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The Fl eecing of the Anerican Taxpayers

Si x nmonths ago, we prognosticated the crisis facing the United
States’ banking system In Septenber, the world was shocked by the
apparently sudden dem se of Lehman Brothers, several regiona
financial institutions, and AIG The current generation of Americans
has yet to see the U S. banking systemin such dark tinmes. Never
bef ore have Americans had to worry if their noney was safe in the
bank. Generations that did not experience the G eat Depression
becanme conpl acent that their savings would be safe in their bank, a
bel i ef supported by the FDIC that insures up to $100, 000 in savings
per individual. But over the sumer, a nunber of factors working in
concert drove the financial systemto the brink. This phenonenon was
boiling and festering for the better part of a year and only now has
erupted and sent a system c shock throughout the econony and, indeed,
the world. Conmbine this with an inpotent Federal Reserve, a self-
serving Treasury Secretary, greedy and opportuni stic banks, a
pani cked Congress, and a weary public, and we are faced wi th what
many believe is the nost significant financial crisis since the G eat
Depr essi on.

The current crisis facing the financial systemstens fromthe
deflating of the bubble in real estate markets that has |eft banks
holding billions (if not trillions) of dollars in non-performng
nortgages. Not only are many of these nortgages non-perform ng but
many of these sane nortgages have outstandi ng bal ances that are now
nore than the current market val ues of the properties that secure the
notes. The banks are |ike consuners who are “upsi de down” on the
financing of their autonobiles. This certainly is not a position in
whi ch the banks want to find thensel ves.

Technically, many of these banks are now i nsolvent. Bank assets
are conprised of the |oans that have been made. The funds on deposit
by depositors are used to nmake these | oans but are actually the
liabilities of the bank; after all, the bank owes these funds to the
depositors. Non-perform ng | oans decrease the assets of the bank
with no inpact on liabilities but, rather, a correspondi ng reduction
in equity. So, consider this sinple exanple. Suppose the bank has
$100 million in assets of which $75 mllion are | oans (nortgages).

On the liability side, the bank has $80 million in deposits and $20
mllion in capitalization (equity) or reserves. Further, suppose
that the bank realizes that $25 nmillion in the | oan portfolio is non-
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performng. |In essence, the bank now only has $75 mllion in market
val ued assets ($100 mllion less $25 mllion of non-performng
| oans=$75 mllion). However, the bank still has deposits of $80

mllion but the equity has been erased and is now -$5 mllion. The
banks liabilities are nore than its assets, thus the bank is
technically insolvent.

This is, of course, the financial markets’ worst fear. That
fear has virtually cone to pass in the | ast several weeks as severa
banks went under and ot hers begged the Federal Reserve and the
Treasury for help. This situation and the attending fear could have
the capacity to pronpt a traditional “run on the banks,” a scenario
that would likely spiral out of control. It would seemthat the U S.
banki ng system has been hangi ng on the precipice of sparking a run on
t he banks, a situation that could pronpt a conplete financial system
nmel tdown here in Anerica and abroad. However, in light of rapidly
deteriorating conditions in credit markets and the banking industry,
the Treasury Secretary, Hank Paul son, stepped up to the plate with
bold “bailout” initiatives ained at stabilizing the financial narkets
and ensuring a properly functioning and |iquid financial system

The initiatives started with the bailouts of Fannie Mae and
Freddie Mac. Despite President Bush's efforts to nore strictly
regul ate these inplicit governnent sponsored entities in 2001 (an
initiative eclipsed by the terrorist attacks on Anerica on Septenber
11, 2001), Fannie and Freddi e grew bl oated during the real estate
bubbl e, backing loans that would ultimately not be repaid by the
borrowers. In the face of certain bankruptcy, the government took
over both Fannie and Freddie, in the process taking a nmassive anount
of equity in the conpanies in exchange for financial assistance.

