987
Financial Corp. of America 33.9 09/09/1988
Refco Inc. 33.3 10/17/2005
IndyMac Bancorp Inc. 32.7 07/31/2008
Global Crossing Ltd. 30.2 01/28/2002
Calpine Corp 27.2 12/20/2005

Data Source: Bloomberg Financial, L.P.
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couple of stressful years, to the development of a far more fl exible, effi cient 

and resilient fi nancial system than existed just a quarter century ago.”3

Low Volatility, Low Risk

“The Great Moderation,” a phrase coined to describe the decline in vola-

tility in the economy and fi nancial markets, fi rst appeared in the press the 

same month.4 Lower volatility meant less risk, the very product in which 

Wall Street traffi cked. Credit derivatives had helped investors and traders 

manage risk more effectively. Spreading risk through the fi nancial system 

reduced volatility. In October, the Fed cut its benchmark overnight interest 

rate to 1.75 percent, lower than infl ation as measured by the Consumer 

Price Index (CPI) and thus creating negative real interest rates. The bull 

market in stocks started the same month, and the Fed maintained a nega-

tive interest rate environment for three and a half years, the longest period 

of time since 1971. By the end of 2002, Wall Street settled the Spitzer and 

SEC investigations, and the EU imposed a rule that would infl uence how 

U.S. Wall Street fi rms fi nanced themselves (more on that rule below).

Traders thrive on volatility because price swings afford  opportunities 

to profi t and to exact wider bid-ask spreads when making markets for 

 others. It was the very volatility unleashed on fi nancial markets in 1971 

when the dollar unhinged from gold and when interest rate ceilings ended 

a decade later that provided the incentives for Wall Street’s risk-transfer 

transactions to migrate from agent-driven to principal-driven businesses.

The risk environment became so subdued that from the start of the 

bull market on October 9, 2002, through February 26, 2007, the S&P 

500 Index had neither a 10 percent decline, nor a single-day drop of more 

than 2 percent. Corporate borrowers, who cannot guarantee interest and 

principal payments, could borrow for as little as 49 basis points (or half 

a percent) more than the rate paid by the U.S. Treasury, which guar-

anteed repayment. Figure 7.1 shows the general decline in volatility in 

stock prices as measured by the Standard & Poor’s 100 implied volatility 
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index. It gauges how volatile investors think prices will be over the com-

ing month. The fi gure also shows the decline in interest rate volatility, as 

measured by a Merrill Lynch’s index gauging options prices.

Low volatility meant little risk, little to transfer as an agent, and little 

to assume as a principal. When the price of an industry’s product declines, 

in order to maintain profi t levels, much less increase them, it must:

 1. Produce more of it

 2. Introduce “new-and-improved” versions with a higher price, and/or

 3. Borrow money to leverage returns

Wall Street did all three.

In 2002, the low-volatility environment that previously prevailed in 

the “agent era” descended upon an industry then run by traders willing 

to assume risk that was in scarce supply just as Great Moderation became 

part of the lexicon. Bankers were out of fashion and traders were in. 
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Figure 7.1 Volatility in Stocks and Interest Rates Declined after 2002 (annual 
percent)
Source: Bloomberg Financial, L.P.
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The previous such low-risk environment was pre-1971, when Wall Street 

was primarily about relationships: private partnerships transferring risk as 

agents. The jump in volatility after the dollar was set free from gold in 

1971 and interest rates were set loose a decade later helped give rise to 

Wall Street fi rms as public companies using other people’s money as prin-

cipals of risk transfer. The low volatility environment after 2002 left little 

risk to transfer or assume, so Wall Street began to manufacture it, much the 

way companies manufacture synthetic rubber, or synthetic oil, and even 

synthetic diamonds.

The CDS Market Develops

The CDS market developed much the way the interest rate swaps  market 

did after the IBM-World Bank deal in 1981: Bankers looked at client 

lists to identify ones who might benefi t from similar swaps, arranging the 

deals as an agent again, transferring risk between parties from those afraid 

interest might rise and those afraid they would fall. Next, the banks became 

 market makers (principals) in interest rate swaps for clients and other 

banks. Finally, interest rate swaps became a favored speculative vehicle 

for betting on changes in interest rates. When the hedge fund Long-Term 

Capital Management blew up in September 1998, it had 10,000 swap 

positions speculating on historical price relationships.

Similarly, in the CDS market, the banks initially used them to shift 

risk and avoid regulatory capital requirements; institutional investors took 

the other side of the trade from the banks to gain exposure to a market 

previously closed to them by selling CDSs. They collected a bigger income 

stream than what was available from bank accounts or U.S. Treasury secu-

rities. Next, commercial banks, investment banks, and insurance companies 

became market makers for customers and other market makers alike. 

Finally, they began to use CDSs to make proprietary speculative bets on 

the creditworthiness of corporate and government bonds. Figure 7.2 shows 

the market grew to $62 trillion in 2007 from $800 billion in 2002.
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Thus, as fi nancial markets became more volatile after the dollar and inter-

est rates were set free to fl oat or sink, the fi rms initially, passively, as a service 

to clients, assumed the risk as market makers. Eventually, the fi rms began to 

initiate positions in the market by trading the fi rm’s capital as “proprietary” 

traders who might also trade against the positions of clients. In the volatile 

environment, selectively assuming risk offered opportunities to profi t.

In this speculative capacity, a CDS does not transfer or shift the risk 

inherent in a loan or bond. An investor, generally an institutional inves-

tor, can also gain exposure to the risk and higher interest rates of a single 

corporate name, an index of companies, or a sovereign government. And 

a CDS can also be used as side bet on whether the reference name—a 

company, sovereign government, or some index of reference names—

will be downgraded or have some other sort of credit-event breaching 

the terms of the indenture. In this type of transaction, the party seeking 
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“ protection” does not have, and likely has no intention of having, direct 

access to the interest available on bank loans, mortgages, corporate bonds, 

or sovereign bonds in question. That is, these CDSs manufactured synthetic 

exposure to the risks accompanying these reference securities. The transac-

tions have nothing to do with protecting against the risk inherent (i.e., 

that of a credit event) in owning a bond or loan. Lacking an economic 

interest and risk of loss in debt of the reference company, they were specu-

lative transactions.

As we’ve seen, Wall Street’s business is to transfer risk, the kind ever-

present in a free market economy. Management guru Peter Drucker calls 

it “risk which is coincident with the commitment of present resources to 

future expectations.”5 It can also be called inherent risk, part of the every-

day markets in which we participate as consumers, such as the department 

store, grocery store, and gas station. The producers bear the fi nancial risks 

associated with getting the product to the consumer. This type of risk is 

often managed via derivatives on the centralized exchanges and over-the-

counter fi nancial markets.

Manufactured risk, on the other hand, creates a potential monetary loss 

that otherwise would not have existed had not the bet been made. The risk 

is not a by-product of an activity itself. The roulette wheel could be spun, 

the football game played, and the horse race run without monetary loss 

occurring. Wagering on the outcome of any of these events creates risk.

The gambling game roulette offers an analogy to explain the created 

risk that built up in the fi nancial system during the low-volatility environ-

ment of 2002–2007. Betting on red 36 and doubling down every time 

it loses will eventually have a huge payoff, if the bettor’s money can last 

long enough. Betting against red 36 and doubling up every time it paid 

off, which was often, generates steadily increased income but will eventu-

ally generate a huge loss. This was akin to traders providing loss protection via 

credit default swaps, “selling” them to collect the premium. So long as no “credit 

events” occurred, the provider kept the premium and did not have to pay 

anything out.
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More Insurance Than Needed

Credit default swaps are not insurance contracts, technically speaking; they 

are not regulated as insurance contracts. Insurance is a contract for com-

pensation to protect against loss; one doesn’t have to be exposed to any 

loss in order to enter CDSs. They do not require the buyer to have an 

economic interest in the underlying asset—which is not so much a prob-

lem in derivatives where the underlying is an asset. They are effectively 

a series of option contracts folded together via Financial Origami. This 

gives the CDS seller a series of premium payments rather than just one, as 

is the case with an option. The CDSs can perform the function of insur-

ance; but they can also perform one of speculation.

Consider the following scenario: Your house burns down. Fortunately, 

you have fi re insurance, so you call the insurance company to report the 

loss and fi le a claim. The next day, your agent meets you in front of the 

property, and the agent writes you a check. Suddenly, several neighbors 

arrive with hands extended, asking the agent for their check because they 

too had taken out a fi re insurance policy on your home. They had no risk 

of loss in your home; in fact, no economic interest in it at all until they 

took out the insurance policies, and then only an interest in seeing it burn 

to the ground.

They may have taken out a policy, but it was not with the agent cutting 

the check to you. (And no mention is made just yet of what involvement 

any of the neighbors may have had in setting the property ablaze in the 

fi rst place.) The neighbors must collect from whoever sold them the poli-

cies on a house that was not their own. In this example, risk was created. 

You had an inherent risk, because it was your property. The neighbors’ 

insurance policies created, or manufactured, potential risk because it was 

not their property. They had no insurable interest in the house.

What would have prompted the neighbors to take out the policies? 

They might have noticed that you often cooked on an open grill on the 

wooden deck attached to your house, drank a lot, and often passed out 

CH007.indd   101CH007.indd   101 2/1/11   6:57:35 AM2/1/11   6:57:35 AM



 

F I N A N C I A L  O R I G A M I

102

while the fi re raged on the grill. They may just have sensed a potential 

opportunity. Alternatively, they may not have liked you and intended to 

burn your house, picking up a few dollars in the process.

Take the example a step further. Say that 20 neighbors had each taken 

out a fi re insurance policy on your house, each making annual premium 

payments to a single “insurance” company. Now envision that company 

creates a $10 million fi nancial instrument, the coupon of which is the 20 

neighbors’ annual premiums, and that some institutional investor buys the 

security. Now think about it. Their “investment” has no underlying asset; 

rather it has the opposite, a liability. When the house burns down, the $10 

million goes to pay the 20 neighbors’ insurance policies. And the investor 

gets what? The land and pile of smoldering rubble? No. And certainly 

there’s no way to get it 20 times over, once for each neighbor.

