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4
Minting Debt

If there is one asset that defines capitalism, it is debt-not any debt,
but debt that can be easily transferred from one investor to another,
and preferably debt that is convertible into state money at any time
on the behest of its holders, the creditors. Convertibility of private
debt on demand is typically assumed but is not always an enforce-
able claim. The logic of a private economy is that you can sell only if
you find a willing buyer, that is, a private buyer. If private buyers re-
treat, demand declines, and asset prices fall, investors who recently
thought that they had huge amounts of wealth at their fingertips
might lose it in no time. To lock in past gains, investors will try to
convert their private assets into state money, the only financial asset
that is guaranteed to keep its nominal value.' The reason is that,
unlike private entities, states do not have a binding survival con-
straint. They can print money and they have the power to unilaterally
impose burdens on their citizens in the form of taxes or austerity
measures, thereby ensuring their own survival.

When private parties run out of money, they may request help
from their peers, but they cannot force them to deliver. If they fail
to garner support, they face extinction; the only alternative is to go
to the source of state money: the government or its central bank.
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78 CHAPTER 4

As noted in chapter 1,convertibility is one of the key attributes of
capital; its relevance is most apparent in the case of financial assets,
in particular, debt instruments. For holders of these assets, convert-
ibility has the same importance that durability had for landowners
or major lenders to corporations who sought a stable capital base
against which to lend. Investors in tradable instruments are fickle;
they are constantly on the move as their holders are out to find yet
another profit opportunity. It therefore makes little sense to lock
them up behind real or legal shields. But this does not mean that
holders of financial assets do not crave certainty; their certainty
comes from the ability to convert their assets into cash on demand
without a serious loss. The trick is to make these assets look almost
like state money, that is, to cloak them in legal modules that enhance
the chances that they can be converted into cash on demand.
The history of debt finance can therefore be retold as a story

about how claims to future pay have been coded in law to ensure
their convertibility into state money on demand, without suffer-
ing serious loss. This chapter traces the coding techniques for the
most basic forms of debt, the notes and later the bills of exchange
that emerged between the twelfth and the seventeenth centuries,
all the way to modern-day securitized assets and credit derivatives.
The story also illustrates the shift away from landowners, the privi-
leged holders of property rights who often figured as debtors in the
past, to creditors as the asset holders who enjoy the strongest legal
protection. Signs for this shift have long been evident, but only after
land had been thoroughly dethroned in the late nineteenth century
did financial assets come to the fore as a leading source of private
wealth. As we shift focus from owners to creditors, and from land to
debt, we will encounter the same legal modules that we have seen at
play before: contract, property and collateral law, trust, corporate,
and bankruptcy law. These legal modules mitigate the risk associ-
ated with debt and in doing so have fueled its expansion from one
unprecedented height to another-to be followed only too often by
equally steep downturns, safe only for the successful intervention
of states and their central banks. Huge gains could be made along
the way, and losses were often shifted to others.
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These losses tend to fall primarily on two groups: The unsecured
debtors, that is, creditors who by operation of general bankruptcy
rules are last in line to share in the leftovers; and states, or rather
their citizens, whose future productivity they commit when bail-
ing out failing entities. In the absence of state backing, debt cycles
would draw their natural circles, making and destroying wealth
along the way. Many states have smoothed out these cycles by stand-
ing by to protect holders of these assets from the abyss, time and
again; others that were either unwilling or unable to do so have seen
their economies ravaged by debt crises that destroyed wealth and
brought economic decline. Inaddition, they had to cede sovereignty
to their creditors, to the International Monetary Fund (IMF), or
"the Troika," comprised of the IMF, the ECB, and the European
Commission.

When stepping into the void by offering new credit to borrowers
that were shunned by private creditors, or when buying assets from
creditors that no longer found any private takers, states have tended
to protect assets and asset holders that were critical for the survival of
the system and have left the rest to fend for themselves. In so doing,
they have helped stabilize finance, but they have also contributed to
the massive concentration of wealth in the hands of those at the top
of a financial system that is not flat, but deeply hierarchical.'

NC2-A Post-Mortem

To see how deeply the legal code of capital is involved in structuring
debt, meet NC2. It is one of the more complex debt instruments that
lawyers have designed for their clients, but also one that allows us
a glimpse into the organization of the parallel or "shadow" banking
system that has emerged over the past few decades. NC2 is a secu-
ritization structure that was created in 2006, just at the time when
US real estate markets began to flatten out and stress began to build
in the financial system. The story ofNC2 and the Kleros clones has
been told before-by the US Federal Crisis Inquiry Commission
(FCIC), which the US Congress had set up to analyze the root causes
of the great financial crisis.' The FCIC had surprisingly little to say
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about the legal structures involved, but it made publicly available the
relevant legal documents, ready to be dissected for our purposes.'

NC2's real name is "CMLTI 2006-NC2," which stands for "Citi-
group Mortgage Loan Trust 2006-New Century 2." The name indi-
cates NC2's genesis and parenthood. It is a trust, established under
the laws of the state of New York, born in 2006 and sponsored by a
member of the Citigroup family, a financial holding company whose
parent company is also incorporated in the state of New York. NC2's
ancestry can be further traced to New Century (NC), a mortgage
originator based in California that filed for bankruptcy already in the
spring of2007, long before Lehman's demise triggered a full-blown
crisis that brought global finance almost to a standstill. New Century
did not have the most stellar reputation in the market, and its aggres-
sive strategies in originating mortgages by pushing homeowners into
financial arrangements they could hardly afford, were well known.
Nonetheless, this did not prevent some of the more reputable banks
from dealing with it.

New Century originated the mortgages that were later funneled
into NC2, warehoused them, and sold them wholesale to Citigroup's
Mortgage Realty Corporation (CMRC), the sponsor of the NC2
trust. New Century received a premium of2.5 percent, or $24 mil-
lion, on the transaction. The purchase price of the mortgages that
were transferred to NC2 was about $750 million, comprising 4,507
residential mortgages with an average principal balance of$210,478.
There was some variation in the contractual structure of the mort-
gages and in the interest rates and the principal amount homeowners
had agreed to pay, and this was dutifully disclosed to the investors
who cared to read it.' However, few did or were interested in doing
so, primarily for two reasons: they relied on the ratings of these as-
sets by officially recognized rating agencies, and they believed they
were well protected in law" Investors would receive fixed payments
from the cash flow that made it back into the pool according to a
plan that stratified claims according to different risk profiles and
payout schedules. The remainder of the often 200-plus-pages-long
prospectus that was carefully drafted by lawyers to ensure that all
risks were adequately disclosed was legalese to them. The relevance
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of many provisions buried in the document, particularly the list of
risk factors that grew longer from year to year, became apparent
only when it was too late for those who had not been able to sell
their assets fast enough.