Next, Lehman Brothers, one of the ol dest investnent banks in the
wor | d, col | apsed under massive debts (in excess of $600 billion).
The governnent ultimately turned down Lehman's pleas for help and the
assets of the firmwere absorbed by Barclays. That was a w se
decision on the part of the Treasury, but given that Treasury
Secretary Paul son was the fornmer head of Gol dman Sachs (a Lehman
rival), it is not all that surprising. The failure of Lehman just
means | ess conpetition for Secretary Paul son’s buddi es at Gol dman.

Then canme the near collapse of AIG the insurance congl onerate
that teetered on the verge of bankruptcy while managenent spent
nearly $500, 000 on a corporate retreat to reward executives and top
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performers at the conpany. That seens an awful | ot |ike Nero playing
the violin while Rone burned. But nonethel ess, the Treasury cane to
the rescue with an $85 billion rescue “loan” to AIG in exchange for
anot her massive equity position in the conpany. The plan, of course,
cont ai ned sone carrots to nmake the package appealing to the public—a
favourable 11%interest rate and the possibility that the governnent
could actually make nmoney fromselling the shares at a hi gher val ue
in the future once the conpany had turned itself around and
stabilized.

The Treasury justified this bailout as necessary to ensure
properly functioning financial markets, given AIGs ties to Wl
Street, banks, insurance markets, and corporate Anerica as well as
overseas markets. The Feds clained that everyday Anmericans woul d be
negatively inpacted by the collapse of AIG but what no one asked was
who really benefited froma bailout of the insurance giant? Wo
actually received the nmassive anount of fees paid to advisors on the
transaction? Could it have been sone of the Wall Street good old
boys?

But what woul d have happened had the Treasury not bail ed out
AlG? In all likelihood, the assets of the insurer would have been
repriced to the market val ue and acquired by other investors. Had
Al G actually col l apsed, there is no doubt that sonmeone woul d have
taken over the assets of the conpany-soneone |ike Warren Buffet, for
exanpl e, whose Berkshire Hat haway group could easily have absorbed
Al G s insurance operations. But no, it was nuch easier for the
Treasury to provide a bailout in the formof a | oan that we suspect
will never be repaid. The taxpayers will just have to eat this one.

But not to be one-upped by Treasury, the Federal Reserve had to
get involved in the rescue with its own policy action in the form of
a fifty basis point cut to 124 a nove that nmakes real rates
effective 0% Let us not forget that the Fed s actions—tow rates for
too |l ong—are what started the ness by creating a noral hazard for
banks to | oan nobney whil st the noney was cheap, with little regard
for fundanmental valuations for real estate. So nuch for the Federa
Reserve oversi ght of banks over the |ast several years...

Wth the fifty basis point cut in the federal funds rate on
Cctober 8, 2008 to 1¥#4 the Fed has done nothing but attenpt to bai
out the equity markets with a protective “Bernanke put.” After all,
the rate cuts now will not help those already in foreclosure or those
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who cannot afford their homes anynore—hones for which they overpaid
and the val ues of which have dropped consi derably—and that wll
ultimately go into foreclosure. Further, the rate cut has done
little to help consuners or businesses obtain credit in the tight
markets of late. Quite sinply, banks have clamed up and are just not
letting go of the purse strings. The rate cut was nothing nore than
a maneuver to restore confidence in the financial markets in hopes of
preventing further falls in the major indices and preventing nassive
| osses in retirenent accounts of Americans invested in the stock

mar ket .

Al'l of these events led up to the $700 billion bailout of the
banks proposed by Treasury and the Federal Reserve. The plan
i nvol ved the governnent purchasing toxic nortgages from banks to
bol ster the capital of the banks and in an effort to hel p honeowners
in foreclosure or about to go into foreclosure. This proposal is a
di sgrace and a massive fleecing of the American taxpayers. Banks
made the | oans when tines were good. They exhi bited poor judgnent in
maki ng many of these |loans. Buyers of CDO (collateralized debt
obligations) and CMO (coll ateralized nortgage obligations) assuned
sonme of the risks when banks packaged and sold off parts of their
| oan portfolios that they could reasonabl e pawn off on others. This
was | i ke a vast Ponzi schene where the investors and taxpayers |eft
hol ding the bag are out billions.