Consider an alternative scenario. You sell fi re insurance policies on each 

of the homes in a subdivision, package the premiums and offer that as a cash 

fl ow to, say, a pension fund. All of the monthly premiums (cash fl ows) are 

passed through to the fund, except for a small servicing charge, which you 

keep. If one of the homes burns down, the pension fund suffers a relatively 

small loss, having to pay out the insurance claim to you. If fi re sweeps through 

the neighborhood and all the homes burn down, the pension suffers a com-

plete loss because it is liable to pay your insurance claims on all of the homes.

In sum, you can’t have more insurance outstanding than there are 

insurable assets, unless you are on Wall Street. Theoretically, it’s logical 

that a given asset might have an equal quantity of derivatives outstand-

ing; the contracts allow asset owners the ability to hedge the inherent risk 

of holding the asset if they so choose. For liquidity’s sake, it even makes 

sense for there to be more derivatives than underlying assets. It might 

make sense for the market to create $2 billion is CDSs on a company with 

$1 billion in debt outstanding. But it is also true that the extra  billion is 

not “necessary.” As just one example, when Delphi, the auto parts maker, 

went bankrupt in 2005, the CDSs on its debt exceeded the value of its 

bonds tenfold.6
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The speculative element in a market (i.e., at least one party to a trans-

action has no vested business-risk interest) helps provide market liquidity, 

the ability to buy or sell quickly without causing big changes in price. 

The same phenomenon occurs in other derivatives markets, such as futures 

contracts listed on commodity exchanges, helping to fi ll the function of 

price discovery. For example, the New York Mercantile Exchange’s daily 

volume in crude oil futures in 2009 averaged about 550 million barrels a 

day. That’s about six times the daily global consumption of oil.

Companies with exposure to oil prices, as well as speculators with no 

such exposure, are trading in that market. The exchange has standardi zed 

contracts with trade reporting, price transparency, and daily posting of 

capital as surety margin to demonstrate participants’ ability and willingness 

to honor the contracts. Exchanges provide price and volume transpar-

ency in real time. An exchange’s clearinghouse is the counterparty in all 

futures and options contracts and promises to make good on all transac-

tions. To make sure prices are not being manipulated, speculators holding 

more than a specifi ed number of exchange-traded contracts are required 

to report those positions to the Commodity Futures Trading Commission 

at least weekly. Leading up to the crisis, there was no such reporting 

requirement, however, for OTC swaps, which the President’s Working 

Group recommended be exempt from regulation in November 1999, the 

same month Glass-Steagall was repealed.

Opaque Markets

While OTC markets enable more-tailored products, by their very nature 

they are less liquid than standardized contracts on exchanges. Importantly, 

certain accounting rules for hedging require matching maturities of 

hedges to exposure, which means companies have a strong incentive to 

use the OTC market, which can tailor such dates. These OTC products 

offer opportunities for large profi ts because transaction prices are not 

posted for all to see and compare.
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As with most things on Wall Street, this is nothing new. Historian 

Fernand Braudel notes the rise in the fortunes of those engaged in “private 

trading” (emphasis his). With the increased population and economic growth 

of sixteenth-and seventeenth-century England, the existing network of 

regular markets became inadequate. “The initiators of such private trading 

were ‘substantial’ traveling merchants, pedlars and salesmen: they went around 

to the kitchen doors of farms to buy up in advance wheat, barley, sheep, wool, 

poultry, rabbit-skins, and sheepskins.” Private trading “was simply a way 

of getting round the open or public market which was closely supervised,” 

writes Braudel.7

In the long-dated OTC contracts, fi ve-year CDSs, for example, there 

was often no daily posting of margin to maintain a good faith deposit 

between the counterparties the way there is on exchange-traded derivatives. 

This allowed losses in some positions to accumulate over a much longer 

time than the typical one-month to three-month tenor of exchange-traded 

contracts. For example, a futures contract expiring on a three-month cycle 

requires daily posting of good faith margin and a whole new contract and 

recommitment of the higher initial margin to re-establish the position 

every three months. In privately negotiated OTC contracts, that is not 

always the case.

Moreover, the risk profi le of CDSs differs from exchange-traded 

derivatives. The trigger event compelling fulfi llment of the CDS contract 

terms is so severe for the underlying credit that the price of the CDS can 

surge by enormous amounts when the event threatens. The potential, 

or latent, volatility in credit-default swaps compared to futures contracts 

was underscored by the Lehman Brothers bankruptcy in September 2008. 

Figure 7.3 shows that over a three-day period, the annual cost to insure $10 

million of debt for Morgan Stanley jumped from $262,000 to $998,000.

The volatility, or risk, covering a 10-day period soared above 500 

 percent. That was more than three times as great as the highest 10-day 

volatility for crude oil when the price fell from a record of more than 

$147 a barrel to about $45 in the second half of 2008. The volatility gauge 
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compares closing prices over a 10-day period and annualizes how much 

they differ from the average, in annual percentage terms. This “jump-to-

default” payout feature makes it diffi cult to manage the risks of CDSs.8

The party entering the sell-side of a CDS assumes a potential, or con-

tingent, liability the same way the companies selling fi re insurance on your 

house did in the example above. If the party taking out the protection 

at least has underlying bonds (a so-called funded CDS), impaired though 

they may be, there are bonds to hand over much the way a car owner 

would turn over the totaled car in exchange for the blue book value pay-

ment from the insurance company. The car can be sold for parts or to a 

junkyard. In a so-called unfunded CDS, there is nothing to turn over; it is 

purely a side bet.

And a synthetic CDO made up of the payments on CDSs also has 

no asset underlying it. Rather, the CDO securitizes the cash fl ow of 
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“ premiums” received in exchange for providing “make whole” insurance 

in case a bond, loan, or mortgage has a credit event, such as a downgrade 

to below investment grade or a default. So the low volatility environment 

led to manufacturing risk by selling CDSs for the income.

Securitizing income streams from corporate assets takes the form of 

stocks and bonds; securitizing the stream from mortgages form  mortgage-

backed securities (MBS); securitizing income streams from credit card 

receivables made for asset-backed-securities (ABS). In an ultimate act 

of Financial Origami, the synthetic CDO effectively securitizes a liability. 

Instead of being used as a derivative on a reference asset or entity, the 

CDS premium payments were in the CDO. (More on this in Chapter 8.)

Other People’s Money: Debt

As the traditional business lines became more effi cient and the margins 

dropped, many Wall Street fi rms decided that high-powered commercial 

banking earning interest rate spreads with borrowed money was an easy fi x. 

Technology and competition had eroded profi t margins from commissions, 

and a bear market in stocks had done the same to underwriting, so the big 

fi ve investment banks boosted their leverage ratios especially after the 

Federal Reserve pushed its target rate to a record low 1.5 percent in 2002.

Low volatility meant little risk, little to transfer as an agent, and little 

to assume as a principal. Recall the avenues open to fi rms in an industry 

in which prices for its product are falling: offer a new and improved ver-

sion, manufacture and sell more of the product, and/or borrow money. 

To maintain or boost profi ts, Wall Street did all three:

 1. Offered “new and improved products” (CDSs on individual names 

and indexes)

 2. Manufactured risk (synthetic CDOs; packaged CDS premiums as 

income streams)

 3. Borrowed money to leverage returns
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When Congress replaced Glass-Steagall with Gramm-Leach-Bliley 

in 1999, it created Investment Bank Holding companies, a new type of 

entity. It also left a regulator gap, an inconsistency for computing capital 

adequacy at the holding company, or parent, level versus at the broker-

dealer level, where securities are bought and sold. This was an issue of 

how much dead capital securities and brokerage fi rms should have to set 

aside as a buffer against loss for particular fi nancial instruments, including 

credit derivatives.

As Great Moderation entered the lexicon in 2002, as credit derivatives 

earned praise for blunting the effects of record bankruptcies, and as the 

stock market bottomed, the European Parliament and the Council of 

the European Union issued a directive on how credit institutions, insur-

ance, and investment fi rms would be regulated in Europe. Under the 

directive, fi nancial market regulators in the European Union would deter-

mine if a company of non-EU parentage would be supervised by the 

EU unless the parent back in the country of origin was supervised on an 

“equivalent” basis as fi nancial market regulators in Europe.

This was akin to telling Americans that their soldiers in Iraq would 

be under the command of the generals from another country, France, 

for instance. Needless to say, the plan did not go over well with the U.S. 

fi rms. So Wall Street fi rms lobbied the SEC, which voted to exempt the 

Wall Street “bulge bracket” fi rms from net capital rules. This allowed 

the fi ve largest fi rms brokerages to keep less cash on hand and less dead 

capital provided they fi le fi nancial reports with the SEC and submit to 

inspections. Broker-dealers, which are any fi rms paid commissions in the 

purchase or sale of securities, are required to keep a specifi ed amount of 

cash on hand to protect investors should their parent company fail. The 

new rule allowed the fi rms to calculate capital reserve requirements using 

a risk-based formula that included unsecured assets. It also allowed the 

fi rms to pile on more debt.

Wall Street had already used other people’s money in the equity mar-

kets by going public (ownership); now the Street was going after other 
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people’s money by borrowing it (loanership). Goldman’s leverage ratio, 

measuring assets relative to equity, was 26.2 times at the end of fi scal 

year 2007 up from 17.1 times at the end of the 2001 recession. Morgan 

Stanley’s jumped to 32.6 from 23.6, Merrill Lynch’s to 31.94 from 19.37, 

and Lehman’s 30.75 from 27.03.

Banks could make easy money holding U.S. Treasury securities 

instead of lending, and Treasuries required no capital set-aside. Think how 

much more the Wall Street fi rms could make owning CDOs that had 

much higher interest rate than Treasuries and for which they had to set 

aside less regulatory capital than holding the loans themselves. Loans on a 

bank’s books might require regulatory set-aside capital of about 4 percent. 

Once securitized and tranched, the same loans required only about a 

3 percent capital set-aside. Thus, the incentive for banks to repackage sub-

prime mortgages into AAA-rated bonds and invest in them. It was a clever 

bit of Financial Origami. Wall Street fi rms effectively became of their own 

best customers. For example, Fannie Mae and Freddie Mac borrowed 

from the public at government-subsidized low interest rates and invested 

that money in the mortgage-backed securities it was creating as part of 

its mandate. Similarly, bankers, instead of just securitizing mortgages 

via CDOs, went the extra step and began to borrow in the overnight 

market to invest the CDOs they were creating.

