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‘A compelling story of how finance can be disrupted by people of great vision and grit. I read Alice without a pause, from the first page to the last. Readers will be delighted by this history of a revolutionary invention for improving and democratising the exchange of risk.’


Professor Darrell Duffie, Adams Distinguished Professor of Management; Professor of Finance, Graduate School of Business, Stanford University


‘A fascinating journey through decades of financial market turmoil in Australia and the rest of the world, with insights borne of direct experience in the major financial centres. All told in a low key and engaging manner. A great read that is both informative and challenging.’


John Fraser, board member, The Future Fund, Judo Bank, Advance and AMP; former secretary, Australian Treasury; former chair and CEO, UBS Global Asset Management


‘Alice is a true story about much-needed innovation and change in the world of finance which crashes into a legal wall about what ideas can and cannot be patented. The book is rich with detail and provides a compelling account about a novel idea designed to manage risk, share information broadly and level the playing field for all investors, big and small. And what makes the story more intriguing are the individuals who conceived of how to redesign financial markets to avoid financial calamities. Their journey is one of unusual insight, incredible persistence and an unwavering conviction in the power of a new idea.’


Jack Levy, senior advisor, Centerview Partners, New York; former partner and co-chair, Goldman Sachs global M&A practice


‘Alice reveals how the US patent system is rigged against independent inventors and how the financial industry is dominated by secretive and unaccountable banks and those individuals that control them. [It] will open your eyes to the hidden forces that shape global finance. It is a book that every inventor, entrepreneur and citizen should read.’


Jerry Hosier, US IP trial lawyer


‘A rollicking good read. It was George Bernard Shaw who observed: “The reasonable man adapts himself to the world; the unreasonable one persists in trying to adapt the world to himself. Therefore all progress depends on the unreasonable man.” Disrupting the murk of finance is an extraordinarily complex quest, yet this was achieved by a very reasonable individual.’


Toby Ralph, marketer and author


‘“Breathes there a man or woman with soul so dead as not to be interested in money?” Stuart Kells’s Alice gracefully answers this old question for savvy pro and layman alike. Struggles between innovative enterprise and vested interests, common enough in fiction, rarely translate into supremely readable fact. By combining the fascination of finance with a cast of very real characters bound by a common purpose, and even some dogs, Alice happily defies that norm.’


Sigrid MacRae, author


‘There’s a cast of characters as curious as those who meet the original Alice in this remarkable story of one man’s attempt to rebuild modern banking from the inside out. Equally astonishing and compelling, Kells’ account is gripping, set against the familiar backdrop of the extraordinary history of banking and finance over the past forty years.’


Dr Ian Harper AO, former dean, Melbourne Business School; current board member, Reserve Bank of Australia


‘Global capitalism is built on the dangerous and poorly understood foundations of modern finance. Stuart Kells’ Alice is a true tale of exceptionally gifted and persistent individuals who challenge these foundations. Facing a creaking US legal system and entrenched financial power, they set out to understand, disrupt and create anew finance’s inner core. Bringing this story to light, Alice doubles as a rare, timely and well-written exposure of how this complex system really works.’


Greg Smith, former deputy secretary, Australian Treasury; former first assistant secretary, Treasury Financial Institutions Division; former secretary, Australian Financial System Inquiry (1996–97)


‘After reading Alice, I found myself wondering how innovators such as Ian Shepherd remain positive in a world struggling with forces—including social and political conflict, and the deployment of new technologies—that tend towards disorder. The answer is persistence and resilience.


‘I have spent sixty years trying to understand cause and effect in the financial services industry. Alice offers many practical explanations of interrelated forces colliding. Understanding the trends and explanations in this book will help readers prepare for future instances of disorder and disruption.’


Don Argus, former CEO, National Australia Bank
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Author’s note
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‘It helps to look at derivatives like atoms. Split them one way and you have heat and energy—useful stuff. Split them another way, and you have a bomb.’


Kate Jennings, Moral Hazard





PREFACE: BANKING DOESN’T WORK THE WAY YOU THINK IT DOES


FOR THE PAST 5000 years, the concept of money as a store of wealth and an instrument of commerce has been one of the defining ideas of humanity. What began as a simple invention has morphed into the hulking and insatiable apparatus that is the global financial system.


Today, that system intrudes into almost every part of life. It is there when you receive your pay, when you tap at the cash register, when you travel or buy goods from overseas, and—if you’re lucky—when you borrow for a car or a house, or when you put money away in superannuation or a pension account.


As well as being an essential ingredient in everyday life, money plays a critical part in grand human ventures such as social fairness, democratic government and environmental protection. The financial system is necessary for allocating economic resources, and it is also a competitor for those resources. A good society needs a good financial system, and one that is the right size.


The modern financial system is subject to a wide range of risks. The ability to contain and corral those risks affects people’s wealth and wellbeing, their capacity and incentives to work, the integrity of corporations, and ultimately the rule of law. A good society needs a sound financial system whose risks remain within safe bounds.


In the classic 1946 film It’s a Wonderful Life, depositors demand their money from a small-town building society. Manager George Bailey (in an unforgettable performance by James Stewart) explains that the money is not in the building society’s vault; it has been lent to other people in the town. ‘The money’s not there,’ Bailey pleads. ‘Your money’s in Joe’s house... And in the Kennedy house, and Mrs Macklin’s house, and a hundred others.’


Bailey’s explanation reflects a widespread idea of how banks work. According to this idea, banks gather funds, such as through retail deposits and wholesale borrowing, then lend out those funds or a proportion of them. This picture of banking permeates popular culture and popular notions of finance.


In 2008, during the crisis that rocked the foundations of Western capitalism, author and Harvard professor Niall Ferguson published The Ascent of Money. His goal was to explain the underpinnings of the crisis and put it in its historical context.


Ferguson’s book repeated uncritically the It’s a Wonderful Life explanation of how banking works. Seventeenth-century banks, he explained, had pioneered what would become the foundation of modern finance: ‘fractional reserve banking’. That mode of banking exploited the fact that ‘money left on deposit could profitably be lent out to borrowers. Since depositors were highly unlikely to ask en masse for their money, only a fraction of their money needed to be kept in the [bank’s] reserve at any given time.’


The George Bailey–Niall Ferguson explanation of banking is widely held, and it was long ago a valid explanation of how banks worked. But as a descriptor of banking today, it is categorically incorrect. Banks don’t lend out money from reserves or deposits or other sources of pre-existing funds. Counterintuitively, the loans come first.


When you borrow money and your bank credits your loan account, the account balance is created anew, ‘from thin air’, not from or in relation to existing deposits or other existing money. And as you repay the loan principal, the money created at the time of the loan gradually disappears, reverting to its previous form of airy nothingness.