Recall that to establish a trust we need a settlor, a trustee, and a
beneficiary.' In the old days when land and mansions were placed
in trusts, all three tended to be individuals, most likely personal
acquaintances if not family members: a friend, neighbor, or relative
of the settlor would be the trustee and the beneficiary would be
the settlor's later born son, daughter, or other relative. In the eigh-
teenth century, solicitors increasingly took on the role of trustees
in business trusts, and in the nineteenth century they were joined
by banks. Along the way, trusts morphed from safekeeping land for
family members into vehicles that segregated assets on amuch larger
scale and protected them from the credit risks associated with the
bank that served as the trust-sponsor and eventually into off-balance
structures for securitized assets and their derivatives.

Whereas previously, beneficiaries had to await the death of the
settlor or similar event to take control over the asset, investors of
securitized assets have been less patient. They care not for mort-
gages but for fixed payments from cash flows that these mortgages
generate and their ability to convert their interests into cash to lock
in their gains. The mortgages themselves only serve as collateral
to be realized by some agent should a borrower default; given that
investors were well diversified (or at least they thought they were),
it did not concern them if some homeowners defaulted, as long as,
according to the models used, not all did so at the same time, and
as long as the houses of the ones who did default kept their value.

Similarly, in the modern securitization business, trustees are not
friends or family members of the trust's settlor, but financial inter-
mediaries. They don't offer their services as fiduciaries for free but
are paid a fee based on a small percentage of the asset value. Their
new mandate to manage a portfolio of assets created new questions
about trustee liability. Most of these issues were addressed in rel-
evant contracts that specified the scope of their rights and responsi-
bilities, including limitations on their liabilities. As always, new legal
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coding strategies such as these were developed in private practice
by transactional lawyers; they made their way into case law only if
and when challenged, but during boom times, litigation was a rare
occurrence, and so the practice spread and became a new way of
how business was done.

NC2's trust sponsor, or settlor, was the Citigroup affiliate, CMRC,
which had acquired the mortgages from New Century. The US
Bank National Association, a Cincinnati-based private bank, was
appointed trustee. In addition to the trustee, there was a "trust ad-
ministrator," a depositor, a custodian, and a credit risk manager.
These various functions were filled in part by other Citigroup affili-
ates and in part by outsiders, and those on the inside at NC2 would
often offer services as outsiders for similar trusts set up by their
competitors. This way, financial intermediaries could be earning fees
left and right, while protecting themselves from conflicts of interest
by employing their competitors for services they could not provide
themselves without running afoul of the law.

The NC2 prospectus circulated to attract investors discloses the
volumes of mortgage-backed securities of the kind that were as-
sembled in NC2 handled by the key players. According to the pro-
spectus, CMRC (the sponsor) had already securitized assets worth
$50 billion, and US Bank N.A. disclosed that it acted as trustee for
"667 issuances of MBS/Prime securities with an outstanding ag-
gregate principal balance of approximately $292,570,800,000.00."
The trust administrator, another affiliate of Citigroup by the name
of Citibank N.A., was reported to manage "in excess of $3.5 trillion
in fixed income and equity investments on behalf of approximately
2,500 corporations worldwide,"

Securitization became a fee-based business. The servicer of the
NC2 trust, for example, was paid 0.5 percent multiplied by the prin-
cipal balance of the mortgage loans on the day it was established,
and the credit risk manager, 0.015 percent! This may not sound
like much, but even small percentages add up, provided, of course,
that the business is humming. The logic of private-label securitiza-
tion was mass production, and new mortgages had to be fed into
this machine constantly to sustain it. In addition, investors came
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to rely on the ready availability of assets with high ratings. Indeed,
the post-crisis autopsy conducted by the FCIC reported that New
Century and other mortgage originators received requests for more
mortgages from banks in the securitization business, often before
they had originated them." Prior to the onset of securitization, only
the US government and a few blue-chip corporations had bonds
consistently rated in the triple-A range. This new coding technique,
however, would create safe assets on demand by picking the assets
that went into the pool and by tranching the claims against the pool
such that there were always some that would receive top rating and
therefore attract money market and pensions funds, which are pro-
scribed from investing in high-risk assets."

The number of homeowners with a decent credit record, how-
ever, is not unlimited; invariably the quality standards for the assets
that were securitized declined. This was not a secret. Anyone who
cared to read the prospectus ofNC2 or other SPVs could find out."
Citi's affiliate CMRC reported in the NC2 prospectus that over the
course of only three years, it had shifted its portfolio from mostly
prime MBS, that is, assets with a low-default risk, to an equal share
of prime and subprime, or high-default risk, products. During the
same period, it increased its entire portfolio from $2.9 billion to
$18.4 billion, or by a factor of six, indicating that the expansion of
its portfolio was caused mostly by embracing subprime products,
which, of course, were more likely to default."

This change in Citi's portfolio coincided with a shift in the overall
market; in 2003, subprime mortgages accounted for 22 percent in
dollar volume of all securitized mortgages. By 2004, this number
had increased to 46 percent." The risk that these practices created
for the chain of intermediaries that participated in the minting of
debt is reflected in the fate of the intermediaries that were involved
in the NC2 deal. Almost everyone suffered severe financial distress
in the financial crisis, not caused by NC2 alone, but by the business
practices for which NC2 was emblematic. New Century filed for
bankruptcy already in the spring of 2007. Bear Stearns was forced
into a shotgun marriage withJP Morgan Chase in the spring of2008,
as discussed in chapter 3. And Citigroup received several capital
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injections, first from the sovereign wealth funds of foreign nations
(Qatar and Singapore in particular) and eventually from the US
government. IS

So much for the basic structure ofNC2, which is more complex
than the trusts we encountered earlier, but the basic structure is still
the same. But what about the assets in the pool? Here too we can
see remarkable advances in the coding strategies that were meant
to enhance the marketability of these assets. A basic securitization
structure is rather simple and resembles the pooling of risks and re-
sources of the early joint stock companies discussed in chapter 3. The
claims to future payments on many home loans, all backed by mort-
gages, are placed behind a legal shield, like a trust. The trust then
issues certificates to investors. They now hold a claim, not against an
individual homeowner, but against a pool of loans to many home-
owners that are backed by mortgages on their homes; what is more,
by moving the assets to a trust, they become "bankruptcy remote"
from their sponsor, in the case ofNC2 from the Citi affiliate CMRC.
This means that investors need not worry about what happens at Citi
and its affiliates, all they need to worry about is the quality of the
loans backed by the mortgages in the pool, although even this proved
to be more than many investors could handle, especially once the
claims against the pool had been rearranged into tranches, each of
which carried a different pay-off structure and risk profile.

Following this model, assets inside NC2's mortgage pool were
tranched and each tranche was rated separately. Tailoring claims to
cash flows from the pool made it possible to attract different groups
of investors, each according to its ability and each according to its
needs: The safest super-senior tranche in NC2 went to Fannie Mae,
one of the government-sponsored entities (GSEs), for $155 million."
Buying senior tranches seemed to be a safe bet and generated profits
for this GSE. Note that Fannie Mae appears here as the buyer of se-
curitized assets, not as the securitizer, a role that it had played earlier
and would assume again after the crisis.