From 2002 to 2007 Goldman’s balance sheet grew to more than $1 

trillion from $356 billion, Morgan Stanley’s to more than $1 trillion from 

$529 billion, Merrill Lynch’s to $1 trillion from $448 billion, and Lehman 

Brothers’ to $700 billion from $260 billion. Over the same period, invest-

ment banks became commercial banks, lending money without credit 

insight or a deposit base, and commercial banks became brokers, selling 

securities without market insight.
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T he simplicity of Wall Street’s business model has long been masked 

by the apparent complexity of its innovations, what some call 

“fi nancial engineering” and what I call Financial Origami. It’s an 

apt metaphor to capture how the attributes of a few basic products can be 

folded into new products and the fact that fi nance is an art, not a science.

Wall Street’s job is to transfer risk from those who don’t want it to 

those who do, using one or more of its core three pieces of paper: stock, 

bond, and derivative. Stocks and corporate bonds transfer risk from the 

company to those who want to take a chance on its future earnings by 

securitizing them. Sovereign and municipal debt securitizes expected tax 

receipts and transfers the risk that they will fall short of expenditures. 

Derivatives offer an insurance-like protection from fi nancial losses, trans-

ferring risk to a third party. The variations on these products aren’t as 

complex as they sound or look. The fi rms simply fold and refold the three 

pieces of paper into intricate designs, with new names and higher prices.

The derivatives that people are perplexed by are variations on pieces 

of paper that have been around for a very long time: futures are as old as 

CH008.indd   111CH008.indd   111 2/1/11   6:58:02 AM2/1/11   6:58:02 AM



 

F I N A N C I A L  O R I G A M I

112

medieval fairs; options are recorded in Aristotle’s Politics; swaps dated from 

when people lived in caves. Derivatives are an insurance-like  contract 

binding participants to perform transactions in the future if a specifi ed 

event happens. Figure 8.1 shows the timeline of reintroduction of these 

Fixed Floating

The 3 Derivatives

Wall Street Relationship to Risk

PARTNERSHIP/AGENT PUBLIC/PRINCIPAL        MANUFACTURER 

1984
BSC

1993
LEH

2002 1999
GS 

1971
MER

1986
MS

1981 

1981 1971 

Options
Index Futures

Swaps 

1981 1971 

-Gold/Dollar Severed
-Reserve Primary Fund opens
-SEC ends opposition to
 members being public firms
 and ends fixed commissions
-MER goes public
-MS adds trading, etc.
-Charles Schwab founded
-NASDAQ opens
-Ambac formed 

-Interest Rates Deregulated
-Deposit insurance raised to $100,000
-Banks ordered to offer NOW accounts
-Rule 415 relaxing shelf-registrations
-Interstate Banking
-Oil and Gasoline Prices Deregulated (Decontrolled)
-First Interest Rate Swap 
-Eurodollar Futures
-Stock Index Futures
-SEC allows ratings in prospectuses

Figure 8.1 The Infl ection Dates for Rules, New Products, and Business 
Organization

CH008.indd   112CH008.indd   112 2/1/11   6:58:03 AM2/1/11   6:58:03 AM



 

Pull Head to Suitable Angle

113

instruments, the major changes in the regulatory environment, and the 

timeline of the bulge bracket fi rms going public.

Market participants can do several things with these instruments: 

invest, trade, speculate, bet, or gamble.1 But the vehicles themselves are 

just pieces of paper, some with prettier shapes or more clever designs than 

others. As we’ve seen, Wall Street’s Financial Origami wasn’t limited to 

the products in which it traffi cs. In 1971, the bulge bracket fi rms began 

refolding their charters into public companies from private partnerships 

after the New York Stock Exchange dropped a rule prohibiting its mem-

bers from using that corporate structure.

The trend accelerated after 1981, and Wall Street migrated from being 

agents of risk transfer to principals of it, more willing to take the other 

side of the trade in order to facilitate customers’ orders. It used other peo-

ple’s money raised in the public offerings to fi nance the increased trading, 

but retained the compensation structure, typically 50 percent of revenue.

Wall Street had also begun to refold the industry. Whereas fi rms once 

specialized, now they sought to offer one-stop shopping for all fi nancial 

services. Morgan Stanley, to take but one example, was an investment 

bank for decades and only added investment management, equities 

research, and government bond trading in 1971. This vertical structure left 

the Street vulnerable to confl icts of interest to which it has periodically 

succumbed over the years, most prominently during the Internet boom 

when Wall Street bankers and analysts used research to promote stocks of 

companies in order to get investment banking business from clients.

Wall Street also applied Financial Origami to the mortgage-lending 

process, unbundling the origination, funding, and servicing components 

so they could be carried out by separate companies. For decades, banks 

and savings and loans had performed all three functions and kept the 

mortgages until they were paid off.

This Financial Origami gave incentives to grant loans bankers pre-

viously might never have made. Increasingly, they were low quality and 

didn’t conform to the standards set by government-sponsored enterprises, 
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such as Fannie Mae and Freddie Mac, which also bundled, insured, and 

sold mortgages as bonds to investors. They even held some of the insured 

mortgages in their own portfolio and bought ones they’d previously 

issued. These two government agencies bought and held as much as 40 

percent of the total issuance securitized subprime mortgages in 2003 and 

2004 as part of the government’s effort to increase homeownership.2

The risk of the subprime loans wasn’t prepayment, as it was in the case 

of government- and agency-backed mortgages, but nonpayment. These 

products passed default losses nonexistent with mortgages from Ginnie 

Mae, Fannie Mae, and Freddie Mac on to investors as well as passing on 

interest and principal payments.

The ultimate folding of paper wasn’t credit default swaps, and there 

is nothing wrong with the product per se. The fold that eventually accel-

erated much of the meltdown in the crisis was CDOs made up of CDS 

payments or CDSs inside of CDOs. That is, bankers packaged CDS pre-

mium payments and sold that cash fl ow as though it came from an asset. 

It turned out to be one fold too many. Wall Street wasn’t securitizing an 

asset; it was securitizing a potential liability. Anyone buying a synthetic 

CDO was accepting a contingent liability to have to pay out in case of 

a credit event. Securitizing cash fl ows from an income producing asset 

had become securitizing insurance premiums in exchange for accepting 

liability. Figure 8.2 shows the completed Financial Origami diagram that 

we started in Chapter 2.

Vindicating Greenspan

Long before Alan Greenspan’s alleged mea culpa during the October 23, 

2008, congressional hearing, and long after it as well, his critics blamed 

him for the U.S. subprime crisis in 2007 that morphed into the global 

fi nancial crisis in 2008. As the chairman of the Federal Reserve, with a 

staff of 200 PhDs at his disposal, he should have seen the crisis coming and 

should have raised interest rates sooner and faster than the Board actually 

CH008.indd   115CH008.indd   115 2/1/11   6:58:04 AM2/1/11   6:58:04 AM



 

F I N A N C I A L  O R I G A M I

116

did, say his detractors. They say the Fed’s sub-2-percent overnight interest 

rate in 2002 and 2003 “caused” the housing bubble to form and the Fed’s 

failure to raise rates fast enough and high enough in 2004 –2006 allowed 

the bubble to grow.

Greenspan responded to his critics in a paper titled “The Crisis,” 

published March 9, 2010, the fi rst anniversary of the end of the 17-month 

bear market in U.S. stocks. In the paper, Greenspan says the Fed could 

not have caused the housing boom, because it was a global property boom, 

and given that the Fed is not responsible for monetary policy for all those 

other countries, something else is to blame. He says what did cause the 

bubble was the high and rising savings rates in fast-growing develop-

ing countries, coupled with global capital mobility, a topic we touched 

upon in the Introduction. According to Greenspan, the savings rate of the 

developing world rose to 34 percent of nominal GDP by 2007 from about 

24 percent in 2000. In the same period, real GDP growth in the develop-

ing world grew more than double that of the developed. Those savings 

are what helped fi nance the global property boom of 2002–2007.

In the paper, Greenspan also lays some blame on the U.S. govern-

ment itself.

Another factor . . . was the heavy purchases of subprime securi-

ties by Fannie Mae and Freddie Mac, the major U.S. Government 

Sponsored Enterprises (GSE). Pressed by the Department of 

Housing and Urban Development and the Congress to expand 

“affordable housing commitments,” they chose to meet them by 

investing heavily in subprime securities. The fi rms accounted 

for an estimated 40% of all subprime mortgage securities (almost 

all adjustable rate), newly purchased and retained on investors’ 

 balance sheets during 2003 and 2004.

According to Greenspan, by the fi rst quarter of 2007, when HSBC’s 

write-down announcement touched off the subprime crisis, “virtually all 

subprime originations were being securitized (compared with only half in 
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2000), and subprime mortgage securities outstanding totaled more than 

$900 billion, a rise of more than six-fold since the end of 2001.” From 

2002 to 2005, subprime mortgages as percent of all mortgages grew to 20 

from 7 percent.3

There is nothing wrong with subprime mortgages, but the good idea 

was run into the ground by approving these mortgages on the assumption 

that rising home prices would enable the borrower to accumulate equity 

in the house in a few years’ time and then use that equity to refi nance 

into a conventional mortgage. That is, expected capital gains in the home 

price would provide the down payment for a conventional mortgage after 

two or three years.

How, Not Will, You Pay?

Fair Isaac Corporation (FICO) credit scores became the basis for comput-

erized automated underwriting programs, enabled by the microchip that 

debuted in 1971. Bankers assigned creditworthiness based on a borrower’s 

past trends in making debt payments. They extrapolated that past repay-

ment behavior into future behavior like most of Wall Street’s models did. This 

failed to take into consideration how they would repay. Mortgage originators 

were basically asking if the borrower would repay, not how. With a document-

light loan, or one in which borrower did not have to provide evidence of 

income, the “loan offi cer” was asking “Will you repay on time, based on past 

behavior?” and not “How will you repay on time?” The loan was granted 

because both parties thought house prices would rise, and the proceeds from 

price appreciation would be the equity down payment for a new, conven-

tional mortgage.