The Bailey–Ferguson picture of bank lending is back to front, and the nature of bank deposits is also widely misunderstood. The unnerving reality: a positive balance in your bank account does not correspond to a stock of ‘money’ held somewhere for you, over and above the account balance. The account balance is all there is. It is the record of a promise from the bank, effectively an IOU.


(Inter-bank payments and transfers are likewise commonly misunderstood. A transfer of bank-created deposit funds from one bank to another does not, in reality, involve any movement of funds. Instead, the first IOU is cancelled and replaced by a new IOU in the ‘receiving’ bank. Transfers of reserves between banks also do not involve any actual movement. Instead, the reserves remain on the balance sheet of the relevant central bank; the only thing that changes is the identity of the legal claimant to the reserves.)


Your deposit account is a liability for your bank, and as a depositor you are no more than one among many of the bank’s unsecured creditors. In normal times, a promise from a private bank is nearly as good as a promise from a government or a central bank. But in a crisis, the promise is worth much less, and can be worth as little as nothing at all.


These differences in understanding are the tip of an iceberg of confusion that also extends to public finance and fiscal policy.


According to the standard picture of public expenditure and revenue raising, governments can only spend if they first gather money through taxes or asset sales or borrowing. The reality, however, is again the reverse. Just as banks lend money into existence in the form of IOUs, governments spend it into existence.


(From time to time, governments and central banks also make loans, such as for monetary policy and economic development purposes. In those instances, governments and central banks lend money into existence just like private banks do.)


As with money created through bank lending, money created through government spending does not persist and circulate indefinitely through the economy. The slightly shocking and dispiriting reality is that when you pay your taxes, the money doesn’t go into an account or a vault. It is vaporised. The tax payments cancel out the money that was created at the time of the original government spending.


These differences in understanding are not peripheral or inconsequential. Their implications extend far beyond the practical administration of banks and governments.


The standard view dominates the politics of taxation and fiscal responsibility. It also prevails in sections of the academy, where some economists are wedded to the idea of money continually circulating through the economy as a persistent element in a closed system. In reality, money is regularly being created and destroyed, and economic models that don’t reflect that fact are not even slightly useful.


(New Zealand economist Alban William Housego ‘Bill’ Phillips became famous for the Phillips curve, postulating a relationship between rising inflation and unemployment. In 1949, he invented the ‘Monetary National Income Analogue Computer’, or MONIAC. Also known as the ‘Financephalograph’, this heroically clunky contraption used real liquid, hydraulics and pipes to illustrate how Phillips thought a sealed, circular, money-fuelled economy worked.)


Misunderstandings about money and banking affect the incentives and tactics of the largest private banks, and how well citizens and taxpayers hold governments and financial regulators to account. They prevent us all from having an adult, evidence-based conversation about debt, taxes and monetary policy. Without such a conversation (knowledgeably adjudicated by finance writers and journalists) citizens will forever be bit-part players in capitalism—the irresistible targets of participants with better information.


_________


To better understand how the standard picture of banking and finance is wrong, it is helpful to look at the story of gold and the role of European goldsmiths in the invention of modern banking.


In the mid seventeenth century, goldsmiths in Amsterdam and London kept quantities of the precious metal in safekeeping for their customers. When these proto-bankers received gold deposits, they handed out receipts showing the amount of the stored metal. The receipts were effectively a claim to the gold on deposit, and were as valuable as the metal itself. Readily useful for buying goods and property, they became one of the first types of paper money.


Initially, there was a one-to-one correspondence between the paper and the gold. Then the goldsmiths took the first step towards modern finance: they wrote multiple claims to the same gold. Thanks to this fraudulent step, there was more paper money circulating than there was gold in the vaults; the one-to-one correspondence broke down.


Then the goldsmiths sank even deeper into fraud: they wrote receipts for gold that did not exist. For the purpose of making loans and earning interest, receipts for gold that did not exist worked just as well as receipts for gold that did. But the system of goldsmiths’ paper was finely balanced. If the proto-bankers were too greedy, the value of the paper would plummet and the tidy racket would collapse.


Nevertheless, despite the fragility of the system, there was a lot to recommend it. The resulting expansion of the money supply lubricated commerce. And of course it enriched the goldsmiths, who gradually mastered the art of making money out of nothing. After several more transformations and innovations (including marshalling governments to endorse private lending and money creation), the goldsmiths remade themselves as respectable, money-growing banks.


Modern banking was therefore founded on two lies—a fact that most histories of banking politely gloss over. After these foundational falsehoods, more were to follow.


_________


Today, the leaders of the largest private ‘money centre’ banks certainly understand how banking works, and they use this knowledge every day to their own advantage. They do so through the nature of the loans they make and the terms they set, and by offering new products that extend the concepts of lending and deposits into the world of contingent events (particularly through derivatives, especially ones of the ‘over the counter’ variety; more about these later).


With derivatives and other engineered financial products, the megabanks routinely make huge profits from financial gambles, secure in the knowledge that governments are more likely than not to bail them out—even if the gambles put the whole system at risk.


In the 1990s, two Australians separately discovered the hypocrisy and precarity of modern finance. One of them, Kate Jennings, was working on Wall Street when she blew the whistle on what she’d seen. She wrote an excoriating novel, Moral Hazard, and a series of articles that drew attention to the grifts, rip-offs and unsafe gambles that were undermining global finance.


Ian Shepherd, too, was a banking insider and he, too, had seen the worst excesses and dangerous risk-taking that endangered not just individual institutions but whole economies. Noticing a meta-trend that tied together all the megatrends that were transforming finance, Ian conceived of a new type of tradeable security and a new kind of market. Optimistic that the new market would restore integrity and put the public interest first, he set out to build it.


Kate and Ian had both been students at Sydney University in the late 1960s and early 1970s. Four decades later, in the aftermath of the 2008 financial crisis, ABC journalist and broadcaster Phillip Adams interviewed Kate about the broken culture of finance and the causes of the GFC. Ian heard the interview and just had to get in touch.


He and Kate met and combined forces in a fight against the financial status quo. In 2014, that fight reached a surreal climax when Ian and his supporters went head-to-head in a legal clash with a consortium of the largest private banks, including financial giants JP Morgan and Citigroup.


The legal fight would have profound implications for the biggest financial market in history. It would also recast America’s system of patenting and innovation. The stakes were so high that the foremost names in IT and consumer products—names such as Google, Amazon, Facebook, IBM, Adobe, Microsoft and Hasbro—joined in, as did the US solicitor general.