NC2's second most senior tranche found interest among leading fi-
nancial intermediaries from the United States and elsewhere, includ-
ing a subsidiary of JP Morgan Chase (Chase Security Lendings Asset



MINTING DEBT 85

Management), China's sovereign wealth fund (the China Investment
Corporation, or CIC), and six other investment funds. The third and
fourth most senior tranches were acquired by a mix of domestic and
foreign banks and investment funds that included, among others,
Federal Home Loan Bank of Chicago (US), Fidelity (US), Societe
Generale (France), and Bayerische Landesbank (a German bank
owned by the state of Bavaria). All of these entities were seeking
higher returns than Fannie but were not willing to risk too much. As
it turned out later, however, they all did, including Fannie, because
when the markets turned, no tranche escaped the run on the market.
Of the investors in the lower ranked, mezzanine tranches, the

French entity Parvest ABS Euribor acquired the largest stake for a
total of$20 million. Launched only in 2005 by the French bank BNP
Paribas, Parvestwas supposed to conquer the market for securitized
assets and produce above-average returns. That, of course, meant
that it had to invest in risky assets. In 2005, when the real estate mar-
ket was still booming, this may have looked like a good bet. Unfortu-
nately, Parvest entered the market at its very peak; in August 2007,
BNP Pari bas froze assets in Par vest and two other funds, effectively
barring investors from redeeming their assets and converting them
into cash." This marked one of the first warning shots for the crisis
to come, just over a year before Lehman went down.
Finally, Citigroup Global Markets (CGGM), which served as an

underwriter for the NC2 deal, acquired the junior tranche at the
very bottom of the claims against the pool to be sold subsequently in
private placement. The tranche just above was given to the sponsor
of the NC2 trust, the Citi affiliate CMRC, as "partial consideration
for the sale of the mortgage loans.?" It is interesting to note that the
trust's sponsor acquired the tranches that bore close to the highest
risk. It flies in the face of a business model that has been characterized
as a "pass-through model," which means that the originators or buyers
ofmortgages do not hold risky mortgages on their own balance sheet
but repackage them and sell them off as securitized assets to other
investors. This practice also came as a surprise to regulators and
market observers, who found to their astonishment that when the
crisis broke out, many banks were sitting on a lot of high-risk assets
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that were now toxic. There are many reasons for this, but two stand
out: to close a deal, all tranches had to be sold off, and it may have
been easier and cheaper to warehouse the riskiest assets for a while
than to locate a buyer for them. Moreover, high risk promises high
yield and some banks that sponsored securitization vehicles may
have been sufficiently enthralled by the prospects of high returns
to take on that risk. This still left securities just one step above the
junior tranches in NC2, and they went to a peculiar type of investor,
the Kleros clones, which we will encounter below.

NC2 is a fairly complex debt instrument. It is the product of asset
holders' imagination and their lawyers' coding skills. Yet, the legal
modules for coding these assets should be familiar by now. They
rely on property rights to land and collateral law (mortgages) that
can be used to secure land for a personal loan. They use trusts and
corporate law to protect the loans backed by mortgages, i.e., their
assets, behind a legal shield and thereby separate them from other
operations of the trust's sponsor. Finally, they use contract law to
subdivide and rank the claims against the pool, creating tranches
that can be tailored to the needs of different investors and thereby
ensure that all or at least most of them will find buyers. By combining
these legal modules in new ways, new debt assets were minted in the
trillions of dollars. Once the private sector had discovered securitiza-
tion, it securitized any claim imaginable, from residential mortgages
to receivables for products and services from cars to credit cards
and student loans; the original policy goal of lowering the costs of
credit for homeowners gave way to minting as much private money
(or debt) as investors demanded. In this pursuit they were greatly
aided by the rating agencies.

As we have seen, NC2's tranches ran the gamut from "AAA!' all
the way down to lower B ratings." Rating agencies used the same
nomenclature they had used for decades to rate government or cor-
porate bonds to rate MBS and their derivatives," This created the ap-
pearance to investors that the credit risk they were assuming was in-
deed comparable with these familiar assets, but in fact disguised the
most important difference between these different assets. Whereas
for government and most corporate bonds, historical data exist for
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many years, even decades, similar long-term data did not and could
not exist for asset-backed securities (ABS) or collateralized debt
obligations (CD Os), which had only recently seen the light of day.
Any comparison was therefore misleading.
Yet, rating agencies have largely escaped liability for the use of

misleading labels, fortheir willingness to work closely with the spon-
soring entity to ensure that the right mix of safe versus risky assets
would emerge once they were done with their ratings, or for their
failure to downgrade their ratings when markets began to turn. The
reason for this can be found once more in law: rating agencies have
successfully defended themselves in the United States with the argu-
ment that they are in the business of offering opinions, and that their
utterances should therefore enjoy the protection offree speech under
the US Constitution's First Amendment. 21 The fact that they received
remunerations for their "opinions" from banks and other clients that
by far exceeded the returns made by other opinion providers, such as
ordinary news outlets, did not prevent courts from granting them this
constitutional protection. Post-crisis, some US courts have moved
away from this position and have labeled ratings that do not reach the
public at large as "commercial speak," a shift that should increase the
vulnerability of these agencies to liability in the future.

Minting Convertible Assets

As previously noted, NC2 is a complex and complicated product,
which made use of the basic legal modules of the code, but in their
adulterated forms. Had it been coded in earlier centuries, even de-
cades, it may have been struck down by the courts, because the as-
sets inside NC2 would not have been eligible for trusts, or because
the structure was too obvious a maneuver around mandatory bank-
ruptcy rules." Moreover, without additional tax privileges that were
created specifically to ensure that the trusts that harbored tranched
assets remained tax-exempt, it may never have been economically
viable. In other words, NC21ike other residential mortgage-backed
securities (RMBS) is the quintessential legal steroid: it is made in law
and lives off extra-legal boosts that are not available to other assets.
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To see more clearly how much legal coding has been added to
debt instruments over time in the quest for turning claims to fu-
ture pay into tradable assets that can be turned into state money
on demand, it is useful to begin in the twelfth century, when debt
obligations first became transferable. A note is a written statement
that "lowe you" (IOU) the amount stipulated. It is a simple debt
contract between two parties. Anybody can issue an IOU, but not
all will find takers, and even those who do at first, may lose them
down the road." In the twelfth century, promissory notes made a
regular appearance in Genoa, a major trading hub and port on the
eastern coast of Italy. The buyer of goods would write a promise
to pay the seller or "your messenger." These additional two words
added to a simple note allowed the parties to get around the legal
prohibition against transferring their contractual obligations to
someone else.

Today, such a prohibition may strike many as strange. Global
debt markets have reached trillions of dollars, which are moved in
fractions of seconds by the stroke of a key. But even now, not all
contractual obligations can be freely passed on to others. A contract
is a relation between two persons who may have spent considerable
time selecting with whom they wished to contract. Creditors' claims
are fully transferable as a default in most legal systems today, even
without explicit consent by the debtor; but the reverse is not true.
A homeowner, for example, can't just transfer her mortgage to the
buyer of her house; this buyer will need to find his own lender.

