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Widgetized
Filed under: Running Commentary — thefourteenthbanker @ 7:26 PM 

I just want to share a simple concept that underscores the nature of mega-banking today. For years 
the banks have suffered from significant customer attrition, that is, customers that leave. Years ago 
this was a matter of some concern.

However, in the 2000′s, the largest banks achieved dominant distribution and scale advantages 
which, along with the TBTF cost of funds subsidies, made business production relatively easy. 
Now, I am not commenting on the quality of much of that business. I am just saying it could be 
acquired, revenues booked, and bonuses paid.

So while the actual figures would differ at each bank, let’s say you acquire new retail customers 
equal to 30% of your book and lose customers equal to 20% of your book.  That would be a net 
gain customer gain of 10%.

Here’s the kicker. If you could bring that production in, but focus the customer attrition on the least 
profitable customers, you could grow earnings at more than 10%. Voila, lots of book profits to pay 
bonuses on. Once you squeeze the maximum profits out of a client, if there is not much else to be 
had, you just treat the client poorly and if they leave, so what? Retention efforts are focused on the 
highest monetary value clients and the rest are left to mostly self-service through what are called the 
“least cost” channels.  These are internet, offshore 800 numbers, and getting shuffled away from 
overworked branch staff.

The customer has no value as a human being, but is just an economic widget.  So if you feel 
widgetized, it was probably intentional.

Why do I bring this up today? I have some accounts at a bank and would be a reasonably profitable 
customer for them. Occasionally I try to change something to simplify or optimize or to set 
something up for my kids. Every time I do this, once a year or so, my “packaged account” gets 
modified and somehow one of the accounts is left out of my list of free accounts. Then I get hit with 
a fee. It is the systems that do it. I either have to go to great trouble to get a refund, or just live with 
it. So if I, probably in the top 20% of their retail customers as far as balances go, experience this, I 
hate to think what happens to the other 80%. I suppose they have the same problems but can’t get 
the refund at all.
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January 9, 2011

Simon Johnson on Bill Daley     Appointment  
Filed under: Running Commentary — thefourteenthbanker @ 12:55 PM 

Simon wrote a direct and balanced response to the appointment of Bill Daley. Here is the problem 
as he sees it, with a focus on systemic risk:

Today’s most dangerous government sponsored enterprises are the largest six bank 
holding companies: JP Morgan Chase, Bank of America, Citigroup, Wells Fargo, 
Goldman Sachs, and Morgan Stanley.  They are undoubtedly too big to fail – if they 
were on the brink of failure, they would be rescued by the government, in the sense that 
their creditors would be protected 100 percent.  The market knows this and, as a result, 
these large institutions can borrow more cheaply than their smaller competitors.  This 
lets them stay big and – amazingly – get bigger.

In the latest available data (Q3 of 2010), the big 6 had assets worth 64 percent of GDP.  
This is up from before the crisis – assets in the big six at the end of 2006 were only 
about 55 percent of GDP.  And this is up massively from 1995, when these same banks 
(some of which had different names back then) were only 17 percent of GDP.

And what do we get as a society for having a massive “bet” on these banks?

No one can show significant social benefits from the increase in bank size, leverage, 
and overall riskiness over the past 15 years.  The social costs of these banks – and their 
complete capture of the regulatory apparatus – are apparent in the worst recession and 
slowest recovery since the 1930s.

As regards the appointment itself, it raises this question:

This is not a left-right issue – again, look at the list of people who co-signed Professor 
Admati’s recent letter to the Financial Times.  This is a question of technical 
competence.  Do the people running the country – including both the executive branch 
and the legislature – understand economics and finance or not?

If the country’s most distinguished nuclear scientists told you, clearly and very publicly, 
that they now realize a leading reactor design is very dangerous, would you and your 
politicians stop to listen?  Yet our political leadership brush aside concerns about the 
way big banks operate.  Why?

And for the rest of us, here is the issue.

Most smart people in the nonfinancial world understand that the big banks have become 
profoundly damaging to the rest of the private sector.

If I slip into a fantasy for a moment, I can picture a patriot in Bill Daley’s position stepping up to 
the moment and saying that from his stint in the financial sector, he now has a full grasp on the 
dysfunction in the banking system. And that as a matter of national priority, the President intends to 
lead a continued and informed effort to both dismantle the current structure and build a constructive 
structure in its place. End of fantasy.
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January 7, 2011

So Bill Daley, Who’s Your     Daddy?  
Filed under: Running Commentary — thefourteenthbanker @ 7:26 AM 

Yesterday President Obama heralded his newly appointed Chief of Staff, to great fanfare from the 
Republicans, US Chamber of Commerce, Wall Street Journal and others. According to the Wall 
Street Journal,

The selection of Mr. Daley shows that the president is more concerned with reaching 
out to the independent voters and to the Republicans who now control the House and 
have greater numbers in the Senate.

Per CNN,

Daley is the son of legendary Chicago Mayor Richard J. Daley and brother of the city’s 
current mayor, Richard M. Daley. He runs Midwest operations for the investment bank 
JP Morgan Chase, and his appointment is expected to help patch up Obama’s frosty 
relations with the business community after nasty battles over health care reform, taxes 
and government regulations.

So I am open-minded about this. Clearly Obama needs a change in program and needs someone 
who can reach across the aisle. But reaching across the aisle is not the same as capitulating.

Even the Huffington Post reporting is fairly sanguine on this.

Daley, the son and brother of Chicago mayors, has always been the Inside Daley, the 
one who deals quietly with the powers that be in the city and country — the brokers of 
money, commerce, family and tribal politics.

Daley is an ancestral Democrat, which means that he believes in the government’s role 
in helping people survive and live a decent life. He is an Irishman through and through, 
with a fierce faith in friends and loyalty. He is a big-city guy, at home in big-city haunts.