Today, Ian Shepherd’s and Kate Jennings’ discoveries about finance remain acutely relevant. The foundations of the global financial system are still dangerously fragile, and the system is still deeply one-sided—stacked to benefit a small number of large private banks at the expense of customers and taxpayers.


In today’s world of fintech, cryptocurrencies and private equity, Ian’s and Kate’s insights are an indictment of private greed and government negligence. They are also a diagnosis of the likely causes of the next big financial crisis. And they provide a compass and a key to a fairer, safer and more democratic financial future.





PART I


TOO BIG TO FAIL


‘The business of banking ought to be simple.
If it is hard it is wrong.’


Walter Bagehot, Lombard Street, 1873





1


JOHNNY HAZARD


THE STORY OF American finance is one of the biggest stories of all time. If money is ubiquitous, so is the impact of decisions made on Wall Street. Australian author and journalist Kate Jennings was naturally interested in the big story of American money. From inside New York’s largest ‘bulge bracket’ investment banks, she saw behind the financial curtain. She noticed the disconnect between how outsiders imagined finance worked and how it worked in practice. Just as important, she lived the colourful everyday anthropology of the world’s financial capital.


With all her tools as a writer and observer, Kate made a close study of the flawed and complex Wall Street characters who ‘feigned aggression like a barracuda’ and who lived ‘wreathed with gossip, like mist on a mountain’. Kate abhorred the excesses of banking, and she knew there were nefarious characters in influential roles; but she did not think all bankers were villains, and she was attracted by their vigour and swagger.


‘If I had to choose between a gathering of bankers or writers,’ she wrote in 2008, ‘I’d choose bankers. If they are often supremely selfconfident, they have razor-sharp intellects and fizz with energy. They have the money to follow their interests, which can be marvellously varied, in a way most of us can’t. And they are as troubled as anyone else by the lack of moral qualms in some of their colleagues.’


_________


Catherine Ruth Jennings was born in 1948 in the New South Wales town of Temora. With her younger brother, Dare, she grew up in Hanwood—population fifty—a satellite town of Griffith in the Riverina. (‘Dare,’ Kate later wrote, was ‘a family name that singled him out for hazing at his boarding school, Yanco Agricultural High.’) Their mother, Edna, had grown up in a prosperous family on Sydney’s North Shore. During World War II, while working at Duntroon as a secretary, she became engaged to an American GI ‘but it didn’t last’, and after several affairs she took up with Laurie Jennings, the son of ‘hardscrabble farmers’.


Kate described Edna and Laurie as two people from radically different backgrounds who fell in love in the urgency of war and made promises that were supposed to last a lifetime. Laurie was descended from ‘British Empire flotsam’ who were ‘farming the unfarmable’, namely a ‘soul-shrivelling soldier–settler farm’ that had rendered Kate’s paternal grandparents almost mute by the time she spent school holidays with them. ‘Straddling a stony ridge,’ she wrote, ‘the farm was my grandfather’s reward for serving in the Australian Light Horse Brigade in the Battle of Beersheba. He might have thought he’d gone from one hell to another.’


From the beginning of Edna’s time with Laurie, she was unhappy.




She found herself pregnant and cooking and cleaning in a small house on an arid … block, and it didn’t measure up to her expectations. She got on badly with my father’s mother, and when she gave birth to me was in labour for thirty hours and nearly died. Superstitious as a peasant, she blamed this on the peacock feathers she had in the house … Doctors told her not to have another child, but she went ahead anyway. Perhaps she thought it would change things. When he came, she adored my brother but was still miserable. My father nearly left her around this time, but he only got as far as the front gate.





In 1950, Kate was hospitalised with rheumatic fever. Her first recollections of being alive are memories of pain and detachment: her legs ached, and her mother was forbidden to pick her up. Another early maternal memory also smacks of severity and rejection: her mother equipped her with water wings and a one-word instruction—‘Swim’—then threw her into the deep end of the Olympic-sized pool at Griffith. She was beginning to understand danger and risk.




On the radio when I was young there was a segment for children called ‘Johnny Hazard’. Little Johnny played with matches and stuck his finger in electric sockets, and the misfortunes that befell him—gleefully presented, I might add—were supposed to inculcate caution in us kids. Johnny Hazard’s effect on me was more far-reaching; the idea took root that life is a dicey affair. Peril abounds. Calamity lurks.





In the summer holidays she and her family visited her maternal grandparents at Narrabeen on Sydney’s Northern Beaches. She had a taste of the ‘huge wide world’ that existed beyond Hanwood and Griffith. ‘We surfed all day, coming out shivery and wrinkled like prunes in the late afternoon, and then we demolished large amounts of crusty bread spread with lashings of vegemite and butter.’ At the age of fourteen, Kate started writing stories. ‘They were great big adventure compositions where a girl did very well for herself, going around the world, having adventures. And I would make people sit down and listen to me.’ With her mother’s typewriter she also tried her hand at poetry.


After high school she moved to Sydney to study. Sharing a house with ‘a den of Trotskyites’, she experienced in herself a sudden shift. ‘I went from drinking warm chocolate milk in the playground at recess to wanting to be a member of the Baader-Meinhof gang.’ Valerie Solanas’s 1967 SCUM Manifesto (‘Society for Cutting Up Men’) became for Kate a touchstone and a licence to be ‘luminous with rage’ and emotional without fear. She embraced ‘the feminist impulse to distrust everything, to turn the patriarchy inside out, stand it on its head’.


In 1970, 21-year-old Kate was marginally attached to the English Department of the University of Sydney. (After completing a BA (Hons), she started and then quickly abandoned a Master of Arts at Sydney. ‘You don’t like the university,’ Kate’s thesis supervisor had told her, ‘and the university doesn’t like you.’) A Vietnam moratorium rally on the university lawn was a chance for her to articulate her incendiary world view. At the time, some of her former Griffith schoolmates had been called up and were fighting in Indochina. That was just one of several causes of the rage she channelled into one of the most important speeches ever delivered in Australia.


‘Call the speech what you like,’ she later reflected, ‘agitprop, political theatre, over the top, in your face ... I wrote the speech at a boil: we were getting nowhere asking the men in the movement to listen to us.’ When the time came to speak, Kate delivered ten minutes of pure fire. Men, she said, were the true enemy, and she had decided to stop trying to understand or placate them—even the leftist males gathered before her and who, she said, stank ‘from their motherfucking socks to their long hair, from their jock straps to their Mao and moratorium badges’. Yes, conscription was terrible and yes, the war was unjust, but other forms of conscription and injustice were just as acute.