FICO scores do not include any gauge of income or employment his-

tory, or even the interest rate on its debt outstanding. No cash fl ow is taken 

into account. With subprime mortgages, the cash fl ow presumed is the 

rising price of the house. Remember, securities are priced as the present 

value of the cash fl ows the asset will generate. For stocks this means 
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earnings, and for bonds it’s the periodic interest payments and principal 

repayment of the original loan. In subprime mortgages, the present value 

presupposed the refi nance of the house as part of the cash fl ows. But that 

assumed refi nancing the house for at least as much as one paid for it, and 

that assumed house prices never fell.

Greenspan also says the rise in capital fl ows of global savings in search 

of higher yields fostered the “global proliferation of securitized, toxic 

U.S. subprime mortgages,” as Greenspan put it, and he notes that the 

Bank of Canada came to the same conclusion.4 Figure 8.3 shows global 

cross-border capital fl ows rose to 20 percent of global GDP in 2007, 

up from 5 percent in 2000, according to the McKinsey Global Institute 

Cross Border Capital Flows database. Figure 8.4 shows the global surge in 

securitization.
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Broken Markets

More global savings than investment led to a decline in interest rates 

around the world, which meant lower monthly mortgage payments. This 

gave borrowers with spotty credit histories a chance to get a mortgage 

made more readily available because investors and the GSEs were snap-

ping up bonds backed by pools of subprime mortgages.

Flows into and out of asset classes can distort their prices, pushing 

them far away from long-term averages or otherwise disconnect from pre-

viously established price relationships. In the process, markets can become 

distorted, even broken. For example, Greenspan had what he called a 

“conundrum” when the Fed raised its benchmark overnight interest rate 

starting in June 2004; the yield on the ten-year U.S. Treasury note fell 

instead of rose. He attributed the phenomenon to a global savings glut 
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wherein foreign investors bought U.S. Treasury securities almost regard-

less of the yield on the bonds.

Exchange-traded futures contracts, too, have experienced episodes 

of dysfunctional markets in which the relationship between today’s prices 

and those for future dates broke down. In the spring of 2008, the cot-

ton and wheat markets broke for a similar reason: persistent buying. “The 

market is broken; it’s out of whack,” William Dunavant Jr., chairman of 

cotton merchant Dunavant Enterprises Inc., said on April 22, 2008, at a 

CFTC conference in Washington examining whether futures markets were 

working properly.5 Rising crop futures were pushing small hedgers out of 

the market and making it diffi cult for companies to manage risk, he said.

That anomaly arose from another act of Financial Origami. Wall Street 

bankers offered investors the opportunity to earn returns on commodity 

futures contracts, especially after the Federal Reserve’s sub-2-percent 

interest rate environment in 2002–2004 (see Figure 8.5). Commodity 

Figure 8.5 Passive Investment in Commodities (billions of US $)
Source: Barclays
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Exchange Traded Funds (ETFs) mimicked stock market mutual funds. 

Investors pooled resources into a fund that used the money to buy com-

modity futures contracts. When the contracts expired, the fund simply 

“rolled” into the next month’s contract. The funds sold their holdings 

only when investors in the ETFs wanted out of the asset class. These 

funds treat commodities as an asset class, and they employed a buy-and-

hold strategy in order to gain exposure to price swings in commodities, 

the way Harry Markowitz’s portfolio strategy would have investors do: 

add uncorrelated assets to a portfolio in order to reduce risk.

By early 2008, futures prices in some commodity markets were well 

above what users were willing to pay in cash markets. In March that year, 

the Chicago Board of Trade futures market had contracts for 2.1 billion 

bushels of wheat on a crop of only 360 million bushels. The cash market 

and futures market disconnected; the price differentials were much more 

than could be accounted for by using the typical measures of cost of stor-

age, insurance, and the time value of money. The differential was as much 

as $2 a bushel compared to a more normal 20 to 40 cents.

The price relationship between the cash and derivative future mar-

ket was broken. Enabling this phenomenon and aggravating the situation 

was the fact that the companies offering the ETFs were considered “hedg-

ers” by the regulatory authorities. This meant they had no limit to how 

much they could buy. Food processors and farmers, whose business deal-

ings, by defi nition, put them in contact with the commodities, do not have 

so-called “position limits” that cap the quantity of futures contracts they can 

hold. Those labeled “speculators” do have limits to prevent manipulation 

or otherwise distort the market. The fi rms offering ETFs claimed hedger 

 status because they were selling an “investment” that directly exposed them 

to the ups and downs of commodity prices. The CFTC permitted it.

A similar disconnect occurred in the subprime mortgage derivatives 

market, aggravating the fi nancial crisis. Wall Street Financial Origami in 

January 2006 created an index on derivatives instead of directly on a cash 

market instrument: the ABX.HE, an index of the 20 most liquid CDSs 
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on U.S. subprime mortgages and not the cash price for the underlying 

mortgages themselves. This enabled a theoretically unlimited number of 

contracts to be created on the Index and CDSs that were not constrained 

by the size of the cash market both were ultimately referencing. There 

was no arbitrage to the cash market. The ABX index created bets on bets. 

The Bank for International Settlements reported, “Trade documentation 

excludes any form of physical settlement, thus decoupling ABX trading 

from the availability of the underlying cash instruments.”6

The lack of arbitrage between the index on CDS and the cash market 

made conditions ripe for “one-way” trades to push the market price to 

abnormally low levels. It was akin to pushing on a revolving door; there is 

no countervailing force to keep the move in check, as would be the case 

in an arbitraged market.

An accounting change further aggravated the fi nancial crisis. The 

Financial Accounting Standards Board (FASB) imposed an accounting rule 

that went into effect in November 2007, just as the subprime crisis was 

spreading to the economy and fi nancial markets. It required companies to 

use “observable market prices” to value many securities and derivatives, 

rather than pricing models or cash fl ows from the instruments. If this so-

called mark-to-market showed the securities had declined in price, the 

company would report that as a loss, reducing net income. Given that 

the ABX was the only index of subprime mortgages, it became the industry 

benchmark for valuing securities. It also became the vehicle of choice to 

get “insurance protection” for any portfolio of subprime mortgages. This 

added to the “pushing on a revolving door” phenomenon. Traders and 

investors with CDOs marked down the value of their portfolios as the ABX 

declined, then some sold the ABX index to protect their positions from 

further price deterioration. This selling put further downward pressure 

on the index, forcing another mark down in the mark-to-market process. 

It was a vicious cycle that did not stop until the mark-to-market rule was 

modifi ed and made less stringent in March 2009, the exact bottom of the 

bear market in stocks.
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Fair value is supposed to represent the price at which an asset would 

change hands in an orderly, arm’s-length transaction. Advocates of this 

“fair value,” mark-to-market accounting say investors want to see what 

fi nancial instruments are worth, not just what they cost, and they shouldn’t 

have to dig through the footnotes to fi nd out. Opponents say fair-value 

marks for illiquid instruments are unreliable, so they shouldn’t be manda-

tory. Their view is that accounting should refl ect economic reality, not 

dictate it.

In any event, one form of mark-to-market is responsible for the hous-

ing bubble in the fi rst place. Homeowners were marking their houses to 

market and then using them as automated teller machines to tap equity 

when prices rose. Without that kind of accounting for homeowners, the 

bubble likely would not have gotten as big as it did.

In the case of CDSs, some of the fi rms entering contracts to wager 

on a company’s having fi nancial diffi culty may also have extended credit 

to that same company via the securities repo market. It’s one thing for 

George Bailey to have his depositors withdraw funds and quite another 

for them to buy CDS on the Building & Loan at the same time. People 

respond to incentives, and everything else is commentary. Consider a bank 

with overnight loans to a securities fi rm. On any given day, the bank can 

simply refuse to lend to the fi rm, especially if the collateral is suspect. Or, 

if the bankers are worried about lending to the company in the overnight 

repo market because the company may be having fi nancial problems, 

it’s not being malicious to withhold the loan. It makes perfect sense for 

traders at the bank. This is the equivalent of a run on an investment bank. 

The typical run on a commercial bank involves running to the bank 

to make withdrawals. A run on an investment bank is withholding the 

extension of loans to fi nance its securities.

Thus, with credit derivatives there is the potential for a destructive 

cycle that does not occur in futures for agricultural products. This is espe-

cially true as related to the potential for a run on the institution, which is 

what happened with Bear Stearns. The day before the company  collapsed 
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into the arms of JPMorgan Chase, Bear Stearns met all regulatory capital 

requirements. But no one would lend money to Bear overnight because 

any lender questioned the value of the securities being offered as collat-

eral. The cycle would be akin to accumulating futures contracts on corn, 

then going out and destroying the fi elds growing the crops. With credit 

derivatives, a bank might refuse to lend to a company and then buy CDSs 

on the troubled fi rm or vice versa. Six months later, the pattern repeated 

itself with Lehman; it was starting to happen to Merrill Lynch when Bank 

of America bought it, as well as Goldman Sachs and Morgan Stanley 

when they fi led to become commercial banks to avoid a “run” on their 

companies.
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In the Introduction, I invoked the economics axiom that people respond 

to incentives and everything else is commentary. Airline executives 

 facing government publication of on-time arrival performance, for 

example, simply lengthened the advertised duration of fl ights. Similarly, 

bankers facing regulatory capital rules proved adept at minimizing “dead 

capital.”

Wall Street’s job is to transfer risk, whether stocks or bonds or deriva-

tives, and whether in the primary or secondary markets. Risk is a natural 

product of life in general and the free market economy in particular. Not 

even the fanciest of academic models can make risk go away. It cannot 

be removed, only shifted, which Wall Street does via three basic pieces 

of paper and the Financial Origami it performs on them to form “new” 

products. And government regulations will not protect you from risk 

either. Consider that the heart of the fi nancial crisis lay within institutions 

that may be the most regulated in the United States, behind pharma-

ceutical companies.
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As Merton Miller pointed out, regulation is responsible for most 

fi nancial innovations, what I call Financial Origami. Worse still, govern-

ment regulation gives a false sense of security and creates a unique form 

of moral hazard. This is not an argument for or against more regulation. 

It’s merely to point out that, ultimately, it won’t matter and that taxpayers 

should not delude themselves that their representatives can use new rules 

to solve problems in the fi nancial markets assuming they understand the 

problem well enough in the fi rst place.