But he is not an ideologue of the left or right. He helped Bill Clinton pass free-trade 
agreements, even though Democratic union bosses hated them. Now a banker, he 
opposed some provisions of the bank-reform bill. He also expressed skepticism about 
the political and substantive wisdom of Obama’s spending a year on health care reform. 
He’s not for government for government’s sake.

The question for Daley is “who’s your daddy?” The revolving door between Wall Street and 
Washington power elites is still revolving. His predecessors have proven to be lap-dogs. As a big 
bank insider, Daley knows. He knows the games being played. He knows the scare tactics used to 
manipulate Washington for what they are, scare tactics designed to keep the status quo. He knows 
the business tactics and the business ethics. He knows the compensation structure and what it 
incents. He knows what management really cares about. He knows why executives shun shareholder 
empowerment. He knows why they offshore so many jobs. He knows why trading operations are 
housed where they are and how trans-national banks play the regulatory arbitrage game globally. 
He knows if the books are cooked. He knows if Primary Dealers get a heads up on Fed market 
actions and why they win in trading virtually every day, whichever way the markets move. He 
knows if they trade against their customers. He knows why they fight transparency. He knows why 
they fear Elizabeth Warren and may attempt to castrate her budget.
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With this knowledge comes a greater responsibility.

Our financial system is past its prime. It is not longer suitable for the evolving society. So will 
Daley stand for the entrenched interests, or muster the courage to help the President usher in a new 
age by rigorous enforcement and funding of Dodd-Frank, such as it is, and by pressing for 
additional measures to close gaps in the legislation? Should a new crisis emerge, will he allow the 
process of creative destruction to take place with adequate systemic safeguards as proposed by Bill 
Black and Randall Wray? Will he permit bondholders to take the haircuts their risks and rewards 
warrant or will he support the big bank subsidy of implicit TBTF status?

Bill Daley, who’s your daddy?
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January 4, 2011

Bank of America     Settlement  
Filed under: Running Commentary — thefourteenthbanker @ 11:02 AM 

So what to make of the Bank of America settlement reported yesterday? At first blush, it appears to 
be another backdoor bailout of this TBTF bank. According to Barry Ritzholtz, the settlement 
amounts to 1 cent on the dollar of potential put back claims.

A premium of $1.28 billion was paid to Freddie Mac to resolve $1 billion in claims 
currently outstanding. But the kicker is that the deal also covers potential future claims 
on $127 billion in loans sold by Countrywide through 2008. That amounts to 1 cent on 
the dollar to Freddie Mac.

The stock market cheered with B of A shares up 6.4% on the day on the belief that this settlement 
helps “size” the remaining settlements the bank will have to make.

According to the Wall Street Journal,

…some investors wonder if Fannie and Freddie actually got the best deal possible, or 
where looking to help reduce the unease around mortgage-repurchase risk that has 
dogged financial institutions and B of A in particular.

Brian Moynihan, CEO of B of A, may have nailed it best in his cryptic statement, “These actions 
resolve substantial legacy issues in the best interest of our shareholders,”
Taking that at face value, B of A won the negotiation in favor of its shareholders and against the 
shareholders of Fannie and Freddie, that is, us.

This particular fraud is just one fraud. One of the better write-ups recently was by Zero Hedge and 
has to do with the representations made by B of A in the sale of MBS to Allstate, which is 
representative of sales of MBS to everybody under the sun. Allstate has filed suit against B of A on 
the basis that the quality of the securities and the mortgages in the securities was appreciably less 
than represented. In other words, there were already embedded losses in the securities and B of A 
knew it and sold it to a trusting buyer.

To sum it up, nothing new to report here.
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December 27, 2010

On     Corruption  
Filed under: Running Commentary — thefourteenthbanker @ 11:57 AM 

Perhaps it is time to explain the tone of my Holiday Greeting, in which I expressed optimism.

Happy Holidays to all. It has been an eventful year. This is the season of hope and, 
despite all the matters that we have criticized over this past year, I am full of hope. 
There are well-meaning people all around us. Those that are not well-meaning, are 
generally uninformed, misinformed, or unskillful in their thinking. All of these things 
can change. We are in an evolutionary process. At times it will seem like we are 
stepping back. Yet we are moving forward.

While I have been enjoying the presence of friends and family and relaxing in the spirit and 
ambiance of the season, the media and blogosphere have continued to do heavy lifting.  We will get 
to that in a minute.  But first, my reason for optimism. Given the religious nature of Christmas 
itself, it is entirely appropriate to look to our spiritual traditions to consider the circumstances of our 
present day. The trend that encourages me has been a theme of all major spiritual traditions, which 
emphasize the ideas of “light” and “truth” as essentially redemptive. They are redemptive in our 
present day lives in two ways. The first is that the realization of truth is essentially healing inwardly 
(spiritual world). The second is that the truth moves us to action and provides impetus to heal 
ourselves and others outwardly (material world). And these two are synergistic. Inward strength 
enables outward action.

(As an aside, I would invite readers to share along these lines from their spiritual traditions or 
personal reflections)

So while I have rested, others have reported. The steady exposure of corruptions in our system, the 
light that shines unwavering on the regimes of corruption, will have its effect. There is developing a 
common understanding that the system we have today is broken and that we must find the means to 
make it constructive.  Here are some of the worthy stories of the last 10 days.

First off, on the theme of corruption, it would be silly to assume that they corruption we see in the 
financial system is anything other than a reflection of the corruption of power more generally. Here 
are two examples. In this first, it is reported that the revolving door between government and 
industry is as active in the realm of the military as in the financial realm. The Boston Globe 
highlights that the normal path for retiring senior military officers, whose pensions are already 
generous, is to go to work in influential and non-transparent ways for defense contractors.

