It Takes a Pillage

Nomi Prins

Ch. 1 Where’d the Bailout Money go, Exactly?

  Quotes Paulson as stating that he would “prevent creeping regulatory expansion from driving jobs and capital overseas.” i.e. No one should want regulation.

  Prins argues that this allowed deregulated banks to leverage their assets in risky financial securities that imperiled the system by creating the stock market and housing bubble.

 Paulson was given high praise by Democrats and Republicans alike. Prins goes on about Paulson – emphasizing the cult of charisma and power. Notice this is not Wolff’s approach.

 Yes, he benefited by his own policies (the 2003 dividend tax cut netted him a savings of $2 million per year in Goldman stock) but are we to blame Paulson for this decision and its outcome?

“By leaving Goldman …Paulson saved himself about $100 million in immediate tax payments..” 19

 Prins describes the average worker – maxed out on credit cards and still feeling pinched. 

Paulson voices sheer confidence in the economy in Jan. 07, some caution in Aug. 07 (in which he concludes by stating how strong the underlying economy is) – then the economy tanked a year later.

Sept. 2008 Lehman Brothers bankruptcy the biggest in history is negotiated by the biggest banks with Paulson.

Bank of America swallows Merrill Lynch at the point of a gun. No one will be held accountable. Six months later when BOA learned of Merrill Lynch’s exposure to very high risk derivatives Paulson forced Lewis not to invoke a clause allowing BOA to opt out of the acquisition. Paulson assured Lewis, the taxpayers would help. (MAC = material adverse change)

 Notice that even though Ben Bernanke (Fed Chair) was in on it and the Congress was really pissed, he still got confirmed last month (Jan 2010). 

 $55 billion transferred to either BOA or Merrill-Lynch in a few months time to prop them up. This was not to open up credit lines to homebuyers or small business owners. 

 Note: Merrill Lynch lost $27 billion in 2008 alone while paying out $3.6 billion in executive bonuses to 700 people, i.e. more than $3.85 million apiece. This is still being investigated.

 Why did Paulson save AIG but not Lehman Brothers? Maybe because Goldman-Sachs had $20 billion in AIG derivatives. In one hour they decided in September 2008 to give $85 billion to AIG. By June 2009 that would rise to $182 billion. 

 So the Fed and the Treasury met in secret to bailout a series of banks and insurance companies that the Fed chair and his buddies had deep interests in. Were they too big to fail or too mobbed up to fail? 

Paulson blamed the housing crisis (poor judgment by homebuyers) and the media bought it. Paulson never mentioned the leverage those troubled assets had embedded in them, i.e. how much more they were sold for (and hence how much more roi they were obligated for) relative to the value of the underlying assets. 

The public funds never made it to the consumer credit market – it simply went to the banks and bank-related institutions that did with it what they wished – no strings (regulations, are you kidding me?!). 

TARP was a request to Congress for $700 billion to buy the troubled assets off the books of the banks.

“…let me make clear---this proposal is about benefiting the American people, because today’s fragile financial system puts their economic well-being at risk.” 

Congress balked. 

Prins argues that the Congress should have put money in the hands those who would provide credit to citizens – mortgages, auto loans, student loans. It didn’t happen. 

Naomi Klien: The greatest transfer of public wealth into private hands in monetary history.

Congress caves: chris Dodd, chair of Senate Finance got $132,000 in campaign donations from the banking & mortgage sectors. 

Bush 10.3.09 signs legislation:

“…we have acted boldly to prevent wall street crisis from “becoming a crisis in communities..”

But instead of buying up the “troubled assets” (your Aunt Marie’s mortgage) they bought equity in the banks giving them capital injections which could be used for any purpose!!!!!

Then the policy Paulson put into effect (paying accelerated interest on reserves banks held with the Fed) gave them no incentive to lend them to the public, i.e. they were encouraged to hoard the funds that had been injected into their institutions. Banks kept $44 billion in reserves in summer 2008 by December they were holding $821 billion in reserves and by may 2009 almost $1 trillion.

 New loans never materialized. The economy was not moving. Banks were assured that taking TARP funds would not require them to do anything differently. 

JP Morgan Chase: “I would not assume that we are done on the acquisition side just because of the Wahington Mutual and Bear Stearns Mergers.” 33.

“Thanks taxpayers”

Paulson even paid more for the bank’s shares than they were worth. 

     $254 b paid for stocks worth only $176 billion!!

Paulson: “This is an investment, not an expenditure, and there is no reason to expect this program will cost taxpayers anything.” 35

Paulson expressed no sympathy for homeowners:

“There is little public policymakers can, or should, do to compensate for untenable financial decisions.”   This is chutzpah!!

Geithner expressed no sympathy for homeowners:

 Jan. 2009 confirmation: “First, we must … get credit flowing again. Second … get our economy on track and to repair the financial system – we must {create] a stronger economic future. …and third… unwind the extraordinary interventions taken to stabilize the financial system.” No mention of homeowners.

But just because the Federal government had an increasing ownership stake in the financial sector was a cause of its loss of value – who knew what assets were on their books – no demands for transparent foreclosure, no purchase of the assets by the Fed and no incentive for banks to lend the cash they were hoarding. 