Some of Senate Banking Committee Chairman Christopher Dodd’s 

remarks when he presented his fi nancial overhaul bill in April 2010 sug-

gest that at least some lawmakers may not even grasp the essence of the 

crisis. “This legislation will bring transparency and accountability to 

exotic instruments like hedge funds and derivatives that have for far 

too long lurked in the shadows of our economy,” Dodd said.1

Dodd’s comment doesn’t lend confi dence that he even knew what 

happened. First of all, hedge funds are not instruments. Second, neither 

the instruments nor hedge funds were catalysts for the fi nancial crisis; 

 regulated fi nancial institutions were. The crisis and subsequent recession 

shuttered 2,300 hedge funds in 2008 and 2009, according to Chicago-

based Hedge Fund Research Inc., and hardly anyone noticed. The only 

people who suffered were investors in these lightly regulated investment 

pools, which were not the problem. Rather, the regulated entities were 

the problem. Worse still, the Act did not address what to do with Fannie 

Mae and Freddie Mac, which played such an important role in the crisis.

The fi nancial instrument itself is rarely, if ever, the problem. Instead, 

it’s who’s using the instrument and for what purpose. A gun in the hands 

of a police offi cer is a good thing, but not in the hands of a cop using it 

to rob people. After all, the Federal Reserve used currency swaps with 

European central banks to ease money-market conditions when credit 

markets froze in 2008. And government regulations are to blame for cur-

rency swaps in the fi rst place. Capital controls in place from World War 

II through 1981 forced companies into so-called back-to-back loans, 
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reciprocal agreements to lend money to each other’s domestic subsidiaries, 

and the invention of currency swaps that year circumvented that obstacle.

Remember, derivatives are simply contracts to perform fi nancial trans-

actions in the future. Without them, companies wouldn’t be able to hedge 

the risk of prices changing in the future. Granted, people can speculate 

with derivatives, but that is true with purchases and sales of stocks and 

bonds as well.

Accounting tools, too, can be used for a variety of purposes. The 

terms “off-balance sheet” and “special-purpose entity” came into the pop-

ular lexicon when Enron went bankrupt in 2001. Ever since, they’ve had 

negative connotations. Yet SPEs make possible some of the safest invest-

ments in the world: GNMAs, which are backed by the full faith and credit 

of the U.S. government.

When announcing his draft bill of what would become the Dodd-

Frank Act, Christopher Dodd also said, “This legislation will not stop 

the next crisis from coming. No legislation can, of course.”2 Maybe that 

should be the preamble to every set of laws and regulations dealing with 

fi nancial markets. There is a way around any set of rules, as shown by 

pyramid-schemer Bernie Madoff, who scammed investors out of $65 

billion. His fi rm was regulated by the SEC, which audited his fi rm several 

times. At least with a disclaimer, the police wouldn’t be giving citizens a 

false sense of security.

History suggests that regulators are fi ghting a losing battle. Regulations 

create incentives for people to circumvent the very rules being imposed 

and simultaneously give investors a false sense of security, the govern-

ment’s own special form of moral hazard. The public believes it must 

be safe if the government has sanctioned the product, entity, or activity. 

For example, the Sarbanes-Oxley Act of 2002, passed after the series of 

accounting fraud scandals including Enron Corp. and WorldCom Inc., 

was hailed as a great investor-protection achievement. Among other 

things, the Act required offi cers of the company to attest to the accuracy 

of fi nancial statements. It failed, though, to prevent accounting gimmicks 
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that contributed to the largest bankruptcy in U.S. history six years later: 

Lehman Brothers, at $639 billion, was more than triple the Enron and 

WorldCom fi lings combined.

Remember also that the SEC provides an aura of validation for ratings 

companies by allowing fi nancial fi rms to use the rating opinions for regula-

tory purposes—that is, for calculating regulatory capital. When Moody’s and 

Standard & Poor’s assigned AAA ratings to securities created from subprime 

mortgages, investors took it as the equivalent of an SEC seal of approval.

Moreover, the government-arranged takeover of Bear Stearns Cos. 

by JPMorgan Chase & Co. in March 2008 created a special kind of the 

moral hazard that helped set the stage six months later for the collapse 

of Lehman as well as the $64.8 billion Reserve Primary money-market 

fund, which held Lehman debt. The SEC’s suit against the fund’s parent, 

Reserve Management Corp., cites e-mail from its chief investment offi cer 

who wrote that he “believed Lehman would, if necessary, be assisted by 

the federal government.”

History also shows that Wall Street has been adept at getting around 

the rules and regulations imposed upon corporate behavior and fi nancial 

instruments. For example, Bill Clinton’s administration in 1993 tried to 

rein in executive pay by limiting to $1 million the tax deductibility of 

their cash compensation. Corporations simply offered stock options to 

skirt the restriction. Enron hid debt and losses with off-balance sheet trans-

actions. Lehman used them to hide assets to make it appear less leveraged, 

according to Anton Valukas, the examiner for Lehman’s bankruptcy. 

Greece used currency swaps with Goldman Sachs to hide debt to gain 

entry to the European Union.

What’s Wrong with Wall Street?

Wall Street’s biggest problems arise from the confl icts of interest inherent 

in the structure that arose over the past four decades, both at the fi rm level 

and the industry level. For example, government-sponsored enterprises 
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Fannie and Freddie are charged with aiding the public policy objectives 

for increasing homeownership in the United States, although they owe a 

duty to their shareholders to maximize profi ts. Credit-rating agencies, also 

quasi-government companies, are paid for their ratings by the very com-

panies that will benefi t from the highest possible rating. Some investment 

banks and commercial banks have investment banking operations push-

ing to investor clients securities underwritten for corporate clients. Some 

have proprietary trading operations, designed to boost company wealth 

under the same roof as wealth management units designed to boost clients’ 

wealth; this creates the opportunity to take advantage of client orders. Did 

it ever make sense for the biggest commercial bank in the United States 

at the time, Citigroup Inc., to get 10 percent of its net income from one 

commodity trader?3 Proprietary trading is a zero-sum game; for every 

dollar of “profi t” that one trader makes, another trader has a “loss” of 

the same amount. With the government standing behind these banks with 

taxpayer money, it is supporting both the winner and loser in such trans-

actions. Should government-subsidized and -insured commercial banks be 

allowed to engage in these sorts of principal risk activities? (The Dodd-

Frank Act of 2010 included the so-called Volcker rule, which is supposed 

to prohibit proprietary trading at banks, but it allows up to 12 years in 

some cases to implement.)

Government-Sponsored Enterprises

President Franklin Delano Roosevelt created Fannie Mae in 1938 to help 

banks and savings-and-loan associations fi nance home mortgages as the 

economy was emerging from the Great Depression. Rather than lend 

money to homebuyers, it bought mortgages from the mortgage lenders so 

they could relend funds to another group of home buyers. The rationale 

was that the Federal National Mortgage Association, as it was then known, 

would ensure that lenders always had enough money to make new loans, 

thus helping make mortgages and homes more affordable for Americans.
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A lot has changed since then. Fannie Mae went public in 1970 and 

operates under a congressional charter while seeking to maximize profi t 

for shareholders. Congress also created the Federal Home Loan Mortgage 

Corporation in 1970. Over the years, the mission for the GSEs changed 

to include encouraging lending to minorities and low-income borrow-

ers. The 1977 Community Reinvestment Act compelled banks to lend to 

these groups. The Act has been revised several times since, but the mission 

remains the same. To aid in the effort, Congress gave the GSEs targets for 

how much of their purchases were to be composed of mortgages taken 

out by minorities and below median-income homebuyers. The White 

House got in on the act too. In October 2002 as Great Moderation entered 

the lexicon, as credit derivatives earned praise for blunting the effects of 

record bankruptcies, and as the stock market bottomed, President George 

W. Bush delivered his “we want everyone in America to own a home” 

speech, reinforcing the government’s effort to extend mortgages to people 

who could not necessarily afford them.4

Other government offi cials were supporters of Fannie and Freddie, 

as the excerpts below from congressional hearings show. Senate Bank-

ing Committee Chairman Christopher Dodd and House Financial Services 

Committee Chairman Barney Frank drafted the Restoring American 

Financial Stability Act of 2010, known as the Dodd-Frank Act. They also 

have spoken up in defense of Fannie and Freddie over the years, even as 

Alan Greenspan warned against some of the GSEs practices. For example:

House Financial Services Committee hearing, Sept. 10, 2003:

Rep. Barney Frank I worry, frankly, that there’s a tension here. The

(D-Massachusetts):  more people, in my judgment, exaggerate a threat 

of safety and soundness, the more people conjure 

up the possibility of serious fi nancial losses to the 

Treasury, which I do not see. I think we see enti-

ties that are fundamentally sound fi nancially and 

withstand some of the disaster scenarios . . .
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House Financial Services Committee hearing, Sept. 25, 2003:

Rep. Frank:  I do think I do not want the same kind of focus on 

safety and soundness that we have in OCC [Offi ce of the 

Comptroller of the Currency] and OTS [Offi ce of Thrift 

Supervision]. I want to roll the dice a little bit more in 

this situation towards subsidized housing . . .

Senate Banking Committee, Feb. 24 –25, 2004:

Sen. Thomas Carper  What is the wrong that we’re trying to 

(D-Delaware.):   right here? What is the potential harm 

that we’re trying to avert?

Federal Reserve Chairman Well, I think that that is a very good 

Alan Greenspan:  question, senator.

What we’re trying to avert is we have in our fi nancial system 

right now two very large and growing fi nancial institutions which 

are very effective and are essentially capable of gaining market shares 

in a very major market to a large extent as a consequence of what is 

perceived to be a subsidy that prevents the markets from adjusting 

appropriately, prevents competition and the normal adjustment pro-

cesses that we see on a day-by-day basis from functioning in a way 

that creates stability. . . . And so what we have is a structure here in 

which a very rapidly growing organization, holding assets and fi nanc-

ing them by subsidized debt, is growing in a manner which really 

does not in and of itself contribute to either home ownership or nec-

essarily liquidity or other aspects of the fi nancial markets . . .

Sen. Richard Shelby   [T]he federal government has [an] ambi-

(R-Alabama):    guous relationship with the GSEs. And 

how do we actually get rid of that ambi-

guity is a complicated, tricky thing. I don’t 

know how we do it. I mean, you’ve alluded 
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to it a little bit, but how do we defi ne the 

relationship? It’s important, is it not?