Go check the figures [Jennings said], how many Australian men have died in Vietnam, and how many women have died from backyard abortions … We all feel very strongly about conscription, some go to great lengths to martyr themselves on the issue of the draft [but] women are conscripted every day into their personalised slave kitchens. Can you, with your mind filled with the moratorium, spare a thought for their freedom, identity, minds and emotions? … You, by your silence, apathy and laughter, sanction the legislators, the pig parliamentarians, the same men who sanction the war in Vietnam.





According to literary scholar and historian Nicole Moore, Jennings’ speech inaugurated second-wave feminism in Australia. Kate also edited an anthology of women’s poetry (Mother I’m Rooted, 1975), which sold more than 10,000 copies and was equally influential.


_________


Kate Jennings moved to New York in 1979. ‘People do come to New York to seek fame and fortune,’ she later wrote, ‘but many more come to hide. I dearly wanted to return to Australia, but I was too proud to go home with my tail between my legs. Instead I crawled into the woodwork along with millions of others.’ (On a visit to Norwalk’s public beach on Long Island Sound, she noticed it was a ‘grade-A mixture of aluminium ring pulls, cigarette butts, globs of oil, and purple shells the colour of cold flesh’, but if she shut her eyes she could pretend she was back at Narrabeen.)


She found a third-floor tenement apartment in Hell’s Kitchen. ‘The floors sloped so badly that the furniture had to be placed against one wall. The bathroom was so small, I had to step into the tub from the end. But I considered myself lucky: other people I knew in the neighbourhood had to make do with a tub in the kitchen.’ Muggings were an everyday occurrence, police shakedowns a ‘neighbourhood attraction’.




I have seen people shot, stabbed, and brained by two-by-fours. I was standing outside the corner bodega when a man next to me was knifed. He keeled over like a felled tree. What is that liquid? I thought, as blood bubbled out of him … To add to the violence, landlords, eager to get rid of rent-control tenants, had arsonists set fires.





Kate was burgled twice in Hell’s Kitchen: the second time, the burglars took her ‘pride and joy’—a warm winter coat and a pair of boots for which she’d saved for months.


After working as a freelance proofreader, Kate snagged a full-time job as a copyeditor, ‘not [at] the New Yorker or Harper’s or The Atlantic, the kind of magazines I read and admire, but one of the many publications that service the American travel industry’. Kate’s boss was ‘an Irish-American with a Jesuitical education’, but Kate’s bible was the Chicago Manual of Style.


She continued to write for and about Australia. (A collection of her short stories, Women Falling Down in the Street, won a Queensland Premier’s Literary Award in 1991.) Her essays and stories reflect her powers of observation and her equally strong memory. ‘She remembers everything,’ author and editor Erik Jensen noted in 2017. ‘She says it is a curse.’ Jensen described her fiercely honest essays as ‘ruthless in their precision’. She cultivated a unique way of seeing into people. ‘I am in a perpetual state of astonishment,’ she wrote, ‘at the things people get up to.’


On account of Kate’s editorial skills and penetrating intellect, New York investment bank Merrill Lynch hired her as a speechwriter. Her very first oration had set fire to the Sydney University lawn. Now she was writing speeches for Merrill executives about self-managed pension funds and the proposed repeal of the Glass-Steagall Act.


Historically the ‘Irish Catholic’ investment bank on Wall Street, Merrill Lynch had a track record of financial innovation, including coming up with the cash management account in the 1970s. From inside the bank, Kate witnessed and wrote about the headlong push into new products such as exotic derivatives and creative debt instruments. After Merrill, she joined JP Morgan, the most illustrious bank in the world. At Morgan she worked for Cuban-born Roberto Mendoza who, during a thirty-year career at Morgan, variously led its corporate finance, mergers and acquisitions, and private-equity arms. Mendoza had also helped build Morgan’s Eurobond business. From 1990 to 2000 he served as vice chairman of JP Morgan’s global board.


Super bright and always speaking the King’s English (his family had moved to Britain when he was four years old, and he attended Downside Abbey, a school run by Benedictine monks), Mendoza was regularly put forward as a likely future chair of Morgan. He had a forceful, suffer-no-fools style and was known to occasionally fly into tantrums. One of his notorious habits: ‘constantly ripping sheets off a yellow legal pad and dashing off terse notes’ to his Morgan colleagues. ‘Always enthusiastic, often illegible and sometimes abrasive’, the notes offered advice, praise and criticism. Within the bank, the notes were referred to as ‘Mendozagrams’.


When Kate was advising him, Mendoza and his Mendozagramreceiving colleagues were engaged in an urgent endeavour: restoring Morgan to the pre-eminence it had enjoyed in the first half of the twentieth century, so it could lead finance into the twenty-first. Mendoza worked and spoke at a rapid-fire pace and would react impatiently when someone interrupted his thought process, but he always kept his eyes on the distant future. ‘We’re taking a 15- to 20-year view,’ he said in 1986. ‘We’re playing for the financial market of the year 2000, not next week’s rankings.’ With Morgan’s respective chairs (Dennis Weatherstone, 1990–95, and Douglas A Warner III, 1995–2000), Mendoza spearheaded efforts to turn Morgan into a diversified giant: a full-service commercial bank and investment bank.


Those efforts were extraordinarily successful. By 2000, ten behemoths would dominate Wall Street: two financial conglomerates (JP Morgan Chase and Citigroup), five investment banks (Bear Stearns, Goldman Sachs, Lehman Brothers, Merrill Lynch and Morgan Stanley) and three insurance companies (American International Group (AIG); MBIA, originally the Municipal Bond Insurance Association; and AMBAC, originally the American Municipal Bond Assurance Corporation). Also powerful were the three ratings agencies (Fitch, Moody’s and Standard & Poor’s). Among the financial conglomerates, JP Morgan Chase was number one. It was extremely well positioned to design the financial future in a way that suited the firm’s leaders and owners.


Kate Jennings’ Morgan office was on the forty-sixth floor, near the top of the firm’s building in Lower Manhattan. From her window she could see other Wall Street giants, including AIG right across the street. She called this panorama of the financial district ‘the devil’s view’. Kate’s timing at Morgan and Merrill was important. Those firms were transforming, and finance as a whole was undergoing a spectacular phase shift.
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AMERICAN SOVEREIGN


IN THE NINETEENTH CENTURY, bankers had suffered from an image problem. Novelists such as Anthony Trollope and Charles Dickens pictured them as corrupt, incompetent, shadowy and parasitic figures—like Mr Merdle in Little Dorrit and Mr Smallweed in Bleak House. They were Victorian-era expressions of the bad baggage that had surrounded banking and lending since biblical times.