Bills of exchange are notes on legal steroids. They are trans-
ferred from merchant to merchant, each accepting it as a means
of payment and then using them to pay their own bills. By signing
them, they assume the full liability of the amount stated on the bill.
Whoever acquires a bill of exchange can approach anyone who had
signed or endorsed it previously and demand payment of the full
amount stated on the bill. The holder of the bill does not have to
seek enforcement from the original debtor first; and neither does he
have to listen to the defense that the contract for which the bill had
been accepted and signed was never carried out. The persons from
whom payment is demanded may not even counter that the bill
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was stolen." By signing the bill, the endorser accepts a liability that
is independent of the contractual relation for which he accepted it.
The famous English judge, Lord Mansfield, explained the differ-

ence between a note and a bill in 1794 as follows:

While a promissory note continues in its original shape of a prom-
ise from one man to pay another, it bears no similitude to a bill
of exchange. When it is indorsed, the resemblance begins: for,
then it is an order, by the indorser, upon the maker of the note, (his
debtor, by the note) to pay the indorsee. This is the very definition
of a bill of exchange."

This special quality, in legal jargon "negotiability," makes bills
fungible and akin to state money. True, anyone of the previous en-
dorsers might default, but the likelihood that the creditor will be
able to convert the bill into cash is much higher when he can en-
force against multiple endorsees than ifhe had to rely on the origi-
nal debtor alone. And by eliminating the requirement to turn to
the original debtor first, the transaction costs for enforcing bills of
exchange were greatly reduced.
Bills were widely used to transfer funds, outstanding balances, or

advances, and to extend credit among buyers and sellers, producers,
and merchants without having to carry piles of gold or silver coins
from one place to another. They further evolved into a full-blown
payment system for long-distance trade across Europe. Local mer-
chants operated through agents in distant trading centers, sending
them orders to pay others for charges they had incurred. Bills were
passed from hand to hand and endorsed along the way in ever longer
chains of payment commitments. They formed the basis of the first
domestic and international payment systems long before banks and
central banks took charge.
By the late seventeenth century, it had become common practice

to draw bills for goods that would be sold (or produced) only at
some future date. This form of "acceptance finance" soon became
one of the most popular applications of the bill. It transformed the
bill from a means of payment to a debt instrument, illustrating the
semblance between (private) money and debt." Merchant banks
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played a pivotal role in accepting bills against cash, thereby facili-
tating the conversion of credit claims into cash on demand. They
assumed the risk of collecting the outstanding debt and protected
themselves by buying bills not at face value, but at a discount. In
finance jargon, they assumed the role of dealers, providing liquidity
to others and assuming the liquidity risk.

Bills were also a convenient vehicle for getting around anti-usury
rules, which prohibited or at least capped interest rates. Sellers who
accepted a bill in lieu of payment typically required an amount
exceeding the price of the good, and merchant banks discounted
them as well. This may look like an interest rate, but it withstood
usury policing, because itwas deemed a risk premium rather than a
charge for the time value of money. Charging money for time, which
was of God's making according to church doctrine, was prohibited
as immoral." Not every regulatory arbitrage around usury rules,
however, passed muster in the courts, both canon and secular, that
policed them. Transactions that flipped bills between two parties
without exchanging goods, merely to make profits of exchange rate
differentials, for example, were condemned as "dry exchanges" and
struck down?' These and similar restrictions have since fallen by the
wayside and turned carry trades from outlawed transactions into
hugely lucrative deals."

The emergence and widespread use of bills of exchange are often
cited as evidence of the law merchant-a set of purely private prac-
tices that sustained long-distance trade without relying on the state,
its laws, or its coercive powers. The scale and scope of the law mer-
chant, however, seems to have been exaggerated and romanticized
by writers in the nineteenth century who used it to argue that com-
merce is best left to its own devices and the state should refrain from
regulating finance." There is little doubt that the origins of bills lie
in private practice. Merchant bankers made money by accepting
and discounting notes and bills; they set the standards for what they
would accept and how much they would discount such claims. Still,
absent the legal support structure that city governments and courts
extended to them, this payment system most likely would have faced
early extinction. The bill's endorsers could have simply refused to
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pay, hoping that a local court would treat the bill as an ordinary
note that had to be enforced against the original debtor. In fact, the
proliferation of bills throughout Europe went hand in hand with
statutory protections of bills in the major trading towns, marking the
expansion of trade and trade finance.'! City councils in these towns
were packed with merchants who, not surprisingly, supported legal
protection for this instrument on which their business depended.
The early statutes were eventually incorporated into domestic law
and ultimately found their way into an international convention,
adopted in 1930 under the auspices of the League of Nations." By
that time, however, a new payment system was on the rise and the
bill started its slow decline as the first debt instrument with trans-
national reach; other private assets soon took its place, among them
asset-backed securities and their derivatives."

From Bills to Securitized Assets

Notes and bills were designed to facilitate trade and commerce. They
could also be flipped into assets that were used purely for financial
speculation, as the example of the "dry exchange" given above sug-
gests. When banks made their first appearance, they did not offer de-
posits, but rather notes, to willing takers, using the proceeds to make
their own investment, even as they promised noteholders prompt
payment in species (i.e., gold or silver) upon demand. Once states
created monopolies for issuing notes, private banks that were now
prohibited from issuing notes found a solution in creating deposit
accounts for their customers. Although functionally the equivalent
of issuing a note that promises redemption in species on demand,
deposit accounts passed legal muster and have since become the
standard for raising funds from the broader public-another example
of effective regulatory arbitrage."

Competition in finance will always push some to find new ways
of making money. State money is boring, as every banker would
tell you; it can be used as a means of exchange and to store value,
but it does not create much of a return. While every textbook about
banking describes financial intermediation as the process by which
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household savings will be channeled to productive investments,
more gains have always been made by minting debt. This private
money, however, carries a risk that state money does not, and that
is liquidity risk. Only state money comes potentially in unlimited
quantities; private money is limited by the willingness of other pri-
vate actors to accept it and that depends on its prospects to generate
future returns. By dressing private debt in the modules of the legal
code of capital, it is possible to mask the liquidity risk for a while,
but not forever. Whenever investors realize that, contrary to their
expectations, they may not be able to convert their debt assets into
cash, they head for the exit; and if many do so simultaneously, this
will precipitate a financial crisis.

Bills of exchange were more liquid than notes, because their
legal coding precludes anyone who endorsed it from exercising the
rights against a creditor that would be available to the holder of a
simple note. Limiting the rights of debtors and forcing them to pay
cash upon demand is one way to enhance, though not guarantee,
an asset's liquidity. Individual debtors may, of course, default, but
if enough debtors are lined up, this risk can be mitigated to some
extent. For some assets, however, more had to be done to turn them
into readily tradable assets. Land is a case in point; it is the most
stable and least liquid asset imaginable. It stays put; most legal sys-
tems require that changes in land ownership are registered, typically
in local land registries, and any collateral or similar right to the land
must be registered as well. And yet, it has long been tempting to try
to monetize the value of land, turning rights to land into tradable
financial assets. We are already familiar with the legal technique to
accomplish this feat, namely securitization. The securitization of
mortgages transforms a claim for repayment of a loan that is backed
by the value of the house into a claim against future cash flows made
by the debtor in fulfillment of her obligations under the loan, and
this claim can be traded and thus converted into cash as long as there
are willing buyers.

