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the real major league teams. Fantasy baseball is a synthetic deriv­
atIve that operates "on top" of real baseball. It has financial

because you're willing to bet on your fantasy baseball team, and
everybody In your league is willing to bet on their own detivative
teams and against yours.

, Miraculously, synthetic COOs are not limited by the supply
mortgages or bonds that are assembled within pools. One
of actual subprime mortgages can prop up many sets of ser'",,_ I
nes. FItst, you can set up a COO that you tranche and sell
Investors where you actually are selling real slices of those
gages. Then ou can set up multiple synthetic COOs hased
credIt default swa s Insurance n t e tr'lItC~ I dSoid.l ' , ., '-..,./' u a rea y
~ , IS .Increases num er of securities that can be sold

based on the same set of mortgages. It also amplifies the fat fe~
for th~ creators and btokers." And, it" m,ultiplies the risk to the,./
financIal system.Jfsornethit:tg goes Wtopg·inJhe underlying pool

'''U""t'lQ.!S,de , syntheticC~m~ hn v rmranee~cras

All of these synthetic COOs are playing "on top" of those!
mortgage POOls, just like in fantasy baseball. In real baseball
all we have are the th'rty t ' h A ' ,

I earns In t e metIcan and National
Leagues. But there ate tens of thousands of synthetic fantasy
baseball leagues that play using the statistics of the real major
leagues, (Some estimate that right now there are fifteen million
of us playing fantasy baseball,) So .roo in fantasy finance. Th '
no limit....tn t'h.o. ....... ~ • ere s
;Vb
no

---~t nU1l)her,?tiynt~~7·GOOs..J:!:gt_ca~n theory,

~
e created. , , assuming the are ' ,

,.J , ,,...~ pay
lums I:- ~ eClitoaefa -sw ' th h

are wil' to bu ilie-1'-Ct(~ £.0 h ose, w 0
" . oun t ose pr s.

, And It doesn t sto there. Credit-default_swap insurance also
IS a tool that can make high-risk equity tranches much more
deSIrable. TOXic tranche buyers might Want to hedge some of the
tlsk they are taking on. Having too much of it on your balance
sheet mIght make the credit rating agencies look askance, G9'dit
e:fault swaps allow you to remove the risk entirely (which is......----....

100

CHAPTER SEVEN

i what the Royal Bank of Canada might h~'1.~5!ojt:tg,l"i!hthe )
!, wiscor;;in sc 001 lstricts). ring t e housing boom, financial
l ~'ilStItutiD'ns (prim'";;rily investment banks and insurance compa- ,
j'nies) wrote swaps with the owners of equity tranches. For a
~.• period of let's say five years, the investment bank would insure
fthe eqUity-tranche owner so that she would not lose her prin-
",. cipal-in return for quarterly payments, just like an insurance

policy. The equity tranche owner would continue to collect the
high interest payments you'd expect from a risky investment, but
in effect would share some of that risk and interest with the swap
counterparty, which insured the principal.

In a very real way, cred~ault swaps enabled anyone to hedge )
eir bets for any security at any time, in any pace tn arId.

nyon cou dunloa~ 'sk .QI so it seeIl1!'d.
It~~y-as long as everyone could pay their bets I

if th~~.J.€§iictartroulire:-Y6Ucan see
WllVUre,,;;,;;panaa;"ired the guile and genius of the derivative
designers.

We now have the tools to explain how $300 billion of subprime I
and "Alt-A" loan losses could do so much damage. During the I
housing boom, synthetic COOs greatly expanded the number of
tranches that were sold all over the world. ,And credit ddault
~ps increased t~~~te"tranclies-by InSut-

•in~'the-subjJrlllle aos@ts were~aag~(
~Jti.Rk..§Ylltheti<;",Coos. This more}\:t~ tnpled the,
·$lOQQjl.llgn..~and ft;lj:~~~toa trillion j

dollars of los on CO s ;n;" risk ho 'ng debt. If we
--inclu e t e full range of COOs backed by corporate, consumer,

and housing debt, the estimated losses climb to about $1.6 tril­

lion. Of that, our banks have suffered about $500 billion in losses
on the COO-type assets that they held On to. Combined with }
losses on more standard loans to corporations and consumers,
the U,S, banking system has piled up about $1.7 to $1.8 trillion/
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