Early in the twentieth century, the major commercial and investment banks were naturally anxious to fashion a new image. The bad old one was a barrier to raising capital and wielding political influence. The financial panic of 1907 provided a turning point.


The panic had modest origins: a botched attempt by speculators to corner the stock of the United Copper Company. Former Federal Reserve chair Ben Bernanke:




The speculators were known to have close connections to New York City banks and trust companies (bank-like financial institutions). Depositors had no idea whether their particular institution had financed the speculators, and … they lined up to withdraw their cash. The runs spread, sparking a nationwide financial panic that contributed to a serious recession.





An illustrious private banker would come to the rescue. In his grand Italianate home on Madison Avenue, financier JP Morgan had built a magnificent library and filled it with priceless books. The distinguished American museum director Francis Henry Taylor called the library one of the ‘Seven Wonders of the Edwardian World’. In 1907, this ‘setting of truly anachronistic magnificence’ served as Morgan’s nocturnal command post as he sought to stem the financial panic.


Morgan’s home was a fortress and so was his balance sheet. At the height of the panic, he rescued major corporations and a leading stockbroker, and—by providing crucial liquidity—the stock market as a whole, along with the whole city and, possibly, the whole country and the whole financial system. (‘Liquidity’ is the extent to which there is active trading in a particular market. In a liquid market, assets can be readily bought and sold; a range of participants are actively trading, or stand ready to trade.)


Kate Jennings: ‘JP Morgan assembled the leading bank presidents in his library and locked the door. He stipulated how much each must pledge to the bailout package. According to one account, Morgan said, “There’s the place,” pointing to a written agreement his lawyers had drawn up beforehand, “and here’s the pen.”’ This would not be the only time Morgan’s institution functioned like a private central bank.


Widely seen as the saviour of the financial system, Morgan wielded extraordinary power. Several observers likened him to a Medici prince or an uncrowned king. That characterisation was not entirely fanciful. According to journalist Lincoln Steffens:




My conclusion was that there was indeed such a thing in America as sovereignty, a throne, which, as in Europe, had slipped from under the kings and the president and away from the people, too. It was the unidentified seat of actual power, which in the final analysis, was the absolute control of credit … In all my time JP Morgan sat on the American throne as the boss of bosses, as the ultimate American sovereign.





Like the leaders of the Medici bank five centuries earlier, Morgan dealt directly with heads of state and presided over a private empire that had as much power as many of those states. His unique position sparked widespread misgivings that a private banker—one who operated beyond the reach of governments and parliaments, and sometimes displayed open contempt for them—could wield such power. Media coverage of the Pujo Committee hearings (1912–13) highlighted Morgan’s status and his patrician attitude. When asked whether he disliked competition, he famously replied, ‘I like a little competition.’


JP Morgan had rescued American capitalism, and he had done it on his own terms. In the decades after his intervention, American bankers projected themselves as figures of trust and respect. Other powerful forces helped to cement that picture. The 1933 Glass-Steagall Act forced American commercial banks to refrain from investment-banking activities such as stock speculation. A US bank deposit guarantee, introduced in 1934 following intensive post-Depression lobbying, made saving even safer for households. After World War II, a long period of prosperity expanded the middle class. Together, these forces ushered in a golden era of banking.


In the 1950s and 1960s, banking was all about assessing risk and rationing credit. Inside banks, the day-to-day work was somewhat dull, the culture conservative and paternalistic. Administrators and middle managers populated the banks’ big-city head offices. Otherwise, much of the work of banking took place in local branches. McKinsey & Co. management consultants established the 2-4-8 rule: consultants were expected to have two current engagements, four imminent prospects and eight opportunity leads. But bankers lived by the 3-6-3 rule: 3 per cent interest on deposits, 6 per cent interest on loans, and make sure you are at the golf course by 3 p.m.


No longer seen as overwhelmingly incompetent or corrupt, bankers entered the professional gestalt that included modestly remunerated accountants, insurance brokers and suburban attorneys. Personal relationships and individual judgements were key. Neatly dressed bankers joined Rotary and the Freemasons. They were pillars of the community, part of the corporate infrastructure as well as the community fabric: Wall Street but also Main Street. This was the ‘Hello, neighbour’ era of banking—as mid-century as a Danish lamp. The scrooges and scoundrels of nineteenth-century popular culture and early-twentiethcentury financial disasters had become figures of the past.


When banks originated loans, they kept them on their balance sheet, to be tended and husbanded like crops. (This meant banks were legally responsible for their assets, and had to account for them as such.) If the borrower didn’t pay interest or repay the principal, that risk was with the lender, who therefore had every incentive to make sound lending decisions. Bankers knew their customers, and cared a lot about assessing creditworthiness. Would a home owner be able to repay her mortgage? Would a company be profitable enough to service a business loan and overdraft? The risks were straightforward, and banking was as simple as Walter Bagehot had said it should be.


The respectable, conservative model of commercial banking persisted well into the 1970s. Most private bank profits continued to be earned from the difference between the cost of deposits and the revenue from loans. The banks applied tried-and-true tools to assess lenders and manage liabilities. Their work wasn’t especially complex. Wider financial markets, too, were straightforward. Market structures and categories of securities were stable. Debt was debt, equity was equity, risks were measurable, and dangers came from predictable directions. All this, though, was about to change.
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A LONELY VOICE


IN 1930, A YEAR after the Wall Street Crash, the US Congress passed the highly protectionist Smoot-Hawley Act. As later described in a major speech by Ben Bernanke (and, famously, in the movie Ferris Bueller’s Day Off), the Act authorised a dramatic hike in tariffs. This policy was referred to as ‘beggar thy neighbour’ because its goal was to export poverty from the United States to the rest of the world. In practice, though, the high tariffs caused as much economic hardship at home as they did abroad. Other countries tightened their monetary policies to prop up their own currencies. High tariffs and high interest rates neutered trade, stoked deflation and worsened the global slump.


In 1944, 730 delegates from the forty-four World War II Allies met at Bretton Woods, New Hampshire—a place previously known for its mountain views and grand hotel, and a placename now universally associated with gold and money. The Allies established what they hoped would be the economic ground rules for a prosperous and stable postwar world. The rules were based on a system of fixed exchange rates and tight capital controls.


With troops and money, America had backed what would soon become the winning side in the war; and JP Morgan, again acting like a private central bank, backed America and its allies by underwriting their bonds. The Allies were paying their debts in gold, and this had a surprising consequence. Paradoxically, to build the future global monetary order, the Allies looked to the past. The value of the US dollar would be tied to the growing pile of gold—just as pounds sterling and Florentine florins had been years before (the United Kingdom had abandoned the gold standard in 1931, at the height of the Depression)—and the value of other currencies would be tied to the dollar. Two global institutions—the International Monetary Fund and the World Bank—would help manage the new system of pegged exchange rates.