The claim to fame as the inventor of securitizing land does not be-
long to Ginnie Mae, which kicked off the securitization of mortgages
in the United States in the early 1970s; rather, it belongs, of all places,
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to Prussia under Frederick the Great-not exactly a hotbed for finan-
cial innovation and entrepreneurship. In the late eighteenth century,
the country emerged victoriously from the Seven Years' War it had
fought against all the major European powers, including France, Aus-
tria, Saxony, Sweden, and Russia in 1763.But victory came at a huge
cost. The warring troops had turned arable land into battlegrounds
and, as a result, the members of the East Prussian aristocracy, the
bedrock of the Prussian monarchy, found themselves not only deep
in debt, but unable to serve their creditors. Many were forced into
selling parts of their assets at fire sale prices, which, if brought to its
logical conclusion, threatened to bring down the landed aristocracy-
and possibly the Prussian monarchy along with it.

In this precarious situation, a Berlin merchant by the name of
Biiring devised a plan to monetize the value of the nobility's land."
His calculation was simple: Prussia had two core assets-cash (state
money) and land, but the value ofland was about ten times that of
cash. If it was possible to monetize the value of land, the country's
problems could easily be solved and the future of the monarchy
secured. He managed to persuade a skeptical Frederick the Great,
who later acknowledged that the scheme had saved four hundred of
Silesia's "best families" from ruin."

The basic idea behind it was similar to securitizing mortgages
today: Assets are pooled and placed into a legal vessel that can issue
tradable interests, the value of which is backed by the assets in the
pool. In Prussia, a "credit association" (called a Landschaft, or land
association) was formed, which the indebted landlords joined as
members; indeed, membership was made compulsory. They as-
sumed joint liability for the payment of principal and interest for the
debt instruments the association issued. Each member could apply
to receive debt instruments amounting to between one-third and
one-half of the estimated value of the member's estate and use these
certificates to payoff its "annoying creditors.?" The king backed the
scheme with a guarantee to the tune of200,000 Thalers.

The credit cooperative became a huge success and sparked an en-
tire movement of cooperative banking in Germany. Within a year, the
certificates were trading at a premium in a liquid market, and similar



94 CHAPTER 4

associations were soon established by cities and local governments
throughout Germany. Some helped bonded laborers to payoff the
money they owed their former lords when they were set free; others
operated as mortgage banks that helped fund the construction boom
in commercial centers. An article published in the Quarterly Journal
of Economics in 1894 urged American policymakers to take a closer
look at this scheme, but this had to wait another few decades."

In 1968, an amendment to the US Federal Housing Act em-
powered the GSEs to securitize loans backed by mortgages they
bought from private banks. The policy rationale was that securitiza-
tion would diversify risk and thereby reduce the costs of credit for
homeowners. For low-income families, the GSEs also guaranteed
the performance of the securitized assets for a fee. However, when
private players took over the market for residential mortgage backed
securities (RBMS), the GSEs also assumed the role of buyers of
tranches in securitization structures private parties had created,
typically the more senior tranches.

By buying tranches in NC2 and similar entities, the GSEs helped
fuel private-label securitization. As government-sponsored entities,
they could raise debt on international lending markets at a lower
rate than the private intermediaries, because investors assumed that
the US government would stand behind these entities. They also
added their stamp of approval, because they bought only assets that
complied with their standards (which, however, were considerably
relaxed over time) and this furthered their marketability. Somewhat
ironically, post-crisis, the securitization business has fallen back into
the lap of the GSEs. Fannie Mae and Freddie Mac were put into gov-
ernment conservatorship, the legal equivalent of life support, in the
summer of2008, where they snll linger." In the first two months of
2018, ten years after the onset of the crisis and with the GSEs still in
government conservatorship, they accounted for almost 97 percent
of all issuances of mortgage-backed securities."

The Prussian and American securitization schemes varied along
several dimensions. In the case of Prussia, the SPY was organized
as a cooperative that counted the debtors as members, not a brain-
less creature owned by no one, like NC2. Moreover, the certificates
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the Prussian co-op issued were used to payoff existing creditors
rather than attract new investors. But the basic idea of pooling risk
to reduce the costs of credit is the same. There is also something
else these two securitization schemes share: backstopping by the
state. As mentioned, the Prussian monarch backed the scheme with
200,000 Reichsthalers, even if only reluctantly. In the United States,
the securitization of mortgages was backed by government-owned
or government-sponsored entities and some carried an explicit
government guarantee. Moreover, private-label securitizers in the
United States were handed tax-exempt status for the vehicles they
had set up, a subsidy called REMIC, or "real estate mortgage invest-
ment conduits.?"

The scale of securitizing land in Prussia of the late eighteenth
century, of course, pales in comparison to the securitization busi-
ness in the United States prior to the crash of2008. Indeed, the fact
that the securitization of mortgages took off, notwithstanding legal
obstacles that stood in the way, is remarkable. In truth, it took not
only legal ingenuity but also shrewdness on the part of the financial
industry to overcome these legal obstacles, foremost among them
the good old law of realty.

In the United States, land law is governed by states, not the fed-
eration, and land registries are local, not national. Land law was
designed to leave little doubt about who owns a given piece ofland
at any moment in time, or who might hold a quasi-property right,
such as a mortgage, against it. These rules were not made for a mass
market in tradable MBS. The private sector used stopgap measures
to get around these obstacles, but some intermediaries found them-
selves trapped in the legal entanglement of the law of realty-most
of them, however, only after the crisis had hit."

On July 5,2007, U.S. Bank, the trustee of a securitization vehicle,
foreclosed against the home of Mr. Antonio Ibanez. Mr. Ibanez, a
veteran who had served in the US military, had bought the home
in late 2005, taken out a loan, and given a mortgage to his lender,
Rose Mortgage. Rose Mortgage then pooled the loan and mortgage
together with others and sold them off, leaving a blank for the ac-
quirer's name in the relevant documents. The documents eventually
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passed to Option One Mortgage Corporation (Option One), which
was recorded as mortgagor of Mr. Ibanez's home in the land registry.
Even before its title was officially recorded, however, Option One
assigned the same pool "in blank" to yet another intermediary.

According to papers later filed in court, "Option One assigned the
Ibanez mortgage to Lehman Brothers Bank, FSB, which assigned
it to Lehman Brothers Holdings Inc., which then assigned it to the
Structured Asset Securities Corporation, which then assigned the
mortgage, pooled with approximately 1,220 other mortgage loans, to
U.S. Bank, as trustee for the Structured Asset Securities Corporation
Mortgage Pass-Through Certificates, Series 2006-Z.,,43

Not a single one of these entities' names could be found in the
documents that U.S. Bank presented to the court to prove its own
rights and obtain clean title over the property. When Mr. Ibanez
defaulted, U.S. Bank foreclosed the property under Massachusetts
law: it took out a notice of foreclosure sale in the Boston Globe and
seized it." Subsequently, U.S. Bank brought action in the local court
to receive title documents free of any claims by the previous owner
or third parties." What might have looked like an afterthought-
the paperwork needed to document title-became a major legal
headache when a judge refused to sanction the above practices and
refused to grant clean title.