There are those who woul d argue that the notivation behind this
bail out was to prevent a run on the banks when a nmjor financial
institution collapses. The Federal Reserve is the |ender of |ast
resort and provides energency liquidity to the banks in the financi al
system |If the banks were concerned about liquidity, they could
sinply have borrowed fromthe Fed s di scount wi ndow at the overni ght
rate. This was designed to ensure adequate liquidity in the banking
system particularly in the event of a crisis or a perceived crisis.
Wi | st many banks have borrowed fromthe Fed, the bailout is a way to
recapitalize without any interest costs or adverse financi al
consequences to the bank.

This is further evidence that the banks just wanted to pawn off
their bad i nvestnent decision on others, nanely the taxpayers via the
US. Treasury, with little or no apparent consequences for the poor
deci sion makers who created this nmess. This is abjectly wong and
will only pronmote further noral hazard in the future. The honeowners
who nade bad i nvestnent decisions and the banks that enabled this
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shoul d not be rewarded for poor investnent decisions. Rather, the
banks and the honeowners should work together to find a sol ution,

ot her than foreclosure, to the problem [Irresponsible honebuyers and
t he banks are being bailed out at the expense of the taxpayers and
the mllions of Anericans who diligently pay their nortgages.

Further, this $700 billion bailout creates a noral hazard and sets
the stage for banks to nake irresponsible |oans again. Al the
whil e, the bankers are still living the high Iife and | aughing al

the way to the bank

The banks shoul d have been forced to work the probl em out on
their omm. Prior to the bailout, many banks had al ready started
taki ng massive wite-offs for bad nortgages. This, initself, is
financi al hocus pocus—+the witedowns damage profits now but sone of
the loans witten off will still be collected. Wen they are
collected in part or in full, the banks’ profits will be higher than
anti ci pat ed.

Rat her than sell off their |loans to the governnent, banks should
have been forced to renegoti ate the outstandi ng non-perform ng | oans
by increasing the anortization period, reducing interest rates, etc.,
so that the | oans are once again performng. The noney wll
ultimately be recovered when the honmeowner sells the property. |If
the property is sold for | ess than the val ue of the nortgage because
the property is appraised at |ess than the value of the nortgage, the
bank should just have to eat this and wite it off as a | oss.

Rat her than cutting the federal funds rate, the Fed shoul d begin
the process of raising the reserve requirenents of banks. Had this
policy tool been used in the past (the last time the Fed used this
was to cut the reserve requirenment), bank capital ratios would be
hi gher now-negating the need to shore up bal ance sheets with
additional capital fromforeign investors such as the Saudis. Banks
woul d al so have been nore judicious in their |ending habits,
particularly in a period of |ow rates, which may have prevented nany
of the toxic nortgages from ever having been offered.

I n absence of this bailout, financial assets woul d have been
repriced in the markets to a fair market value and woul d have been
acquired by other investors or strategic buyers. The role of
government and the Fed is not to attenpt to artificially prop up
asset prices, like the stock market. The cut in the federal funds
rate in Cctober, which was part of internationally coordinated
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nmonetary policy action, was further evidence of the Bernanke put, a
notion that the Fed will prop up the market with protective interest
rate cuts. The actions by Treasury and the Fed create a significant
nmoral hazard that the governnent will bail out any big business that
can reasonably make the argunment that its failure will have a ngjor

i npact on the econony. WII| the taxpayers be on the hook for a
bai |l out of General Mdtors or Ford? The bailout has been politically
noti vated and ai ned at assuagi ng a nervous public whose pensions have
deteriorated drastically as markets fell worldw de. The Congress,
the Treasury, and the Fed rushed to judgnment in hopes of w nning
votes for their parties in the upcom ng general election at the
expense of the taxpayers. At the end of the day, the nost inportant
factor fromthese events is the followi ng: the bailout package is a
financially irresponsi ble nove that indebts future generations with
significant financial burdens when there is no guarantee that the
nmoni es spent on the bailout will ever be repaid to the governnent.
We the taxpayers have been fl eeced.
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