To avoid a repeat of beggar-thy-neighbour, trade flows were to be as free as possible, whereas capital flows would be tightly controlled. In the words of John Maynard Keynes, Britain’s chief economic architect, ‘control of capital movements [would be] a permanent feature of the post-war system’. (Under the influence of Keynes, Britain had put another option on the table during the Bretton Woods talks: an ambitious monetary model built around a single international clearing house to manage international payments; a single international central bank to act as lender of last resort to the whole world; and a single international currency, the ‘bancor’. To that highly centralised suggestion, which foregrounded governmental planning and democratic responsibility, the Americans responded with an emphatic no. The soon-to-be-victorious Allies had no choice but to go with the dollar-based gold standard.)


The Bretton Woods compact meant that on any given day, the value of the US dollar didn’t move relative to the value of gold, and the value of many other major currencies didn’t move relative to the US dollar. From 1944 to 1968, in theory and sometimes in practice, $35 in cash money (but not bank deposits) could be redeemed for an ounce of precious metal. Looked at through modern eyes and from a considerable distance, the gold standard seems like a mad idea. World trade and monetary movements were dynamic and growing, but the value of the West’s anchor currency was tied to an arbitrarily chosen commodity: a fabled metal whose availability depended ultimately on random acts of nature.


For a time, the gold standard served the world well. But it was, it turned out, a mad idea after all. Between 1967 and 1971, the Bretton Woods system came under extreme pressure. The economic power of Japan and Germany had been restored. America was waging a disastrous war in Vietnam, and it was funding the disaster through high government spending. To discourage the purchase of foreign securities, America introduced an ‘interest equalization tax’. Legitimate American investment activity in foreign financial markets largely dried up, but evasion of the tax was rife. The ‘eurodollar market’—fuelled by US-dollar deposits in foreign accounts that were beyond the reach of the tax—boomed.


The United States was at risk of financial distress due to a shortage of gold to cover its own multiplying currency. On 15 August 1971, President Richard Nixon closed the ‘window’ through which dollars could be exchanged for gold. A series of terrible policy decisions followed. In principle, bumping up US interest rates would be a way to attract capital, lift the value of the dollar, and therefore protect the link between the currency and gold. But in the lead-up to the 1972 US election, Nixon feared high interest rates would be politically toxic because, among other things, they would make mortgages more expensive for households. Instead, his government froze wages and consumer prices. In a capitalist system, those controls couldn’t last long. In March 1973, the Bretton Woods system finally disintegrated and the major currencies began to ‘float’ against each other.


When the old system broke down, the sleepy world of foreign exchange began to wake up. The removal of controls on wages, prices and exchange rates, combined with dramatically spiking oil prices thanks to the formation of OPEC, caused inflation to soar and global financial markets to roil. Compared to the 1950s and 1960s, the 1970s were a dark and perilous decade, economically as well as culturally. Having enjoyed a stable regime of foreign exchange trading, the world was now flying by the seat of its pants. During the currency turmoil, foreign exchange settlement had to be suspended for weeks at a time, to the detriment of trade in goods. (‘Settlement’ is the stage in a financial transaction when money is actually paid.) The US Government had been at risk of financial distress; now it was the turn of the British state and Britain’s banks to teeter on the financial edge. In Continental Europe, too, there were acute financial pressures—and even bank crashes, notably among institutions that had made aggressive bets on foreign currencies.


Through a series of steps, the world had moved from an asset-based monetary system to a promise-based one. Modern ‘money’ was essentially a promissory note; its value depended on the perceived creditworthiness of the promise-maker, whether that was a non-bank business, a private bank, a government or a central bank. (The promise-based world also intruded into financial markets: stocks and other securities were traded on a ‘promise to pay’ basis, rather than guaranteed payment; more about that later.) The promise-based economy complicated inter-country and cross-currency financial transactions. Paying US dollars from an American bank to a European one, for example, required swapping a promise from one bank for a promise from another—possibly one with different creditworthiness.


_________


America’s ‘savings and loan’ (S&L) institutions are analogous to the ‘building societies’ of Britain and Australia. Residential mortgages are their bread and butter. In the early 1980s, the S&L businesses were in big trouble. In a period of high inflation, they were squeezed between high market interest rates and low returns on fixed-rate mortgages. At the height of the crisis, the S&Ls were desperate. To stay solvent, they needed to offload assets. For Lewis ‘Lewie’ Ranieri of Wall Street investment bank Salomon Brothers, this was a once-in-a-lifetime opportunity.


Ranieri and his team of traders bought thousands of S&L mortgages. Then they pooled the mortgages’ cash flows and used them to create synthetic, tradeable securities. Interest payments on the underlying mortgages funded the coupon payments on the new securities. The securities were heavily engineered, but from the point of view of investors, they were hard to distinguish from safe, ordinary government and corporate bonds. Another selling point was that most residential mortgages were issued by government-sponsored lenders, such as ‘Fannie Mae’ and ‘Freddie Mac’, which were overtly or implicitly guaranteed by the US Government.


An S&L crisis did for the mortgage market what the breakdown of Bretton Woods did for the trade in foreign exchange: a hitherto sleepy corner of finance suddenly woke up. The collision of Ranieri and the early 1980s S&L crisis created a new market, and it exploded in a way that would ultimately transform American banking. Under the banner of securitisation, banks rushed to shift mortgages off their balance sheets, replacing them with highly engineered, footloose securities. (‘Securitisation’ is just what it sounds like: turning something—in this case a mortgage—into a tradeable security.) Between the early 1980s and the eve of the 2008 global financial crisis, the total value of mortgage securities that were backed by loans from government-sponsored lenders grew by an amazing 2 million per cent, from $200 million to $4 trillion. (‘I do feel guilty,’ Ranieri said in 2009. ‘I wasn’t out to invent the biggest floating craps game of all time, but that’s what happened.’)


‘Originate-to-distribute’ largely replaced the traditional model of mortgage lending. In the words of economist Joseph Stiglitz, banks shifted from the storage business to the moving business. Securitisation was a boon for bank profits. Banks charged for the origination stage and for the pooling and financial engineering stages, and earned other fees and commissions from trading in the newly minted securities. For the banks, there was something wonderful and mysterious in the creation of mortgage-backed securities. Making shiny new assets from boring old home loans seemed like alchemy.