A clean title is critical for demonstrating to the rest of the world
that the land has been cleansed from competing legal claims. Only
then can a future buyer be assured that she will acquire full title, that
is, a priority claim that is enforceable against the world. However,
in the Ibanez case, the judge refused to provide the requested legal
cleansing post foreclosure, and the Supreme Court of Massachusetts
upheld his decision in 2011.The court's reasoning was fairly straight-
forward. Existing law makes possible the assignment of title in land,
including mortgages, but requires the specification of the assignee.
A blank assignment is insufficient, indeed is void under applicable
law. Moreover, an assignment must list the specific mortgage to be
assigned; pooling mortgages is fine but claiming that a mortgage is
within the pool without listing it specifically is not enough, given the
power to foreclose against a homeowner the mortgage bestows on its
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holder. The only legally valid assignment in this case therefore was
the first one-from Rose to Option One." According to the court,
Option One now held the mortgage in trust for other investors; con-
sequently, it alone had the right to foreclose. In contrast, U.S. Bank
did not hold a valid priority right in Mr. Ibanez's property; it should
never have foreclosed and was now barred from receiving clean title.

The case pitched the finance industry and its hunger for safe as-
sets against (some) courts as the guardians oflegal rules and oflegal
certainty. The finance industry accused the courts of being overly
formalistic and of failing to understand that modern markets for
debt finance require different rules. The courts in turn pointed to
age-old principles of the law and put the burden of complying with
them on the financial industry. Perhaps the parties in this deal were
particularly sloppy, although it became quite well-known after the
fact that the back offices of financial intermediaries were often un-
able to keep up with the deals that were made in the front offices."

In effect, the conflict boils down to the fundamental question:
Who should guard the credibility oflegal priority rights? As much
as the financial industry needs "clear property rights" to sustain a
market in MBS, this can hardly mean that it gets to set the rules for
who might claim a collateral or title to the land. There may be few
reasons to shed tears for Mr. Ibanez, who, after all, defaulted on his
mortgage, but clearly, homeowners must be protected from just any
intermediary foreclosing on their home and in the absence of clear
documentation, possibly more than one.

Had the ruling in the Ibanez case come down in 2004 rather than
in 2011, it likely would have made a major dent in the MBS mar-
ket. Luckily for the finance industry, it happened only post-crisis.
There had been the odd foreclosure action earlier, but few judges
or debtors challenged the practices of the industry. Courts allowed
banks who lacked proper documents to plead that they had lost the
note, even when they had never obtained one that properly recorded
their name to begin with.

To address some of the legal concerns, the finance industry de-
vised its own solution: it created a dummy company to pose as the
mortgage holder from beginning to end, even as the loans themselves
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switched hands." This way, there was no need to maintain a proper
paper chain or to re-register every new mortgage holder. The name
of the dummy was Mortgage Electronic Registration Systems, or
MERS, a corporate entity, wholly owned by a parent company that
had been established by the key players in the securitization market.
MERS had no employees and delegated the task to register mort-
gages in its name to the banks that originated the mortgage." It
served simply as a legal shell that outsourced its operation to the
finance industry. Some doubts remained as to whether a true legal
agency relation had, in fact, been created with each acquirer of the
loan along the chain. In the quest to pave the way for mass-mortgage
markets, the industry sidestepped this question and instead set in
motion a massive scheme that was questioned only after the num-
ber oflawsuits shot up in the midst of the crisis." If, as some have
claimed, the sell side of the financial industry had bet that foreclosed
homeowners would not dare to bark and that courts would not chal-
lenge the all-powerful industry, allowing financial intermediaries
to sell their products before the law caught up with them, this bet
clearly paid off.51

The Kleros Clones

Turning illiquid assets, like land, into liquid assets is not just a mat-
ter of supply and demand; it is a matter of the right legal coding.
Assets must be transferable to begin with, something the early
notes accomplished; and they must be transferable without too
many legal obstacles. And once all of this had been accomplished,
these assets had to be made convertible into cash, preferably on de-
mand. Yet, not all assets find willing takers, and complex products
tend to be more difficult to place even if rating agencies can help
dumb down the informational content that investors need to di-
gest. Some tranches in securitization structures, such as NC2, were
especially difficult to place. Not the super-safe tranches on the top,
which found buyers easily, and not even the tranches at the bot-
tom, which were frequently warehoused by the sponsor or sold to
risk-loving, yield-hunting investors. The real problem was the lower
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mezzanine tranches. They were too risky for most investors and not
risky enough for some. However, in order to keep the securitization
machine humming, all tranches in every securitization structure had
to be sold. The finance industry came up with another ingenious
solution: it cloned the missing buyers, another vehicle that would
buy tranches in securitization vehicles, which had been shunned by
most investors, and repackaged them to make them more attractive.
This marked the birth of collateral debt obligations, or CDOs.
The now largely defunct CDOs were financial assets that were is-

sued by yet another SPY, which was created for the sole purpose of
buying lower ranked tranches from NC2 and its likes." This new ve-
hicle funded the purchases of these tranches by issuing fixed-income
interests to investors who were seeking high returns and who were
willing to believe that by repackaging mezzanine tranches in MBS
structures, some tranches could be designated as safe enough to
obtain a AAA or AA rating. Of course, this left lower rated tranches,
but if they could not be placed either, the scheme of cloning the
missing buyers could be repeated by setting up yet another trust or
corporate entity that would repackage the leftover CDOs, tranche
them again, and sell tranches off to investors; and so forth. This daisy
chain of trusts, corporate entities, and the assets they issued gave us
not only CDOs, but also their "squared" and "cubed" versions. To
see how this works, let's take a look at the Kleros clones.
Kleros Real Estate CDO III Ltd. was established in 2006 as a

limited liability company in the Cayman Islands (hereinafter
"Kleros-C"), a well-known tax haven. Moreover, the country's laws
shield companies registered there from judgments disgruntled inves-
tors might obtain in other jurisdictions; it simply does not recog-
nize or enforce judgments obtained abroad. The only shareholder
Kleros-C had was Kleros Real Estate CDO III Common Holdings,
LLC (or "Kleros-D"), a limited liability company that was incorpo-
rated in Delaware (United States). The Delaware clone's sole purpose
in life was to operate as a Kleros-C shareholder and to appear as
the co-issuer of the assets it would issue. Most of the time, financial
assets are issued by a single entity; but cloning Kleros served the
purpose of enabling certain US investors that had a regulatory cap on
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investing in foreign assets, such as insurance companies, to placate
their regulators by being able to name a US-based co-issuer.