Geithner’s new plan ( Give private companies the money ($1 trillion) to buy up the failed assets and then if they are ever revived the private investors will get the profits, not the taxpayers.

Ch. 2 This was never about the little guy 42

 The second Great Bank Depression has been wrongly described as poor people buying McMansions they couldn’t afford. 

 Prins that it was the leveraged money on top of the sub-prime mortgages that were the culprits. $1.4 trillion in mortgages provided collateral for about $140 trillion in securities. She argues that the size of the collateral relative to the value of securities it supports is a measure of the degree of risk associated with the potential for default.

 Citigroup didn’t suffer any risks when it received $388 b. of subsidies to make it whole again. 

Terms:

ABS: Asset Backed Securities, e.g. some securities may be worth nine or 10 times the collateral that back them. 

The banks who issue these securities received origination fees of $300 billion – adding to the market value required to yield a profit from their sale.

Because the system isn’t transparent, there is no way of knowing the true leverage – no proper regulatory oversight.

Additionally, financial institutions purchased these ABSs with borrowed money and then put them off books in SIVs (structured investment vehicles) – this was not charged against their capital and hence not reportable – what is it off-shore?

Remember: Banks would not have become insolvent even if all the mortgages in the country had defaulted – but for the securitization that was piled on top. How is this not a ponzi scheme?

Why did the ABSs fail? Because no one wanted to buy them. If demand collapses, market value falls and the asset holders look to the assets for recovery. 

MBS (mortgage backed securities) were fairly simple when they were born by Fannie Mae and Freddie Mac – the risk was relatively easy to calculate, i.e., so hedges were easy to arrange.

 ARM loans were new in the 1990s (in any sizable amount). No behavior history, but initially made to prime borrowers, i.e. low risk. 

The housing bubble caused these mortgages to shoot up as housing prices rose by 32% between 2002 to 2005. The securities of firms with MBS increased by 300 to 400 percent. Everyone wanted in on these deals. 

 When the housing bubble burst mortgage banks started collapsing. As a result of fraudulent lending, the FBI had 38 investigations related to the financial crisis at the beginning of 2009.

 But they only had 240 agents compared to 1,000 investigators in the 1980s – thank you deregulation!

 All this could have been prevented:

  HomeOwnership and Equity Protection Act 1994 – Richard Shelby “why can’t the lenders police themselves?” But it passed.

  HOEPA omitted legislation that would have tightened requirements on credit-worthiness and built in incentives to charge low initial interest rates and then to prop up profits by pushing more mortgage money out the door.

 A follow-up legislation (PLCPA 2000) would have cut origination fees which would have caused originators and subsequent asset backed securities holders to be more concerned about “ability to repay.” Republicans defeated it and in its place passed:

CFMA (commodity Futures Modernization Act) allowing companies to trade energy and other commodity futures on unregulated exchanges. Note: Chris Clancy leaves in 2000.

 Phil Gramm “Some people look at subprime lending and see evil – I see the American dream in action.

Bush’s ownership society.

“Loans that lenders pushed on homeowners were the perfect fodder for Wall Street, which eagerly packaged the loans and profited. House prices, in turn, skyrocketed.” 52

If homeowners defaulted on houses with rising values, the lenders bet they could recoup their losses and then some or convince the homeowners to borrow on their equity (to continue making payments).

Who is at fault?

The risk was hidden until home prices started to fall (bubble bursts) and defaults started to rise.

 So, what does Bush do? He signs a bill (2005 Bankruptcy Abuse and Consumer Protection Act sponsored by Charles Grassley) which prevented homeowners from negotiating down the principal on mortgages!

What else contributed to this disaster?

  Moody’s and Standard and Poors continued to rate these ABSs at triple A. Meanwhile secondary mortgage market actors continued to lower their credit requirements for borrowers. Since investment banks are Moody’s biggest customers, they were “bought and paid for”. 

Freddie Mac and Fannie Mae piled up even more ABSs.

Then along came CDOs (Collaterized Debt Obligations) that included subprime loans and credit derivatives – a twice removed asset from the income-earning one). Making the value of the asset more obscure along with the risk. 

2008 the CDO market hit rock bottom. Proceeds fell 88 percent. These assets were held in pension funds, municipal asset portfolios, banks and insurance companies. 

“The rating agencies broke the bond of trust, and federal regulators ignored warning signs and did nothing to protect the public. 60

On top of that, banks began to buy CDSs – when they started to go south, fin. Institutions looked to insurance companies like AIG to buy protection. 

When they did finally and completely collapse, AIG didn’t have the funds to pay the banks that bought the insurance, hence the government bailed out AIG so they could pay the banks they had insured who had risked depositors’ funds. 

Who did conservatives blame? The sub-prime borrowers and the CRA passed in 1977 to prevent redlining! George Will, shame on you.

“Selective Darwinism” “little people who take bad risks deserve the consequence. Companies that take bad risks are a welcome addition to the fallen competitor list. Banks that survive can count on federal bailout money – and even assistance to grow even bigger. 63