Mr. Greenspan:   Yes. Of all the issues that have been dis-

cussed today, I think that is the most 

 diffi  cult one. Because you cannot have, 

in a rational government or a rational 

society, two fundamentally different 

views as to what will happen under a 

certain event. Because it invites crisis, 

and it invites instability . . .

Sen. Christopher  I, just briefl y will say, Mr. Chairman,

Dodd (D-Connecticut):  obviously, like most of us here, this is one of 

the great success stories of all time. And we 

don’t want to lose sight of that and [what] 

has been pointed out by all of our witnesses 

here, obviously, the 70% of Americans who 

own their own homes today, in no small 

measure, due because of the work that’s 

been done here. And that shouldn’t be lost 

in this debate and discussion . . .

Because of the GSEs’ special status, investors believed the government 

would rescue the fi rms if they ever ran into trouble, even though each pro-

spectus for new Fannie Mae and Freddie Mac debt explicitly says the govern-

ment has no such obligation. With government backing assumed, Fannie Mae 

borrowed in the corporate bond markets on better terms than private compa-

nies rated AAA. This gave them a large funding advantage over competitors.

At the same time, private mortgage companies were gaining  market 

share by pushing into subprime loans, as shown in Figure 9.1. Non-agency 

mortgage-backed securities issuance trebled from 2002 to 2007. In response, 

Fannie and Freddie lowered their standards to take on high-risk mortgages. 

These two government agencies bought and held as much as 40 percent of 

the total issuance securitized subprime mortgages in 2003 and 2004.5
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But executives at the GSEs also had shareholders to please as well as 

an incentive to reach profi t goals that determined their bonuses. Because 

of the implicit U.S. government guarantee, Fannie Mae and Freddie Mac 

could borrow money for less than their mortgage competitors. They 

started using their funding advantage to boost profi ts by increasing pur-

chases of mortgages then holding them as investments rather than selling 

them as packaged previously issued MBSs. They also bought their own 

previously packaged MBSs on the open market to hold in their invest-

ment portfolios. The profi t from these portfolios was greater than what 

they earned from fees collected in their core business: guaranteeing mort-

gages to provide liquidity in the secondary market.

Fannie and Freddie owned or guaranteed about 50 percent of the nation’s 

$12 trillion in residential mortgages when the U.S. Treasury Department 

placed them in conservatorship on September, 7, 2008, giving the American 

taxpayer an 80 percent ownership interest in the mortgage giants. It also gave 
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them an unlimited bailout pledge from the U.S. government and would 

become the biggest bailout in U.S. history, reaching $145 billion by the time 

the New York Stock Exchange delisted the shares on June 16, 2010. The 

White House’s Offi ce of Management and Budget estimated in February 

2010 that aid could total as little as $160 billion if the economy strengthens. 

Private estimates forecast the tab could rise to $1 trillion. Sean Egan, presi-

dent of Egan-Jones Ratings Co. in Haverford, Pennsylvania, said that a 20 

percent loss on the companies’ loans and guarantees, along the lines of other 

large market players such as Countrywide Financial Corp., now owned by 

Bank of America Corp., could cause even more damage. “One trillion dol-

lars is a reasonable worst-case scenario for the companies,” said Egan, whose 

fi rm downgraded Enron Corp. a month before its 2001 collapse.6

Figure 9.2 shows that Fannie Mae lost more in 2008 alone than it had 

made cumulatively since going public in 1970. In 2009, the cumulative 

fi gure totaled a $72 billion loss. When Fannie and Freddie were placed 
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into conservatorship in September 2008, they had capital of $83 billion 

supporting about $5.2 trillion of debt and guarantees. That’s leveraged 

65-to-1, akin to buying a $100,000 house with a $1,493 down payment.

Government-Sanctioned Credit-Rating Agencies

Standard & Poor’s and Moody’s built their reputations over generations, 

starting with Henry Varnum Poor’s publication in 1860 of “History of 

Railroads and Canals in the United States’’ and John Moody’s “Moody’s 

Manual of Industrial and Miscellaneous Securities’’ in 1900. Since the Great 

Depression, U.S. companies have relied on the agencies to help evaluate 

the credit quality of investments owned by regulated institutions, gradu-

ally bestowing on them quasi-regulatory status. This gave them an aura of 

government sanction, which would lead to a unique form of moral hazard.

A key feature of the CRAs is their success in defending themselves 

against litigation by claiming that they are fi nancial information publishers, 

that their ratings are merely “opinions,” and therefore are protected as 

free speech under the First Amendment.

The SEC’s initial regulatory use of the term nationally recognized 

statistical rating organization (NRSRO) was solely to provide a method 

for determining capital reserve charges (dead capital) on different grades 

of debt securities under its net capital rule for broker-dealers. The three 

biggest rating agencies are Standard & Poor’s, Moody’s, and Fitch. 

The main confl ict of interest is that they are paid by the companies whose 

securities they rate. The confl ict is akin to those of equity research ana-

lysts and investment banking divisions. The analysts held themselves out 

to be objective in their analysis. However, they were paid by the issuers 

and bankers, who pressured them to provide bullish recommendations on 

their worst stocks.

The structured products Wall Street created out of mortgages and 

other debt were snapped up by investors around the world because of 

their relatively high interest rates and high credit ratings. Without those 
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AAA ratings, the gold standard for debt, banks, insurance companies, and 

 pension funds would not have, and in some cases were not permitted to 

have, bought the products. In order to meet world demand for the AAA-

rated, higher- yielding packaged debt, the world’s two largest bond- analysis 

 providers repeatedly eased their standards.7 S&P outlined the process of 

structured fi nance in a March 2002 paper for clients entitled “Global Cash 

Flow and Synthetic CDO Criteria.” While arguing that the process “is not 

alchemy or turning straw into gold,” the authors said, “the goal’’ was to 

create a capital structure with a higher credit rating than the underlying 

assets would qualify for individually. The raters estimated the percentage of 

a debt pool that would pay off, and then assigned AAA grades to the safest 

portion of the investment and lower marks on the rest. About 85 percent of 

structured fi nance CDOs qualifi ed for the top grade, according to Moody’s.

Driven by competition for fees and market share, the New York-based 

companies assigned top ratings on CDOs that included $3.2 trillion of 

loans to homebuyers with bad credit and undocumented incomes between 

2002 and 2007. S&P and Moody’s earned as much as three times more for 

grading CDOs as they did from corporate bonds. Moody’s prospectuses 

don’t disclose fees, but it says it charged as much as 11 basis points for 

structured products, compared with 4.25 basis points for corporate debt. 

S&P says its fees were comparable.8 Moody’s net income rose to $754 

million in 2006, before the subprime crisis struck, from $158 million in 

2000, the year it went public. By 2006, structured fi nance was the compa-

nies’ leading source of revenue, their fi nancial reports show. It accounted 

for just under half of Moody’s total ratings revenue in 2007. The reck-

oning swept Wall Street in July 2007, when Moody’s cut its grades on 

$5.2 billion in subprime-backed CDOs. That same day, S&P said it was 

considering reductions on $12 billion of residential mortgage-backed 

securities. But this didn’t stop them from issuing AAA ratings. Moody’s 

announced AAA grades on at least $12.7 billion of new CDOs in the 

last week of August 2007. Within three months, fi ve of the  investments 

were lowered by one or both companies within three months and the rest 
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were cut within six months. As subprime borrowers defaulted, the raters 

downgraded more than three-quarters of the CDOs issued in 2007–2008.

By August 2008, Moody’s had downgraded 90 percent of all asset-backed 

CDO investments issued in 2006 and 2007, including 85 percent of the debt 

originally rated AAA. S&P had reduced 84 percent of the CDO tranches it 

rated, including 76 percent of all AAAs. The SEC in July 2008 said S&P and 

Moody’s violated internal procedures and improperly managed the confl icts 

of interest inherent in providing credit ratings to the banks that paid them.9

It’s ironic that the quasi-government Fannie, Freddie, and credit rat-

ing agencies succumbed to confl icts of interest that fueled the housing 

bubble and aggravated the bust, yet the government claims it will prevent 

it from happening again. The government sanctioned and regulated com-

panies played a large role in creating the crisis in the fi rst place.

Banks

Goldman Sachs became the poster child for public anger with Wall Street 

during the fi nancial crisis when it paid bonuses to its employees after 

receiving as much as $50 billion in bailout assistance.10 While Goldman 

paid out $10.934 billion in compensation in 2008, an average of about 

$363,546 per employee, 3.623 million Americans lost their jobs. U.S. 

stock market capitalization collapsed by $7.6 trillion, slashing Americans’ 

savings, and fell $20.3 trillion worldwide.

Five days after Lehman Brothers fi led for bankruptcy, Goldman Sachs 

fi led with the Federal Reserve to convert from an investment bank into a 

commercial bank. Morgan Stanley, the last of the fi ve “bulge bracket” invest-

ment banks, did the same. The Fed approved the requests. This gave Goldman 

Sachs and Morgan Stanley permanent access to the Fed’s lending programs, 

essential to stymie a run on the companies, and probably saved the fi rms from 

the fate of Bear Stearns and Merrill Lynch, or worse, Lehman Brothers.

The public and Congress wanted a face of the crisis to blame for all that 

went wrong. In March 2008, Congress summoned Countrywide Financial 
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Corp. Chief Executive Offi cer Angelo Mozilo and former chief executives 

Charles Prince of Citigroup Inc. and Stan O’Neal of Merrill Lynch & Co. to 

Capitol Hill to explain their pay packages. Perhaps lawmakers were hoping 

to fi nd a smoking gun. The witnesses were unfazed, because they had done 

nothing illegal. Bear Stearns collapsed the following week, and three months 

later two of its hedge fund managers, Ralph Cioffi  and Matthew Tannin, 

were arrested and accused of misleading investors, who lost $1.6 billion on 

mortgage investments. They were acquitted 18 months later. Unable to fi nd 

a fall guy for the fi nancial crisis, the American people and Congress set their 

sights on Goldman Sachs. The fi rm would have collapsed in September 

2008 without a government rescue. Still, it paid employees $16.193 billion 

in 2009, or about $498,246 per employee, and rejected the idea that it ever 

“needed” a bailout. That same year, 4.74 million Americans lost their jobs.