The Globe analyzed the career paths of 750 of the highest ranking generals and admirals 
who retired during the last two decades and found that, for most, moving into what 
many in Washington call the “rent-a-general’’ business is all but irresistible.

From 2004 through 2008, 80 percent of retiring three- and four-star officers went to 
work as consultants or defense executives, according to the Globe analysis.

The article goes on to illustrate how these retiring officers have inside tracks into the Pentagon and 
wield influence without disclosure of their financial conflicts of interests. This does remind me of 
one aspect of the banking business, which is that “don’t ask, don’t tell” is much more than a policy 
regarding gays in the military. It is the practice of people who know that there are ethical issues or 
conflicts of interest and consciously choose to do nothing about them because of mutual benefit.

A second example of corruption generally is in relation to academia and industry.  This is a video 
interview so I can’t quote it here, but the gist is that economists that opine on regulatory matters, 
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have undisclosed financial conflicts of interest with the companies that would be affected by 
regulation.

Another outstanding piece from recent days is this written interview with Bill Black, from Parker 
and Spitzer. It is succinct and readable. The emergence of Black as a very articulate and visible 
critic of the culture of fraud is significant. One feature of our system of media is that for messages 
to get out, they have to be repeated over and over. Many academics do their research, publish a 
paper, perhaps write a book, and then their voice fades. Black is showing an endurance which 
provides hope that he can move the needle of perception. What is different about Black’s approach 
is that he is very clear and specific in his charges. He does not generalize. He is very specific about 
how certain frauds work. This will make general denials less effective.

There was also a meaningful judicial ruling against Wells Fargo. Hat tip Naked Capitalism.

What makes this ruling interesting is that although it set aside a minor part of the jury 
award, a $1.6 million issue, to be subject to a new trial, is that it was punitive as a result 
of the judge’s determination that the fraud was systematic. It is unusual to award the 
payment of the plaintiff’s attorney’s fees, or to order disgorgement of fees paid for 
services (the other component of the additional $15 million plus is interest on the $29.9 
million). The basis for awarding attorneys’ fees? The bank is such a menace to society 
that having counsel root it out is a public service. From the Minneapolis Star Tribune 
(hat tip reader Ted L):

The judge said that the nonprofits’ lawyers, led by Minneapolis litigator 
Mike Ciresi, provided a “public benefit” by bringing the bank’s wrongdoing 
to light. Thus, Monahan said, the bank must pay the plaintiffs’ attorneys fees 
and costs, which Ciresi’s firm estimated at more than $15 million…

Terry Fruth, a Minneapolis attorney who has been watching the case closely 
on behalf of his clients, said Monahan’s post-trial order could help other 
investors prove similar claims against the bank.

“The judge didn’t just find that Wells Fargo acted with disregard to the 
rights and interests of the particular plaintiffs,” Fruth said of Monahan. “He 
said the way it ran the program was with disregard to the rights of the 
customers. … He has made a finding that is going to bind Wells Fargo in 
other cases.”

The judge also seems to understand full well how banking works in America:

…Wells Fargo Chairman and CEO John Stumpf and retired Chairman 
Richard Kovacevich… said they knew nothing about problems in the 
securities-lending program in 2007. Stumpf said he didn’t know the bank 
even had such a program.

Monahan said that he found the executives’ statements “to be almost 
childlike” and that he accepts “that one of the primary functions of 
subordinates in today’s corporate America is to shield their ultimate 
superiors from accumulating embarrassing information….

“Wells Fargo was fully aware of the increased risk it was injecting into the 
securities lending program, that its line managers were not reasonably 
managing that risk, and that its actions and inactions had the potential for 
inflicting enormous harm on plaintiffs.”
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When the program got into trouble, the judge said, “Wells Fargo’s attitude 
and conduct … was primarily to shield itself, and its favored customers, 
from the consequences.”

The judge made very astute observations about how business works these days. Executives create 
the environment in which unethical business practices can flourish, but want to keep a level of 
plausible deniability. That is a pretense.

Finally for today, this article about how the FinReg was effectively diluted. The source is a Barron’s 
article but Yves Smith provides the commentary. Here’s a quote to whet your appetite.

But since there has been a singular lack of appetite to do adequate forensics into what 
caused the crisis, since it might prove to be embarrassing to people still in powerful 
positions, regulators can follow the inertial course of listening to the palaver that the 
financial services industry puts forward to allow it to continue looting.

So back to my original premise, all this bad news is reason for hope, in that it shines light in dark, 
hidden places. This light will shape the common understanding, and the common understanding 
will shape future choices. However, it will be up to us to make those choices. If there is any 
unifying theme to these articles, it is that those in positions of power are not the ones that will 
support change in the system. Rather change in the system can only come through action on the part 
of the vast majority of citizens who do not have a stake in the status quo.
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December 24, 2010

Happy     Holidays!  
Filed under: Running Commentary — thefourteenthbanker @ 8:51 PM 

Happy Holiday’s to all. It has been an eventful year. This is the season of hope and, despite all the 
matters that we have criticized over this past year, I am full of hope. There are well-meaning people 
all around us. Those that are not well-meaning, are generally uninformed, misinformed, or 
unskillful in their thinking. All of these things can change. We are in an evolutionary process. At 
times it will seem like we are stepping back. Yet we are moving forward.
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December 18, 2010

Wikileaks Puts the Lie to Myth of     Liquidity  
Filed under: Running Commentary — thefourteenthbanker @ 6:59 PM 

As I have blogged about the last couple times, the never-ending bailout serves the purpose of 
transferring wealth into the banking system in order to prop it up, prop up the markets, and prop up 
the economic power structure. I think that has been fairly obvious. Today we have a “smoking gun”, 
released with the Wikileaks cables. Hat Tip to Credit Writedowns.
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From the WikiLeaks cables as published in the Guardian today regarding a meeting with 
the US Ambassador to the United Kingdom and the Bank of England Governor Mervyn 
King on 17 Mar 2008:

Systemic Insolvency Is Now The Problem

————————————–

2. (C/NF) King said that liquidity is necessary but not sufficient in the 
current market crisis because the global banking system is undercapitalized 
due to being over leveraged. He said it is hard to look at the big four UK 
banks (Royal Bank of Scotland, Barclays, HSBC, and Lloyds TSB) and not 
think they need more capital. A coordinated effort among central banks and 
finance ministers may be needed to develop a plan to recapitalize the 
banking system.