By the late 1980s, the great majority of American bank profits were coming from areas other than traditional banking. With the money being made from securitisation, it became a central obsession of American bankers and the American financial system. The most ambitious bankers were suddenly interested in retail home loans, because those loans were the basis for a bond market that the bankers could shape and control—and from which they could earn lucrative fees. Dealing departments became far and away the most profitable parts of major commercial banks. Bonuses followed profits, status flowed with bonuses, and bankers followed the status and the cash.


There was another striking feature of banking in the 1980s and the early 1990s: the new breed of dealers, raiders and financiers had little loyalty to any particular country. They saw nothing wrong with betting against their own currencies or their own central banks. This lack of attachment brought marvellous rewards. Commercial bankers, investment bankers and hedge-fund managers were suddenly presented with a smorgasbord of new business lines that offered super-high returns.
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A DARK MARKET


FOR THE BIG BANKS, ‘derivatives’ were one of the tastiest dishes in the financial innovation feast. Derivatives are contracts whose value depends on the occurrence of some specified event, or the level of a specified price or set of prices. (The value of the contracts is therefore ‘derived’ from somewhere else.) Common types include options, futures and swaps. Derivatives can be used to make financial bets on specific events, and to profit from differences in the value of assets across time, or between markets, or across different asset types. They can also be used to increase ‘leverage’, which has the effect of magnifying potential gains and losses.


In the ‘over-the-counter’ (OTC) derivatives market, as distinct from the ‘exchange-traded’ market in standardised futures and options, big banks create, buy and sell derivatives on a bespoke, bilateral basis. The first OTC derivatives contracts were established in the early 1980s. Many of them involved simply swapping fixed and variable interestrate cash flows, or cash flows in different currencies. (A ‘swap’ is an agreement to exchange, over a period of time, one set of payments for another. There is a wide variety of swaps, including ‘interest rate swaps’, ‘equity swaps’ and ‘credit default swaps’.)


The expected payoffs associated with these derivatives contracts were ‘continuous’, which means they were mathematically related to the level of a specified price or interest rate, or the differential between specified prices, such as two exchange rates. (In general, a ‘continuous’ payoff is defined by a mathematical formula based on some future value of the underlying phenomenon, such as an interest rate or a stock price.)


Importantly, the payoffs were also uncapped, which meant buyers and sellers of derivatives were exposed to unlimited profits or losses. An example of uncapped payoffs: investors who bought options faced the prospect of unlimited profits, and parties who sold them faced unlimited losses. Finance author Frank Partnoy:




Because the downside was potentially unlimited, [bank] employees who sold options could put an entire institution at risk. If the losing trades were in the over-the-counter market, not on an exchange, the collapse of one institution would expose others to credit risk. One defaulting bank could become a falling domino that would topple many others.





Nevertheless, the initial participants in futures and options exchanges preferred continuous and uncapped contract payoff profiles because those profiles offered several financial benefits. For risk hedgers, they enabled continuous hedges in respect of all possible price movements in the applicable underlying assets or securities. For speculators, they offered financial returns corresponding to all possible price movements in those assets or securities.


An early example of an OTC derivatives transaction was the IBM/World Bank currency swap of 1981. From modest beginnings, the OTC market grew rapidly in scale and complexity. In October 1992, for example, Gibson Greeting Cards entered into a ‘LIBOR-squared swap’ with Bankers Trust in New York. (‘LIBOR’ is a benchmark interest rate, the ‘London Inter-Bank Offered Rate’.) Effectively the swap was a big bet on US interest rates falling.


The creation of OTC derivatives was very similar to how the major banks originated loans: the agreements were negotiated and entered into bilaterally with large clients such as corporates and ‘high-net-worth individuals’. Loans and OTC derivatives also had similar purposes: with the exception of residential mortgages, most private bank lending was speculative, just like many OTC derivatives. (In some cases the differences between derivatives and loans were very small indeed; banks created contracts, for example, that looked like swaps and were presented as such, but were really just loans.)


A thick aura of mystery surrounded this mode of banking and deal-making. The OTC market was more risky than exchange-based trading of standardised derivative products. Trading in off-exchange, non-standardised products was less transparent, and the potential for legal disputes was greater—especially in the event of a financial crisis. Also, with exchange-based trading, the central exchanges took on some settlement risk, whereas with OTC transactions, the parties were directly exposed to the risk that a counterparty would not fulfil its promises. (‘Settlement risk’ is the danger that a party to a financial contract does not pay up when settlement is due.)


But the OTC market had irresistible attractions for the big banks. First and foremost, it was extremely profitable. In the bilateral OTC deals, banks had greater control of the derivative contract terms and the market as a whole (just as they had control over the market for securitised mortgages). In one-to-one dealing in tailored and illiquid OTC products, banks could create their own rules for transactions. They could levy fees for making the market. They could build in margins (OTC derivatives have wider ‘spreads’—the difference between buy and sell prices—than exchange-traded ones). And they could set prices for the products they created.


For big banks, the contracts had another big attraction. Though OTC derivatives were very similar economically and financially to loans, they were accounted for very differently. Thanks to an accounting fudge, and a mathematical one, the net value of the OTC derivative contracts was calculated to be zero, and therefore banks did not need to show the OTC contracts on their balance sheets. If the transactions were offbalance-sheet, then they didn’t affect the banks’ capital requirements; they were also less transparent. For all these reasons, big banks rushed into the market for non-standard, off-exchange derivatives. As sales of derivatives exploded, the majority were soon being assembled and sold in this bilateral manner.


Inside this dark market, OTC transactions could be used in a plethora of ways to shift risk and money and profits: to ‘window-dress’ financial accounts (such as by moving liabilities off a company’s balance sheet), to evade investment regulations, to avoid taxes, and even to launder money. Because the banks set prices and otherwise controlled the OTC market, all sorts of behaviours could occur that would normally be impossible or illegal—such as ‘front running’—on open exchanges. (‘Front running’ is a way for financial market insiders to make clandestine profits. If the insiders know a big purchase or sale is pending, they can get ahead of that transaction and profit from the resulting impact on the market price.)


Especially alluring for rich investors with few scruples, ‘equity swaps’ showed the OTC derivatives market at its worst. Economically, an equity swap transaction is very much like the sale of a stock—but for a long time in the United States, equity swap agreements were not treated as such and there was no obligation to report them, including to tax authorities. The availability of equity swaps therefore had big implications for accounting and corporate governance, and even more so for tax. As Frank Partnoy wrote in F.I.A.S.C.O.: Blood in the Water on Wall Street,




Anyone who wanted to sell an appreciated stock without … paying capital gains tax, could use an equity swap. An equity swap was not deemed a sale because the individual still owned the underlying stock. Consequently, an individual could liquidate the gain on a stock without paying any tax. There no longer was any need for wealthy shareholders to lobby politicians to repeal the capital gains tax; for a fee, investment banks offered a top-secret individualized do-it-yourself capital gains tax repeal.