So the public and its representatives turned their attention to Goldman 

Sachs, perhaps because the fi rm navigated the crisis more deftly than any 

of its peers. People often resent the rich more than they want vengeance 

on villains, and no one is richer in the public eye than Goldman Sachs, still 

benefi ting in subtle ways from government support. During the crisis, it 

borrowed money with bonds guaranteed by the federal government, 

 giving it a lower interest cost than otherwise would have been the case.

Eight decades ago the Senate Banking Committee’s investigation into 

the causes of the Wall Street crash of 1929 resulted in the Glass-Steagall 

Act of 1933, separating commercial and investment banking, and the cre-

ation of the Securities and Exchange Commission. The work of the Pecora 

Commission, named for its chief counsel, Ferdinand Pecora, uncovered 

how the values on Wall Street in the 1920s seemed utterly incongruous to 

the public in the aftermath of The Crash of 1929. A similar pattern is play-

ing out as this is being written (August 2010). Goldman’s “competence” 

may come to be seen as a consequence of privileged access to market infor-

mation and a willingness to use it without sharing this knowledge with its 

customer base. It may all be legal, but in public hearings it will be seen as 

bad form. Indeed, Goldman’s traders made money every single month of 
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the fi rst quarter of 2010. Clients who followed the fi rm’s recommended 

top trades for 2010 lost money in seven of the nine trades through May.

On April 16, 2010, the SEC fi led suit against Goldman alleging it 

“defrauded investors by failing to disclose that a hedge-fund fi rm bet-

ting against them also played a role in creating what they bought.” The 

suit alleged that Goldman created and sold the synthetic CDO linked to 

subprime mortgages without disclosing to investors that a hedge fund, 

Paulson & Co., helped pick the underlying securities and bet against the 

vehicle. Goldman denied any wrongdoing and settled the suit on July 16 

within hours of President Obama signing the Dodd-Frank Act into law.

But Congress, the SEC, and the public still have their sights on Wall 

Street fi rms, and they are willing to dismantle them if necessary, even if 

they’ve done nothing wrong. Chris Dodd’s bill creates a Financial Stability 

Oversight Council, which, among other things, could “Break Up Large, 

Complex Companies: Able to approve, with a two-thirds vote, a Federal 

Reserve decision to require a large, complex company, to divest itself of 

some of its holdings if it poses a grave threat to the fi nancial stability 

of the United States but only as a last resort.”

Something similar has happened before. In June 2002, Arthur Andersen, 

the auditor of Enron Corp., was convicted of obstruction of justice. The 

verdict effectively put the company out of business; the Supreme Court 

unanimously overturned the conviction three years later.

The Dodd-Frank Act may be law, but the regulators still have to write 

the rules. The Fed, the SEC, the CFTC, and others will craft the regu-

lations over several years, which leaves plenty of time for lobbying and 

plenty of time to start devising ways to skirt the new rules.

What’s Right with Wall Street?

Goldman may have become the public face of Wall Street during the 

fi nancial crisis, but it doesn’t resemble most other fi rms there, some 

of which are much smaller and privately held. Some have remained 
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 partnerships, and some start-ups are opting for structures that are reminis-

cent of the days when “customers’ men” behaved like fi duciaries.

As the Goldman Sachs lawsuit makes clear, Wall Street needs an 

unconfl icted business model. It is an untenable situation for fi rms to have 

inside knowledge of client intentions and orders then self-dealing to take 

advantage of that knowledge. The confl icts of interest need to be exposed. 

What’s needed is an unconfl icted model, a principles-based way of 

conducting business that is transparent for all stakeholders. Rules-based 

systems encourage participants to devise ways to skirt those rules. Doctors 

probably should not own hospitals, for example, and in no case should a 

taxpayer-supported doctor group be able to own a hospital. If a patient 

wants to go to doctors who own one, no government seal of approval 

should be there for the doctors’ business. It’s no secret that salespeople at 

auto dealerships are acting in their self-interest, not the buyers’. It should 

be equally clear that’s the case in the fi nancial markets. There are plenty 

of Wall Street fi rms that do make it clear. A few are profi led below.

Brown Brothers Harriman

In 1800 an Irish linen merchant named Alex Brown emigrated with his 

wife and sons to the United States from Ireland and settled in Baltimore, 

Maryland. He would later establish the fi rst investment banking fi rm in 

the United States, which would arrange the fi rst U.S. initial public offer-

ing, the Baltimore Water Company.11 The fi rm also helped fi nance the 

fi rst important railroad in the United States., the Baltimore & Ohio.12 

Brown’s sons eventually started related businesses in various locations, 

including the forerunner of Brown Brothers Harriman & Co. in New 

York in 1818, which is still there today. When the partnership formed, 

commercial banks took deposits, made loans, did business in foreign 

exchange, and acted as investment bankers, underwriting and distribut-

ing corporate securities. When the passage of the 1933 banking act forced 

commercial and investment banking to separate, most of the private bank-

ers gave up deposit banking in favor of investment banking. BBH did not.
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And BBH did not make Bloomberg News’s meticulously maintained 

list of banks receiving government bailout funds during the 2007–2009 

fi nancial crisis. Nor does it make the league list of underwriters of 

 mortgage-backed securities. For two centuries, this fi rm has resisted the 

temptations that other, larger fi rms succumbed to: going public, packaging 

mortgages, making markets in credit derivatives, and investing in collat-

eralized debt obligations backed by credit default swaps. And it steered 

clients from toxic investments at client seminars as well. The decisions 

stem from its business organization as well as its philosophy of being a 

“trusted adviser,” serving clients globally in three main businesses: Investor 

Services, Investment & Wealth Management, and Banking & Advisory.

Organized as a partnership, the bank is one of the longest continuously 

operated companies in the United States and has approximately 4,000 

 professionals in 15 offi ces throughout North America, Europe, and Asia. 

Forty partners are spread across the globe, from New York to London to 

Dublin to Hong Kong to Tokyo to Luxemburg, and are personally respon-

sible for the debts of the fi rm. Any partner can sign a deal that puts the 

others on the hook for any losses and as well as for a capital call in which 

the partners would have to contribute more capital to the fi rm. This sort 

of personal liability has a way of focusing the mind. In other words, there 

is no “other people’s money” (as noted earlier in the book) with which to 

make business decisions. It’s all each partner’s capital and it’s all on the line.

I am not advocating a return to some golden era of partnerships, nor 

am I suggesting that is the only way to restore some semblance of order 

to Wall Street. I am saying, however, that a principle that presupposes the 

partnership should be imposed on the Street: that of fi duciary duty.

Marketfi eld Asset Management

In what may be the most ill-timed mutual fund launch in history, 

Marketfi eld Asset Management opened for business the day after the 

Standard & Poor’s 500 Index posted its all-time intraday high in October 

CH009.indd   143CH009.indd   143 2/1/11   6:58:46 AM2/1/11   6:58:46 AM



 

F I N A N C I A L  O R I G A M I

144

2007. Michael Aronstein, Chief Investment Strategist, had a better-timed 

move earlier in his career when, after being fully invested in the stock 

market from January until August 1987, he and his partners reversed their 

position and bought 2,500 puts on the S&P 500 Index on the exact day 

the market topped, August 25, anticipating a market decline. Six weeks 

later the market crashed on Black Monday, October 19, 1987. The next 

day, Aronstein graced the front page of USA Today. “It was dumb luck,” 

says Aronstein. Maybe. Marketfi eld has outperformed 99 percent of the 

mutual funds in its class since inception.

Aronstein could have organized Marketfi eld as a hedge fund and 

gotten paid 2 percent of assets and 20 percent of profi ts. Given his per-

formance, he would have raked in millions in compensation. Hedge 

funds were a thriving business in 2007, with the number in the United 

States rising to a record 7,634, according to Chicago-based Hedge Fund 

Research Inc. He opted instead for a business model that made him a fi du-

ciary for his clients. He became a Registered Investment Advisor under the 

Investment Advisor’s Act of 1940 and serves as a fi duciary, which means 

he has to put clients’ interests above his own.

Aronstein, 57, has been on Wall Street since 1979. A weekend black-

smith, he’s scared more than a few people with the characteristic black-and-

blue bruises on his hands after a weekend of heavy pounding to shape 

iron. One not scared off was Michael Shaoul, CEO of Oscar Gruss and 

Son, formed in 1918, nearly a century after Brown Brothers Harriman. 

Aronstein and Shaoul teamed up to form Marketfi eld Asset Management 

and opened to the public on October 11, 2007, within 24 hours of the 

intraday all-time high of the S&P 500 Index.

Aronstein is also an ardent proponent of injecting fi duciary duty into 

Wall Street and Washington. This doesn’t mean he supports any new 

rules or regulations; far from it. Rather, he says the laws on the books 

are enough and simply need to be applied. For salespeople in Wall Street, 

he suggests they be subject to the Investment Advisors Act of 1940. 

It contains a principles-based system rather than rules of behavior. All that 
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has to be done is to require securities “salespeople” or “wealth advisors” 

to register under the existing 1940 law, he says. If salespeople were desig-

nated as fi duciaries, they would have a clear incentive to be working on 

the client’s behalf, not peddling the company’s latest piece of Financial 

Origami. If salespeople were not even affi liated with the fi rm, it would be 

even easier to imagine this happening.

For corporate boards and offi cers of companies, he suggests per-

sonal liability. If they were liable for losses, they would make certain they 

understood the Financial Origami products their fi rms were peddling. 

Few things in life focus the mind like the possibility of losing everything. 

This won’t prevent a Bernie Madoff Ponzi scheme from happening again, 

but the SEC didn’t prevent it in the fi rst place.

As for government offi cials, he says they should be fi duciaries of the 

public trust, forcing them to divulge any confl icts of interest and to be 

informed before passing laws and regulations. This would have prevented 

congressmen acting as cheerleaders for Fannie and Freddie in one year, 

and then having to bail them out the next.

Egan-Jones Co.

Sean Egan, president of Egan-Jones Ratings Co. in Haverford, 

Pennsylvania, says the fi nancial crisis demonstrates the need for a “neutral, 

independent source for deriving prices for illiquid securities” that can be 

accepted by both sides of a transaction and free from the perception that 

they’re driven by ulterior motives. In other words, an unconfl icted model 

is needed for credit rating agencies, too. Presently, the largest have con-

fl icts as discussed above. Egan-Jones has a different model.