Unblocking Illiquid Mortgage-Backed Securities

——————————————— -

3. (C/NF) King said it is also imperative to find a way for banks to sell off 
unwanted illiquid securities, including mortgage backed securities, without 
resorting to sales at distressed valuations. He said sales at distressed values 
only serve to lower the floor to which banks must mark down their assets 
(mark to market), thereby forcing unwarranted additional write downs.

What does this prove? That it was widely known in government circles by the time 
Bear Stearns went bust that the global banking system was effectively insolvent – 
and that banks’ unloading garbage assets at inflated prices was seen as critical in 
preventing the whole global economy from collapsing. It’s good to see this confirmed 
in writing.

Read the rest of the Credit Writedowns post. I don’t need to steal their thunder. Suffice to say that 
the Emperor of the Treasury has no clothes.
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Sell Your Soul To The Devil This     Christmas  
Filed under: Running Commentary — thefourteenthbanker @ 9:47 AM 

Krugman and Ritholtz are singing from the same songbook today.  Ritholz points out that the 
subprime debacle was a creation of Wall Street, not caused by Federal Government housing 
policies, per se.

Federal Reserve Board data show that:

-More than 84 percent of the subprime mortgages in 2006 were issued by 
private lending institutions.
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-Private firms made nearly 83 percent of the subprime loans to low- and 
moderate-income borrowers that year.
-Only one of the top 25 subprime lenders in 2006 was directly subject to the 
housing law that’s being lambasted by conservative critics.

Krugman points out the disinformation campaign that is going on in his post on the Wall Street 
Whitewash.

It’s a straightforward story, but a story that the Republican members of the commission 
don’t want told. Literally.

Last week, reports Shahien Nasiripour of The Huffington Post, all four Republicans on 
the commission voted to exclude the following terms from the report: “deregulation,” 
“shadow banking,” “interconnection,” and, yes, “Wall Street.”

When Democratic members refused to go along with this insistence that the story of 
Hamlet be told without the prince, the Republicans went ahead and issued their own 
report, which did, indeed, avoid using any of the banned terms.

And to add a timely note on the incoming legislative power shift, this one says it all.

Last week, Spencer Bachus, the incoming G.O.P. chairman of the House Financial 
Services Committee, told The Birmingham News that “in Washington, the view is that 
the banks are to be regulated, and my view is that Washington and the regulators are 
there to serve the banks.”

Maybe it is time to buy bank stocks for the short ride, if you don’t mind selling your soul.
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December 15, 2010

That Didn’t Take     Long  
Filed under: Running Commentary — thefourteenthbanker @ 5:59 PM 

Two days ago I posted on some comments I heard on C-Span about the Fed taking on interest rate 
Tail Risk. The particulars were that if rates jumped 25-50 bps, the market value of the Fed’s 
holdings would drop by a sufficient amount to wipe out their capital.  Yesterday rates jumped, and 
Zero Hedge posted this.

Today we get a brief glimpse of what will happen to the Fed’s balance sheet when rates 
surge. In the span of one day, the Fed took an $8 billion unrealized loss on its $1.07 
trillion in Bonds, TIPS and Agencies. It also likely experienced a comparable loss on its 
MBS portfolio. It’s a good thing the Fed has $57 billion in capital accounts. Which 
means 4 days like today, and all of the Fed’s equity buffer is wiped out. What happens 
next is up to congress.

Today rates jumped again on the long end of the curve with the 30 year Treasury jumping 8 bps and 
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10 years jumping 5 bps.

The Fed does not mark-to-market, so it is not insolvent.  But, it bought these assets at market value 
at times when it was working to suppress interest rates and therefore prop up bond prices.  With 
rates moving, the assumption of this risk is panning out as planned. It is an unaccounted for gift to 
those from whom the bonds were purchased.
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December 13, 2010

Why Would The AEI Say Today the Federal Reserve Close To     Insolvent?  
Filed under: Running Commentary — thefourteenthbanker @ 3:10 PM 

I was listening today to several American Enterprise Institute fellows on C-Span.  They were 
discussing the recent revelations about the Federal Reserve programs and under what conditions the 
Federal Reserve might be considered insolvent.  Isn’t it remarkable that such a conversation would 
even take place?  The discussion was theoretical in that it is an accounting question. The Federal 
Reserve does not have publicly traded stock to serve as a barometer of its health. It does not have 
debt rated by anybody to help people understand the strength of it’s balance sheet (BS).

We do however know something about its assets and its financial statements are public. The 
speakers basically had two points to make in the segments I listened to.

First, the Fed does not mark its holdings to market.  We do not really know what they are worth 
today or at a future point in time.  Perhaps these holdings are not so far underwater on a market 
value basis to make the Fed insolvent if marked to market today. In any case, the incestuous 
relationship with the rest of USG means that the cross guarantees of Fannie, Freddie, and others 
protects the Fed’s assets to some extent. Of course, those guarantees are dependent on the 
borrowing ability of the US Treasury, which these days requires the monetization of debt by the 
Fed, the largest holder of Treasury debt in the world. So that all sounds pretty good.

The second point is that in taking on this TRILLION plus in MBS, the Fed has taken on a huge tail 
risk in that should interest rates rise, the bonds cannot be sold for as much as they can in today’s, or 
three weeks ago’s bond market. The AEI estimates that a 50 bps rise in interest rates across the yield 
curve would make the Fed insolvent on a mark to market basis.  That may be as little as a 25 bps 
rise today. But so what? The Fed does not have to mark to market.