For many US billionaires and corporates, such agreements were a bonanza. The amount of capital gains tax they paid suddenly fell to zero. For investment banks, equity swaps were a risk-free money tree. The banks could hedge their swap positions by ‘shorting’ the associated stocks. (If the stock price fell, for example, the payments from the investor would be lower, but the bank would offset this by making a higher profit when closing out the short sale.) Equity swaps therefore achieved a massive transfer of wealth from the wider community to a small number of banks and their wealthy clients.


_________


With roots stretching back to the nineteenth century, in the 1990s the Chicago Mercantile Exchange and the Chicago Board Options Exchange were among the world’s principal futures and options exchanges. The exchanges were founded on a courageous mode of trading: ‘promise-topay’, which meant ‘Trade first, and (hopefully) settle later’. In this mode of trading, the parties to a transaction committed up-front to making all their future contract-related payments when they were required to. In reality, of course, it meant payments would only be made if the parties were able to make them when they fell due.


Commercially, this mode of trading was surprisingly attractive to the first participants in exchange-based derivatives markets. Those participants were mostly interested in hedging commercial risks, such as from production and the physical trade in commodities. The breadth of participants was much narrower than today, and the amounts at stake far lower, as were the degrees of leverage that have since magnified potential gains and losses. Thanks to ‘margining’, moreover, payment failures in exchange-traded, promise-to-pay derivatives contracts were rare. (Margining requires market participants to put up extra collateral when the market moves against them; this is the basis for the dreaded ‘margin call’.)


The promise-to-pay mode of on-exchange derivatives trading suited the continuous and uncapped payoff profiles that were preferred by the initial market participants. Maintaining that tradition, the first OTC derivatives contracts were also established on a promise-to-pay basis (and also adopted margining and uncapped payoffs). In the OTC market, the big money-centre banks such as JP Morgan were happy with a regime of uncapped payoffs and margin calls. First of all, the banks made money through the derivatives themselves, as parties to contracts. Second, as the primary credit providers for their clients, the banks profited from other parties’ bets by charging for credit. They could also lend profitably to clients to cover their margin calls. Third, the banks were insured: they could lay off the risks of uncapped payoffs because they were acting as principal and taking collateral, just as they did when writing loans. And finally, as noted, thanks to the uncapped payoffs and the accounting fudge, the banks could shift their OTC deals off their balance sheets.


The ‘lock-in’ of promise-to-pay in OTC derivatives markets was strengthened when influential figures blessed these products as legitimate, socially worthwhile risk-transfer tools—regardless of how they were actually used in practice. (Risk management quickly became secondary to purposes such as speculation and tax avoidance.) Three influential groups—finance academics, financial regulators and Western governments—gave their blessing to the promise-to-pay basis of derivatives contracts. Finance academics were often divorced from how markets worked in practice (they typically ignored, for example, the interconnectedness of credit risk and market risk in times of market stress), but were happy to give their endorsement on theoretical grounds. Financial regulators, for their part, never really understood the social and systemic risks from uncapped instruments, having been persuaded that major banks were well equipped to manage their portfolios. And in the final group, Western governments, people were ideologically inclined to rely on markets rather than regulation, and were therefore happy to let market participants trade on whatever basis they liked.


As with exchange-traded derivatives, contract payment failures in the OTC market were rare, mainly because the contracting parties were large, AAA-rated entities (such as IBM) dealing with ‘too big to fail’ money-centre banks. But the rarity of payment failures did not mean they were irrelevant or inconsequential. With huge trading volumes and exposures, the systemic risk from even a small probability of failure was substantial. And with promise-to-pay trading, it could not be eliminated.


_________


In the early 1990s, well-placed officials in the United States raised concerns about growing financial risks, and called in particular for greater regulation of derivatives. Gerald Corrigan (president of the Federal Reserve Bank of New York) and Richard Farrant (deputy head of banking supervision at the Bank of England) sparked a debate about the safety and security of derivatives and the adequacy of controls over conduct in derivatives markets. Corrigan expressed particular concern about the major banks’ off-balance-sheet deals involving ‘special purpose entities’.


At the same time, there was strong resistance from the money-centre banks—and even in government and public policy circles—to greater regulation. On April Fools’ Day in 1992, US president George H Bush reportedly instructed federal agencies to reduce the role of government in business affairs, including by incorporating ‘market mechanisms’ in their activities. The following year a major study of derivatives, chaired by Dennis Weatherstone from JP Morgan, played down the need for regulation.


Soon after (in August 1993), Corrigan was replaced at the NY Fed by William McDonough, formerly a commercial banker. The major banks secured what they saw as a win-win arrangement with the Fed: limited regulation of OTC derivatives, with an effective quid pro quo of greater private bank cooperation in solving settlement risk problems in the foreign exchange market (more about that later). This was a devil’s bargain, and it cemented a paradox in financial regulation: the low-risk parts of finance—such as conventional lending—were regulated much more heavily than the new, exotic, high-risk parts. Key figures such as Alan Greenspan, chair of the Federal Reserve from 1987 to 2006, opposed any further regulation of derivatives, even (surely an extreme view) regulation to prevent fraud.


A challenge to the laissez-faire approach came from an unexpected quarter. In 1998 Brooksley Born clashed with Greenspan during Congressional hearings on regulation of the OTC derivatives market. Born, a securities lawyer, had recently assumed leadership of the Commodity Futures Trading Commission (CFTC). In her testimony before the US Senate Committee on Agriculture, Nutrition, and Forestry (30 July 1998), Born called out the risks posed by the OTC market, and the need for greater protections to prevent market manipulation, fraud, financial instability and other dangers.


To support her calls for stronger oversight, Born pointed to misconduct by OTC dealers in the rapidly growing market, as well as a horror show of derivatives debacles, prominent among them the 1998 Long-Term Capital Management fiasco (more about that later, too) and a $2.6 billion copper-trading loss at Sumitomo Corp. Merrill Lynch, she pointed out, had had to pay $400 million to Orange County, California to settle claims involving sales of derivatives that caused the county’s bankruptcy. At the same time, Merrill was in settlement negotiations with the Government of Belgium relating to a $1.2 billion loss in derivatives trading. (JP Morgan had suffered a series of derivatives trading losses and would soon be caught up in one of the biggest financial scandals of all time: fraudulent manipulation of the benchmark LIBOR interest rate.)
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