The fi rm started in December 1992 as Red Flag Research, doing 

what its name suggests: alerting investors to red fl ags on the credit of 

companies. In December 1995 Egan teamed up with Bruce Jones, a 

13-year  veteran at Moody’s, and began selling, or rather, offering to sell, 

 ratings to  institutional investors. Bruce Jones jokes that the only way he 
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can  remember the abbreviation NRSRO is “No Room, Standing Room 

Only,” which is what the club of the ratings agencies were for a long 

time. It took the Worldcom catastrophe, which Egan-Jones rated non-

investment grade on July 26, 2001, a full year before the fi rm fi led for 

bankruptcy and a full 10 months before Moody’s and S&P downgraded 

to non-investment grade. Gradually, the SEC began to “recognize” other, 

smaller rating agencies.

The fi rm charges investors, not issuers, for its ratings on corporate 

debt. Egan concedes that some of his fi rm’s ratings “leak” out into the 

public domain, but attributes that to leakage and breakage any kind 

of company faces in the normal course of things. The fi rm has been 

approached by issuers offering to pay to have their securities rated; Egan-

Jones declined. The fi rm has refused to accept payment by any issuers. 

This means Egan-Jones does not have access to the company’s books the 

way other ratings agencies do. Rather, it has to rely solely on publicly 

available information. It has even rated some CDOs, and has done so with 

a negative rating. Here, too, it did not have access to the structures the 

way the other rating agencies did, yet it still managed to determine 

the securities were not investment grade. Egan says the Dodd-Frank bill 

simply offers window dressing to rating agencies and fails to get to the 

source of the problem: confl icts of interest. Egan says it would be ideal to 

have three or four fi rms like his, each offering to sell ratings to the buy 

side of the market.

These are just a few examples of fi rms that managed to avoid get-

ting caught up in the Financial Origami products and the extreme of 

taking good ideas and running them into the ground. And these compa-

nies accomplished that with the laws and regulations on the books right 

now. New rules are coming, but Wall Street is sure to engage in more 

episodes of Financial Origami to skirt them. Investors should not be lulled 

into a sense of complacency.
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Epilogue

I nvestment banking, proprietary trading, commission-driven sales, and 

Financial Origami all under one roof create a confl ict of interest for 

Wall Street fi rms. The confl ict arises from the competing interests of 

“taking care of the customer” versus “creating investment instruments with 

enough commission, bid-ask spread, and pricing opacity to make it worth-

while to produce and trade them with clients.” The whole incentive struc-

ture on the Street has been the driving force behind almost every destructive 

product that hit the headlines during the fi nancial crisis, from derivatives to 

supposedly low-volatility hedge fund strategies. The confl ict explains the 

lobbying dollars spent by the Street to fi ght off any attempts to force its 

sales staff, wealth managers, fi nancial advisers, private bankers, and others 

to be designated as fi duciaries, which demands the elimination of con-

fl icted behaviors. The entire shift of all the private banks to product deliv-

ery models with higher immediate payoffs rather than simple fee-based 

asset management is coming back to haunt them.

The Dodd-Frank bill gave the SEC the power to make stockbrokers 

and other sales personnel become fi duciaries, but only after the agency 
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conducts a six-month review of the matter. Regardless of whether the 

SEC recommends such a move, investors will come to realize that they 

have alternatives to the traditional brokerage houses, the biggest of which 

now reside in commercial banks. The main alternatives are fee-only advi-

sory shops, most of which have avoided nearly all of the toxic investments 

because they have no incentives at all to seek complexity. The exodus to 

these registered investment advisers is already happening. Banks  managed 

$4.2 trillion for their clients at the end of 2009 (the latest data avail-

able), down from $5.5 trillion a year earlier, according to fi gures from 

Cerulli Associates. That’s a 24 percent decline in a year that the S&P 500 

gained 23 percent! In the fi rst half of 2010 alone, Charles Schwab Advisor 

Services reported $8 billion in net new assets from newly independent 

advisors, up 60 percent compared to the same period in 2009. The fi gure 

represents more than one-third of the total $25 billion in such assets that 

fl owed into Schwab Advisor Services in the fi rst two quarters of 2010. 

Some 42  percent of newly independent advisers in 2010 have chosen to 

join existing RIA fi rms versus starting their own.

Goldman Sachs may be the poster child for public anger at Wall Street 

investment banks. And Citigroup may epitomize a lot of how and why 

the Wall Street Model broke. The merger of Citicorp, founded as City 

Bank of New York in 1812, and insurance giant Travelers Group Inc. 

(which included bond trader Salomon Brothers and broker Smith Barney) 

in 1998 forced the hand of regulators, who approved the deal. This set the 

stage for the formal repeal of the Glass-Steagall Act the following year. 

Citigroup, the combined company’s new name, was the largest U.S. bank 

by assets at the onset of the fi nancial crisis; it was also extraordinarily lev-

eraged. At the end of 2002, when Citi paid $400 million in the global 

analyst settlement, when the bull market in stocks began, and when Wall 

Street fi rms began to manufacture risk, Citigroup held $1.1 trillion in 

assets: 12.7 times its $86.7 billion in equity. By the end of 2007 it held 

$2.2 trillion, or 19.7 times its $114 billion in equity. Assets rose by 100 

percent while equity supporting it rose only 31 percent. It was also the 
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biggest U.S. fi nancial services company: the biggest credit card company, 

the second-biggest wealth manager, and the biggest corporate securities 

underwriter all under one roof.

We saw earlier that Citi was at the heart of the confl ict of inter-

est problems with analysts during the dot-com boom, paying the bulk 

of the global settlement of analysts touting stocks they privately thought 

were bad investments all in order to get investment banking business. 

Those were some of the fi rst cracks in the foundation of Wall Street’s 

business model, cracks that grew over the next fi ve years despite a bull 

market in stocks.

On Sunday, October 15, 2007, fi ve years after the start of the bull 

market, Citigroup, JP Morgan, and Bank of America announced the cre-

ation of an $80 billion fund to enhance liquidity in the market for asset-

backed commercial paper and medium-term notes issued by SIVs they 

had sponsored. The new fund would buy assets from the sponsored SIVs, 

which were fi nding it increasingly diffi cult to fund themselves. That ran 

the risk that they would dump their $320 billion of investments, driving 

down prices. On October 12, the S&P 500 index had posted its record 

intraday high and a new bear market had begun, even if market partici-

pants did not recognize at the time. The liquidity fund was just one more 

act of Financial Origami: effectively creating a new “Super SIV” to pur-

chase the assets of other SIVs that were having diffi culty rolling over their 

debt. The banks decided against the Super-SIV on December 21, 2007, 

and instead began to buy back the impaired assets in the SIVs, taking 

write downs and losses in the process.

The bear market in stocks and the spreading of the subprime crisis 

into something larger were both well under way when Lehman collapsed 

September 15, 2008. Investor panic intensifi ed when the Reserve Primary 

Fund shares broke the buck the next day on Lehman’s bankruptcy, and 

it would persist until Citigroup shares broke the buck March 5, 2009. 

Within 24 hours, the S&P 500 Index bottomed on an intraday basis and 

the and subsequent bull market emerged even if people didn’t recognize 
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it at the time. In all, the 17-month bear market in global stocks erased 

$40  trillion in wealth.

On the day the S&P made its bear market intra day low, March 6, 

former Federal Reserve Chairman Paul Volcker, of the “Saturday Night 

Massacre” fame, said commercial banks should be separated from invest-

ment banks in order to avoid another crisis. “Maybe we ought to have 

a kind of two-tier fi nancial system,” Volcker, who at the time headed 

President Barack Obama’s Economic Recovery Advisory Board, said 

at a conference at New York University’s Stern School of Business. In 

Volcker’s view, commercial banks would be highly regulated and allowed 

to provide customers with depositary services and access to credit. 

Securities fi rms would have the freedom to take on more risk and trad-

ing and be “relatively free of regulation.” It sounds like a throwback to 

the Glass-Steagall era. That may not be a bad thing. It’s even possible that 

some banks will come to that conclusion on their own and migrate to 

that model with or without new rules and regulations.

I am not arguing either for more or less regulation. Some of the 

most heavily regulated fi rms were at the center of the fi nancial crisis, 

and some of the least at the periphery, so more regulation doesn’t necess-

arily guarantee success. And regulations also trigger more Financial 

Origami to  circumvent the rules imposed. Politicians cannot legislate or 

 regulate moral character into existence. Still, as we saw, there are already 

 companies managing to do it as fi duciaries and with unconfl icted models 

so no new are rules needed.

There is a lot to learn from the fi rms that avoided the business mod-

els that wreaked so much havoc on the fi nancial system. Brown Brothers 

Harriman is a “trusted adviser” to its clients and does not engage in pro-

prietary trading. Marketfi eld manages other people’s money under a 

fi duciary standard, with its broad principles-based approach rather than 

a rules-based one. Egan-Jones has an unconfl icted model of selling of rat-

ings to investors instead of issuers. The fact that these fi rms and  others 

like them avoided the products and strategies others succumbed to 
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 suggests there are enough rules on the books as is. Doubtless, regulators 

will write hundreds more rules to comply with the Dodd-Frank Act. 

As regulators go about writing the rules, they should be aware of what’s 

been said in this book—namely, that regulation spawns Financial Origami 

as actors work to skirt the new rules. A principles-based environment is 

more effective. And investors would do well to recall Christopher Dodd’s 

acknow ledgment that no legislation can stop the next crisis from  coming. 

If salespeople were designated as fi duciaries under existing laws, they 

would have a clear incentive to be working on the client’s behalf, and not 

to peddle the company’s latest piece of Financial Origami. If companies 

didn’t have a captive sales force willing to cram new products through that 

system, less and perhaps none of it would happen. If salespeople were not 

affi liated with the fi rm, it would be even easier to imagine this happening.

Given the prevalence of Financial Origami on Wall Street, I would 

add that for every investment product bought, investors should get answers 

as to what part equity, what part debt, and what part insurance the prod-

uct price represents. If investors were told that the “price” of a synthetic 

CDO (a securitized liability) might be as high as their entire investment, 

whether AAA-rated or not, at least that will have been divulged and the 

investors can better decide whether to invest.
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change, 78–81
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R
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