I guess my point is this. The Fed intentionally took on assets that create mark to market accounting 
solvency risk in a sufficient amount that a little tick up in interest rates makes those bonds worth 
sufficiently less to negate all the capital at the Fed. It took on a massive Fat Tail risk in these asset 
purchases? Why? To transfer wealth to the sellers of this paper, be they US banks, foreign banks, 
foreign governments. It was a transfer of wealth for the purpose of saving the financial system upon 
which the wealthy depend.

“Heckuva job, Bennie!”
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Free Market Upside     Down  
Filed under: Running Commentary — thefourteenthbanker @ 6:25 AM 
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This article by Michael Hudson (h/t Zero Hedge) does a nice job of discussing the hijacking of the 
notions of Free Enterprise or Free Markets. The context is a discussion of the Deficit Reduction 
Commission and the implication that there are commonly held beliefs about what is the nature of 
the free market. The general discussion is worth reading, but the highlight for me, which also relates 
to the just negotiated tax break extensions, is this discussion on financing in times of war.

Smith: Wars should be financed on a pay-as-you-go basis, not by borrowing
If the shade of Adam Smith were to reappear today, he would be equally disturbed by 
the failure of the Bowles-Simpson commission to address the issue of war debts dealt. 
Smith’s argument against waging foreign wars was basically an argument that they were 
not worth the debt burden and the associated taxes to pay interest on it. These payments 
transferred income from taxpayers to creditors – largely foreign creditors, the Dutch in 
Smith’s day, Asians today.

Neither Bowles-Simpson nor President Obama acknowledge the extent to which the 
federal debt – and indeed, most of America’s rise in foreign debt for decades on end – 
has stemmed from overseas military spending. During the Vietnam War years of the 
1960s and ‘70s, the military deficit accounted for the entire rise in U.S. foreign debt, as 
private sector trade and investment was exactly in balance.

Smith wrote that even a land tax could not finance governments or “compensate the 
further accumulation of the public debt in the next war.” His argument was that to free 
the economy from taxes, nations should avoid wars. And the best way to do this was to 
wage them on a pay-as-you-go basis. Borrowing rather than taxing led the population 
not to feel the real cost of war – and thus deterred it from making an economically 
informed choice.

So the Bush-Obama administration has taken a fiscal stance diametrically opposed to 
that of the patron saint of free enterprise. While escalating war in Afghanistan and 
maintaining over 850 military bases around the world, the administration has run up the 
national debt that Smith decried. By shifting the tax burden off property and off rent-
seeking monopolies – above all, off the financial sector – this policy has raised 
America’s cost of living and doing business, thereby undercutting its competitive power 
and running up larger and larger foreign debt.

Robert Reich also has relevant commentary that provides some statistical information that is 
relevant to Hudson’s article.

Here’s the real story. For three decades, an increasing share of the benefits of economic 
growth have gone to the top 1 percent. Thirty years ago, the top got 9 percent of total 
income. Now they take in almost a quarter. Meanwhile, the earnings of the typical 
worker have barely budged.

The policy positions taken by the USG in continuation of the policies of the last couple decades and 
most recently in a bow to the Republican wave, do not represent free market principles. Free market 
principles would not allow a combination of government policies and market abuses to concentrate 
wealth so much at the top of the spectrum that the vibrancy of the economy and the engines of small 
business growth are in permanent peril. A free market would permit creative destruction, promote 
competition, break up oligarchy and give the average citizen a fighting chance.
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December 6, 2010

Bank Capital     Discussion  
Filed under: Running Commentary — thefourteenthbanker @ 12:49 PM 

Simon Johnson has an excellent post on Baseline Scenario regarding the debate about bank capital. 
This debate is often in the background because there is a prevailing assumption that  super high 
leverage is and should be the norm for financial services. Why?

The debate in the last week became higher profile as a result of a piece on Jamie Dimon in the New 
York Times Magazine. Check out that cover. In the piece, Dimon is framed as a competent and 
reasonable man. He sounds reasonable. What he says is reasonable from within the paradigm he 
lives.

An example:

Dimon does not dispute that mortgage lenders and investment banks deserve a lot of the 
blame. But regulatory lapses and excess leverage throughout the system, he says, 
contributed as well. What gets him riled is his sense that Washington is captive to a 
binary, us-against-them environment in which bankers are cast as villains. Perhaps 
naïvely, he was disappointed that political concerns played a large role in shaping the 
legislation. (An example is that Dodd-Frank limited bank investment in hedge funds, 
even though the latter were peripheral to the crisis.) In contrast, Dimon admires the 
approach of the members of the Basel Committee, the international regulators who are 
imposing heightened capital requirements, because they are asking the questions that, in 
theory, bankers ask of themselves: how much capital do banks need to withstand the 
inevitable downturn, and what is an acceptable level of risk?

Basel is a very minor tweak in capital requirements. Simon Johnson’s take?

There is one problem, however. Basel may have asked the right question, but it did not  
come up with the right answers, mainly because it allows banks to remain dangerously 
leveraged, setting equity requirements way too low.

My beef is with the way the argument is conducted. This has become typical in our media bite 
culture. Make a quick assertion, repeat it endlessly, and people buy it. Here is the argument bankers 
are making about capital, in Simon’s words:

Bankers tell us that they must be allowed to maintain high leverage because this is part 
of the business of banking. They assert that economies will suffer if they are made to 
fund more of their investments with equity, there will be credit crunches, terrible things 
will happen. We clearly must examine these statements carefully before agreeing.