Kleros- D was capitalized with only $1,000 and had no other assets
except the shares in Kleros-C. It invested the sum total of $2,500 to
buy these shares, giving Kleros-C the opening to issue $1 billion in
CDOs that promised fixed returns to its investors, to be paid from the
securitized assets Kleros-C was yet to buy. Rating agencies assessed
the possibility that all of the claims against homeowners that had been
lumped together in the mezzanine tranches of the structures that had
securitized them would default simultaneously as sufficiently low to
give the most senior tranches of the CD Os in Kleros-C a AAA rating.
The whole structure looked like a stroke of genius, made possible by
yet another promiscuous use of the corporate form combined with
probability calculus based on some bold assumptions. The assets in-
side Kleros-C had been shunned by investors when they were first
offered in the disguise of mezzanine tranches in NC2; but in combina-
tion with similar tranches from other securitization structures, they
looked much more appealing. After all, not all mezzanine tranches
would necessarily default, and as long as enough cash flow was com-
ing in to keep most investors happy most of the time, there was little
to worry about, or so it seemed.

With the credit risk associated with the homeowners at the end
of this chain of legal entities and structured assets seemingly di-
versified away, CD Os mushroomed. $700 billion worth of CDOs
were issued between 2003 and 2007, the height of the market, often
underwritten by reputable intermediaries." Taken together, Merrill
Lynch, Goldman Sachs, and Citigroup's securities arms "accounted
for more than 30 percent of CDOs structured from 2004 to 2007";
and Deutsche Bank and UBS, which underwrote the Kleros deal,
belonged to the top group of global banks in this market segment."

Still, the investors who did buy CD Os in their basic, squared,
or cubed forms, soon found themselves in a bind. When real estate
markets declined, homeowners defaulted, and investor demand
dried up, CDOs became toxic. Nobody wanted to hold them any
longer, because nobody could be sure what was inside them-
the extensive disclosures in the prospectuses that marketed them
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to potential investors notwithstanding; and they certainly had to
scrap the idea that they could be easily converted into cash on de-
mand. Investors who did not exit fast enough had to watch their
fortunes tumble. Worse, securitization deals no longer had a reliable
acquirer of tranches nobody else wanted; with the fall from grace of
the CD Os, the securitization market came to a grinding halt. This
in turn precipitated the fall of the financial intermediaries that had
created this market, the Bear Stearns and Lehman Brothers of this
world along with their peers.

The financial system, which had been based on assumptions
about future returns that were dressed up by the modules of the
code of capital, fell apart like a house of cards. It is possible to dress
up any claims by placing them into trusts or corporate entities and
garnish them with alphabet soup labels, such as SPVs, MBS, CDOs
and their squared, cubed, or even synthetic variants. However, at the
other end of the deal, there are still the same little old houses, which
their owners can barely afford and that may not hold their value once
the funding machine that helps fuel prices in real estate dries up.

The Alchemy of Private Money

The dream to create something from nothing is as old as mankind.
Alchemists have long searched for recipes to make their own gold;
and governments have time and again diluted the gold contents of
the coins produced in their mints by mixing it with lesser metals
to enhance their spending power. ssWhen governments abandoned
the gold standard, many could not resist the temptation to print
as much money as they needed for ambitious war efforts or social
welfare reforms-not infrequently imposing huge inflation "taxes"
on their citizens, and in worst-case scenarios triggering episodes of
hyperinflation that destroyed private savings and fueled social and
political instability. Germany in the 1920s is the textbook case, but
hyperinflation, conventionally defined as monthly inflation of so
percent or more, has not been eradicated. Consider, for example,
Venezuela, where inflation was projected to reach 1million percent
in 2018.56
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Governments typically hold out the promise of future growth to
back the money they (or their central banks) issue or the debt they
use instead to fill their state coffers. States at least have the power to
impose obligations on their citizens to make good on these prom-
ises; even if this means that they have to impose draconian austerity
measures on them." Private parties do not possess such powers;
they have to make good with what they have or with what others are
willing to give them voluntarily. Nonetheless, private intermediar-
ies have not been able to resist the temptation of minting money
as if there was no tomorrow. They imagine fantastic returns in the
future, but in fact will have to obtain new loans to cover old debts,
and when this no longer works, as is increasingly likely once default
rates increase and lenders become wary, they will have to beg for a
lifeline from the state.

In nineteenth-century France, the Pereire brothers created a new
type of financial intermediary, the Credit Mobilier. They hoped to
realize their dream of "banking without money."" More than a cen-
tury later, Robert Merton, co-recipient of the 1997Nobel Memorial
Prize in Economic Science for his contribution to Option Pricing
Theory, lived out a similar dream about "returns without invest-
ments," by co-founding the hedge fund Long- Term Capital Manage-
ment (LTCM).59 It is not without irony that the Pereire brothers,
who were followers of the socialist spiritual movement known as
Saint-Simonianism, and a contemporary economist who is deeply
versed in the art of mathematic modeling financial assets, sought to
realize the same dream. Sadly, for them and for the rest of us, not
many dreams come true.
The Pereire brothers' claim to fame is their invention of banking

based on continuous refinancing of outstanding debt." The Credit
Mobilier was established in 1852 after intense lobbying to obtain the
necessary banking license." The bank was organized as a joint stock
company. It raised 60 million French francs backed by personal guar-
antees of the founders, only 50 percent of which was actually paid
up. Credit Mobilier then took in 120 million francs in deposits (i.e.,
debt) and also issued debt instruments to the tune of 600 million
francs. For the most part, these corporate bonds were short-term
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interest-bearing fixed obligations-the kind of assets that investors
in RMBS preferred as well. The bank used the money it had received
from its creditors to invest in railroad, canal, road, and mining com-
panies as well as banks in France and across Europe, from Spain to
Russia. The shares Credit Mobilier owned in these companies were
used as collateral to back the bonds CM issued in its own name-a
structure that anticipated Lehman's game of debt.

In effect, the Pereirc brothers levered a bank to fund investments
in infrastructure companies throughout Europe. The company paid
high dividends to boost the value of Credit Mobilier's share price,
thereby keeping existing shareholders happy and attracting new
ones; but to sustain the scheme over time, it was not enough to at-
tract new shareholders or bondholders and take their contributions
to payout dividends or fixed returns to old shareholders and old
bondholders. This resembles a Ponzi scheme, named after an Italo-
American of the early twentieth century who attracted investors
by promising them extraordinary returns, when in fact he simply
used the money that new investors paid in to payout dividends to
the previous ones." This works as long as enough investors show up
every day; indeed, it can work for decades even under the eyes of
powerful financial market regulators, such as the SEC, as Bernard
Madoff's secretive Ponzi scheme, which blew up only after the 2008
crisis, has demonstrated:' Still, at some point some investments
must produce some real returns for the company to survive-a tall
order in the case of Credit Mobilier, given that most investments
were made in infrastructure projects that, by nature, are long-term
investments.