To summarize Simon’s point, he is saying that high leverage is a result of a combination of 
government policy that promotes leverage in a variety of ways, such as regulation, the tax code, 
implicit guarantees for TBTF institutions, and private interests that benefit from leverage because of 
the large profits and compensation it can bring to bankers and shareholders. I agree with Simon on 
this. The leverage that exists in the system is natural because of the assumptions that all of us are 
operating under. If you throw out the assumption that high leverage is the norm, is necessary for the 
economy, and that reducing leverage will cause a crisis, than you are no longer bound by the logical 
end point of those assumptions, which is to not rock the boat. You can ask, “why”? And you can 
realize that there are alternatives.

The existing banking system will persuasively argue its book every time. That does not mean 
anyone else has to buy it. If there is to be a banking model that is less leveraged and produces less 
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fragility for the system, society has to choose it.
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Fed Document Dump First Step To End American     Deceptionalism  
Filed under: Running Commentary — thefourteenthbanker @ 10:26 AM 

According to the Wall Street Journal’s very abbreviated reporting on the document dump, the 
Federal Reserve’s loans at the depths of the crisis included the following:

• Goldman Sachs borrowed from the Fed 84 times, to a maximum single amount of $18 
Billion.  This would be in addition to the TARP bailout funds of $10 Billion and a pass 
through of bailout money from AIG of perhaps $12.9 Billion. 

• Morgan Stanley borrowed from the Fed 212 times up to $60 Billion. Morgan’s TARP bailout 
was $10 Billion 

• JP Morgan borrowed $17.7 Billion in addition to its TARP bailout of $25 Billion, and AIG 
pass through of some amount (they are lumped into “other”) 

• Bank of America borrowed 118 times ranging up to $11 Billion in addition to its TARP 
bailout of $15 Billion and Merrill’s $10 Billion, and their combined AIG pass through of 
$12 Billion. 

There is better reporting on Huffington Post with what appears will be a live stream of updates.

• Huffington highlights the extreme favorable terms these loans were made on.  The annual 
interest rate for emergency borrowing was 1/10 of 1%. 

• 18 Primary Dealers on Wall Street pledged $1.3 Trillion in non investment grade paper to 
secure Fed borrowings.  Rates on these loans were 1/2 of 1% per annum. 

• Nine large money market managers tapped the Fed for a total of $2.4 Trillion 

Here is a graphic of the AIG pass throughs.

So these are a few highlights. What is obvious is that yes, the entire system would have collapsed 
without a bailout or a resolution authority and there was no time to set up a resolution authority. 
These firms had to borrow money from the Fed despite the fact that all other firms were borrowing 
from the Fed and were therefore able to make good on their interbank borrowings, counter party 
positions, and collateral postings. Even JPM and Goldman chose to borrow even while their clients 
were being propped up by the Fed. So they were all over leveraged and they were all short cash.

So call it what it is.  Wall Street on the dole. This money was cheap, almost free. For comparison’s 
sake, Warren Buffet invested $5 Billion in Goldman Sachs. This was equity, not debt, and was not 
secured. So it is not exactly comparable. But Warren negotiated a return of 10% per annum and the 
right to buy $5 Billion of stock at $115 per share. The profit on the stock was not locked in and I’m 
not sure what he did with it, but the price of Goldman stock today is $158. So if he flipped it today 
he would flip 43 million shares at a profit of $43 per share.  That is another $1.86 Billion in 
compensation. So it looks to me like that Goldman money would have cost about 25% per annum. 
 This is very rough math but you get the point. Less than 1% per annum paid to the Fed is a direct 
subsidy.

So what does that mean for today? It means these banks, their shareholders, and their bondholders 
owe the American people for their existence. They should act like it.
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Fed Release Coming – Fed Hunter Matt Stoller Is On The     Job  
Filed under: Running Commentary — thefourteenthbanker @ 9:40 AM 

At noon today the New York Federal Reserve Bank will release its bail out data. It is good to know 
that Fed Watchdog Matt Stoller is on the job.  He has this quality piece today on Naked Capitalism 
and will be examining the report and bringing us analysis. Here is a teaser:

This is a tremendous step forward. Of the many castle walls the Fed used to keep the 
rabble out, secrecy and complexity were critical. The Fed couldn’t keep its dealings 
secret, and financial bloggers are constantly explaining, explaining, and explaining. 
Those walls have fallen. A lack of public debate was another. That too has fallen. A 
monopoly of public information dissemination, via personal contacts between bankers 
and outlets like the Washington Post (whose owner in the 1930s was Hoover’s Federal 
Reserve Chairman), has broken down as well through internet communities.

Gradually, a new generation of politicians is gaining the confidence that the people 
themselves through their elected representatives should be making critical decisions 
about economic efficiency and banking. The Fed is adapting to these changes, building 
up its communication staff and doing town hall style meetings. Bernanke is on TV all 
the time, a far cry from the days when the Federal Reserve head simply refused to even 
brief Congress. In some ways, the hardest part of the fight is generating public debate, 
but that has been accomplished. The structure of our monetary system is now up for 
grabs.

As we move forward in this debate, it is important to understand that Sarah Palin is 
coming from a genuinely rooted tradition in American economic debates, from the era 
of the late 19th century, when Wall Street came together to finance railroad mega-
corporations. Her argument is one against the mutability of money; she rejects the idea 
that money is a political object, because that implies that it is collective decision-
making that determines property values and ultimately the social hierarchy. She believes 
in a natural and fixed social hierarchy, which is a very conservative idea deeply held by 
the business class.

Palin is using the lack of legitimacy of the modern Fed, the failed technocratic screw-
ups and the elitist tendencies, to push for the equivalent of societal debtor’s prison. She 
is speaking for creditors, and many of the conservative forces within the Federal 
Reserve agree with her. It is important to understand that reflexively defending the 
Federal Reserve, which is what the Democratic establishment is doing, is a foolish and 
anti-populist attempt to pretend that the Fed is a legitimate decision-making body. It 
isn’t. It is powerful, but not legitimate.

Stoller is on the right track here. The issue is power and its incestuous nature. Perhaps this 
information will begin to separate the populists from the populists. There is a brand on populism in 
ascendency that is naive. It believes that the notion of small, efficient, and non-intrusive 
government is necessarily democratic, and Constitutional. It can be, if it fulfills its functions 
relating to freedom, equality, and justice. This is where the Sarah Palin Tea Party will be tested. For 
if it simply suggests that government disengage and allow the economic masters free rein in a 
rigged marketplace, then it is not really populist at all. It will really stand for economic 
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“exceptionalism” within our population, where some that rise to the top get to stay there by any 
means including by the use of some exempt and secretive arms of government.

On the other hand, as Stoller points out, there is the Ron Paul wing of the Tea Party, which does 
stand for equal economic opportunity.

The Fed is actually one point of contention between the right-wing billionaire Koch 
family and the Ron Paul libertarians; the Koch’s are supportive of Federal Reserve-tied 
scholars, and Paul’s people are not (the Palin tea party had no involvement in the Audit 
the Fed fight, the Ron Paul tea party was the driving force on the right for that 
legislation).

So perhaps between this release on the upcoming Wikileaks release on a major bank, if it happens, 
more light will be shed on the sharing of power and money by the economic elites, who prefer to 
bail out the richest 10% at the expense of the other 90%.  See Ireland for details.
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Eyes On     Ireland  
Filed under: Running Commentary — thefourteenthbanker @ 1:14 AM 

The Ireland EU bailout is getting panned from many sides. This article by Mish shows that he 
agrees with one of his favorite adversaries on this particular issue. The question is how the ordinary 
people of Ireland benefit from bailouts of the banking system. Things are a little more clear over 
there than they are over here. Ireland is a small country, most of its creditors are foreign banks, and 
severe austerity is being imposed by outsiders. Why?

While these considerations are not openly discussed in most media stories, the reason all parties 
want to bail out the banks is the same this time around as it was last time. The perceived risk is 
contagion and systemic meltdown of the financial system. The flame of that perception is stoked by 
the commercial banking industry itself, captured government officials, and central bankers.

Writer Mike Whitney has stern words concerning this bailout.

This is a black day for Ireland. The Irish people will now face a decade or more of 
grinding poverty and depression thanks to their venal leaders. As soon as the ink dries 
on the IMF loans, the second occupation of Ireland will begin, only this time there 
won’t be armored cars and Paramilitaries in fatigues, but nerdy-looking bureaucrats 
trained in the art of spreading misery. In fact, the loans haven’t even been signed yet, 
and already IMF officials are urging the government to cut jobless benefits and the 
minimum wage. They’re literally champing at the bit. They just can’t wait to get their 
hands on the budget and start slashing away.

And don’t believe the hype about European unity or saving Ireland. My ass. This is 
about bailing out the banks. The bondholders get a free ride while workers get kicked to 
the curb. Here’s a clip from the Financial Times that spells it out in black and white:

“According to data compiled by the Bank of International Settlements, the three largest 
creditors to the Irish economy at the end of June…were Germany to the tune of €109bn, 
the UK at €100bn and France at €40bn. These sums amount to 2 per cent of France’s 
gross domestic product, 4.5 per cent of Germany’s GDP, and 7 per cent of British GDP.”
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Ireland is being asked to cut to social services, slash wages, renegotiate contracts, and 
dismantle the welfare state so that undercapitalized banks in France and Germany can 
get their pound of flesh. But, why? They’re the ones who bought the bonds. No one put 
a gun to their head. They knew they could lose money if Irish banks went south. That’s 
the risk they took. “You pays your money, and you takes your chances.” Right? That’s 
how capitalism works.

Not any more, it doesn’t. Not while Cowen’s in charge, at least. The Irish PM has 
decided to bail them out; make all the bondholders “whole again.” But who made 
Cowen God? Who gave Cowen the right to hand over his country to the IMF?

No one. Cowen is a rogue agent kowtowing to international capital. After he finishes his 
work in Ireland, he’ll probably join globalist Tony Blair on the French Riviera for a 
little hobnobbing with the tuxedo crowd.

The Irish people didn’t struggle through centuries of famine and foreign occupation so 
they could be debt-peons in the EU’s corporate Uberstate. Like Sinn Fein president 
Gerry Adams said, “We don’t need anyone coming in to run the place for us. We can run 
it ourselves.” Right. Tell the EU plutocrats to take their Utopian Bankstate and shove it.

I also fail to see how holding bank bondholders harmless while severe austerity is imposed on a 
general population is not disproportionate central decision-making to benefit the few at the expense 
of the many. Risks were taken for profit. The losses should not be socialized. Granted, if the banks 
were suddenly insolvent, the ramifications for the economies would be severe. However, if as Bill 
Black has suggested in his recent writings, resolution authorities stood ready to continue business 
operations and a true free enterprise system had fresh private capital ready to step into the breach, 
the dislocations could be manageable. But we do not have a true free enterprise system here in 
America or in the West in general. We have oligarchy, plutocracy, corporatism, etc. It is vested 
interests that stand in the way of creative destruction. To prepare any economy for financial 
transition where old institutions die a natural death and new ones arise from the ashes requires a 
democratization of both politics and business. I see few leaders prepared to lead that 
democratization. In fact, here in the U.S. the protectors of the banks are still ascendant. This 
protection actually prevents the development of a cure. For surely the cure is not more of the same.

So today it is austerity for Ireland, Greece, Latvia, soon Spain and Portugal. When will it be 
America’s turn?
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Where Do We     Turn?  
Filed under: Running Commentary — thefourteenthbanker @ 10:57 AM 

This apt question, from commenter Sandi, is a timely one. On viewing the movie, Inside Job, Sandi 
finds the entire system corrupt because the supposed educators and advisors to Presidents are on the 
corporate dole. The beauty of an on camera interview is that the real person cannot be so easily 
hidden.