Eventually, investors in Credit Mobilier grew weary and once
too many did, others followed. When the price of the bank's shares
began to tumble, the whole scheme went into reverse and a stam-
pede ensued. New creditors stopped coming, old creditors de-
manded pay, and when that was not forthcoming, they sought to
recover against their collateral. Unfortunately for them, the assets
that backed their investments-the shares in the companies Credit
Mobilier had acquired-failed to deliver actual returns in time. In-
deed, many were underperforming and as their value declined, so
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did the creditors' hope of ever recovering their losses, even when
they went to court.

Few observers had looked through the structure of Credit Mo-
bilier and seen it for what it was at a time when Credit Mobilier was
still thriving, with one notable exception. In 1856, ten years before
the bank collapsed under its debt burden, Karl Marx wrote a scathing
review in the New York Tribune. "The holders of these debentures,"
he observed with reference to Credit Mobilier's creditors, "accord-
ingly, share in all the risks of the shareholders, without participat-
ing in their profits."" The same point could have been made about
Lehman Brothers and its peers. As Marx saw it, Credit Mobilier's
financial structure meant that it was bound to fail, making a govern-
ment bailout all but inevitable, but he warned that the success of
such an intervention could not be taken for granted. "Will he [Louis
Bonaparte] prove more solvent than the Credit Mobilier? That is
the question.""

It turned out that Louis Bonaparte was more solvent than the
bank and he, or rather the French central bank, the Banque de
France, did rescue Credit Mobilier in the end. Many other govern-
ments, however, have gone broke attempting to bail out private fi-
nancial intermediaries that had overplayed their hands and pushed
the financial system to the brink. Examples in the context of the
2008 global crisis alone include at least the governments ofIceland,
Ireland, as well as Spain."

The business model ofLTCM may have been more sophisticated
than that of Credit Mobilier, but the basic intuition behind the busi-
ness strategy was similar: lever up on bets that the future will evolve
as predicted, and if it all fails, hope for a liquidity boost from the
government. LTCM was established in 1994 to put into action the
Option Pricing Theory that would earn Merton and his collaborators
the Nobel Memorial Prize in Economic Sciences in 1997-just a year
before their fund experienced a near-death event. The theory holds
the promise that with the right hedging strategies, risk can be elimi-
nated by dividing it in all its subcomponents and placing them with a
diversified group of investors. 67As long as markets operate continu-
ously (which real markets, unfortunately, rarely do), investors can
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always re-hedge their position in response to a changing environ-
ment, accepting certain risks while shifting some to others, and in
this way cover their backs against future downturns.

LTCM was established by the theorists to turn the option price
theory into private gain for themselves. The hedge fund levered its
assets to invest in sovereign debt, basing its exposure to emerging
and developed markets on the prediction that the price gap between
these different instruments would converge over time. LTCM went
"long" on the sovereign debt of many emerging markets and "short"
on US treasuries. At first, everything went according to plan; in its
first three years of operation, LTCM returned between 19percent
and 42 percent to its investors; and by late 1997 it had generated $7
billion in equity. After the peak came the fall; by early 1998, inves-
tors had taken out $2.7 billion and, in the fall of 1998, LTCM faced
imminent collapse.

Something had happened that was not supposed to: The East
Asian Financial Crisis erupted in the summer of1997 and cast a spell
over emerging market debt; and in August 1998, Russia defaulted on
its sovereign debt." In response, the price for debt of all emerging
markets tumbled almost simultaneously as if orchestrated and the
yields between US treasuries and emerging market debt widened
rather than narrowed, as the model had predicted. In theory, LTCM
should have been protected even against this calamity, because it
had invested in emerging markets all over the world, assuming that
they would not all move in the same direction, and yet, they did.

Far from designing a perfect hedge, LTCM had made just a single
bet: that the yields of sovereign debt issued by emerging markets
and advanced economies would converge over time, and that each
country's debt was distinct." That bet was upended by a highly
contagious sovereign debt crisis. The question now was whether
Mr. Greenspan, then chairman of the US Federal Reserve, or rather
the Fed itself, would be solvent, to paraphrase Karl Marx. Itwas,
but Greenspan favored a private bailout and put enough pressure
on the LTCM's creditors, major US-based regulated banks, to
swap their debt, the loans and bonds they had extended, for eq-
uity, or shares, thereby replacing the fund's Nobel Prize-winning
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owners." In doing so, they created a bigger equity cushion, which
allowed the fund to raise new debt finance and continue operation.

The banks were reluctant at first to convert their claims into
equity, but they did turn a profit eventually. This outcome has been
much touted as proof that LTCM had been right all along. In truth,
time is money, and when trading in short-term debt, timing is every-
thing as option traders should readily appreciate; running out of
time means losing a bet, and the stringent rules of a competitive mar-
ket economy will push you to the exit. This happens to delinquent
homeowners or pensioners who cannot pay their medical bills; there
is no reason that it should not also happen to a hedge fund run by
Nobel Prize awardees."

The lure ofmoney, and the temptation to create more ofit, can fuel
growth and wealth, but if pushed too far, it can have corrosive effects
on the economy. Bouts of hyperinflation in some, and entrenched
inflation in other countries, have convinced many states to place the
supply of state money, and monetary policy more broadly, firmly in
the hands of independent central banks." The excessive supply of
private money, the booms and busts of credit cycles that accompany
business models like Credit Mobilier, LTCM, or Lehman and their
cohorts, can be just as devastating as lax controls over the public
money supply. On this front, however, reform efforts have been timid
at best. Only the devastation of an uncushioned, full-blown crisis,
like the Great Depression in the 1930s, has been met with rigorous
and long-lasting regulatory reforms. Reforms after the 2008 crisis
in the United States, the United Kingdom, and the European Union
have tackled the safery of banks, but they have put few if any brakes
on the basic drive to mint private money." Surely, new debt instru-
ments will take a new form next time around, as they always have
to get around the new regulatory constraints that were put in place
against their now outlawed predecessors. And as soon as memories
of the past crisis have faded, advocates of free markets will raise their
heads again and demand the dismantling of regulatory structures that
stand in the way of the private sectors' unconstrained debt minting.

Yet, as the story ofNC2 and its Sibling that has been recounted in
this chapter illustrates, when it comes to debt markets, the mantra
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of free markets is flatly wrong. The question is not even about regu-
lation or de-regulation. NC2 and the Kleros clones and their many
predecessors are all coded in law and exist only in claims that are
carefully crafted in private, not public law, but private law too rests
ultimately on state power; without the modules of the code of capi-
tal, these instruments would not even exist.

At heart, all these assets are simple rOUs-promises to pay a cer-
tain amount at some future date. Such promises can be based on per-
sonal relations, or they can be framed as binding legal commitments.
Cloaking them in the modules of the code of capital turns them into
financial assets that are attractive for investors. Property and collar-
erallaw establish priority rights; trust and corporate law partition
assets and shield them from too many creditors; and bankruptcy law
can be designed to give some debt minters a head start over others,
even if they never contracted or paid a premium for it. Debt, the
private money that has fueled capitalism since its inception, is coded
in law and ultimately relies on the state to back it up. States should
realize this and keep the inflation of private money under control,
because the more they bend to the will of private debt minters in
boom times, the more they will be on the hook when it turns out that
the economy cannot sustain the debt burden they created.