Our half dead populace, drunk on Dancing with the Stars, probably has no desire to turn anywhere 
or do anything. But a few posts from last week indicate rising awareness of the screw job we are all 
getting.

FDR Wasn’t FDR…Until His Hand Was Forces By Civil Disobedience
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A Debtcropper Society

There are solutions to this mess. Perhaps our inspiration will come from abroad. Perhaps the civil 
disobedience or political insurrection in other countries will lead to an awakening in ours. We do 
not have to degenerate into anarchy to bring change, but we do have to act in some manner. Right 
now there are too few people acting. I’m thinking of pulling my money on December 7. That will 
only be symbolic and nobody will notice. But it is one small defiant step. Then I will take another 
one, and another one, until it is the path I walk.
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Yves Smith on MERS Bailout –     Not!  
Filed under: Running Commentary — thefourteenthbanker @ 10:26 AM 

In this Naked Capitalism piece, Yves expresses her opinion that despite last week’s reported 
attempts to reframe MERS and provide fig leaf cover for the allies of bank bailouts, this is unlikely 
to happen.

The industry is seeking legislation that would effectively affirm MERS’s 
legality and block any bill that would call into question what MERS does.

The latter bit, trying to block anti-MERS legislation, does have a shred of logic, given 
that the electronic database is coming under unfavorable scrutiny. Not only has Marcy 
Kaptur proposed legislation that would bar Fannie and Freddie from buying mortgages 
registered in MERS, but even Republican senator Richard Shelby, who once owned a 
title insurer, roughed up MERS president R.K. Arnold in hearings earlier this week.

But the idea of passing a Federal statue to solve MERS’ growing state-level problems is 
a huge stretch. As the latest report of the Congressional Oversight Panel noted,

In the absence of more guidance from state courts, it is difficult to ascertain 
the impact of the use of MERS on the foreclosure process. The uncertainty 
is compounded by the fact that the issue is rooted in state law and lies in the 
hands of 50 states judges and legislatures.

We’ve been told that Constitutional scholars have said that repeated Supreme Court 
decisions have found real estate transactions to be beyond the reach of Commerce 
clause, and hence not subject to Federal intervention. So the idea that MERS can be 
legitimated by Congress appears far-fetched.

She is probably right on this particular legislative idea. But I would not underestimate the power of 
the banks, and this is about the banks, not about MERS. The banks run the governments, as the 
selling out of the Irish people to save bankers and bondholders attests. Even Moody’s is explicit that 
the aid package from the EU shifts the burden of the banks to the Irish sovereign. Governments may 
fall, but institutional bondholders won’t.  In fact, the trans-national companies that went to Ireland 
to evade U.S. income taxes won’t help out either.  Several of these threatened to pull out if Ireland if 
their tax scheme is modified.
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A Retroactive Bailout for     MERS  
Filed under: Running Commentary — thefourteenthbanker @ 6:29 PM 

In this Washington Post article the strategy of major banks becomes clear. Reframe the issue, collect 
on IOUs from the campaign, demonstrate the revolving door promises for tomorrow.

The financial services industry has launched an aggressive campaign on Capitol Hill to 
bolster the legality of the way companies have turned mortgages into securities and 
traded them across the globe in recent years.

The companies have opened wide their wallets for lobbying and are flying top 
executives to Washington for one-on-one meetings with lawmakers. They are holding 
briefings for key staffers, including an event last week that drew more than 60 aides. 
And they are blanketing Congress with white papers, memos and other documents that 
lay out their arguments.

The industry is seeking legislation that would effectively affirm MERS’s legality and 
block any bill that would call into question what MERS does. MERS has spent more 
than $1 million in lobbying since fall 2008, when lower courts around the country began 
to rule against it. But MERS had kept its name under the radar until the recent uproar 
over foreclosures revealed broad problems in mortgage paperwork.

If successful on Capitol Hill, the industry could in one quick swoop make all lawsuits 
related to MERS across the country moot and remove one of the key uncertainties 
dangling over the mortgage industry. On the flip side, lawmakers could create a new 
federal registry, effectively killing MERS’s business and forcing the industry to submit 
to greater oversight.

Reframing efforts:

In the wake of such controversies, lobbyists for Reston-based Merscorp, which runs 
MERS, have been floating the idea of legislation that would establish the firm as the 
national registry to track the transfer of mortgages.

The MERS database “is a powerful tool that can be harnessed by the Congress and the 
industry to improve the mortgage finance system,” R.K. Arnold, Merscorp chief 
executive, told members of the Senate banking committee this week.

This reframing approach offers the fig leaf to congressmen that would support this backdoor 
bailout. A bill to eliminate liability for fraud, the high costs for legal remediation, and public 
accountability for misdeeds while intruding on the states abilities to safeguard property rights, 
would be colored instead as a measure to support efficient commerce.

Tom Deutsch, deputy executive director of the American Securitization Forum, an 
industry group that defended the validity of MERS in a recent paper being circulated on 
Capitol Hill, said establishing a centralized tracking system would resolve much of the 
confusion resulting from the patchwork of local laws governing mortgages and their 
transfer.
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“There’s a lot of validity in the idea of a national mortgage registry that is complete and 
unambiguous about legal title to loans across all 50 states,” he said in an interview.

In its paper, the forum argued that although there have been “several minority 
decisions” in the courts that have taken issue with MERS, “not one of these decisions 
has challenged MERS’ ability to act as a central system to track changes in the 
ownership.”

Consumer advocates say such legislation would retroactively bless all mortgage 
transfers made through MERS – and eliminate one of the strongest legal arguments that 
homeowners in foreclosure are using to challenge their cases. There’s also concern 
among state officials that such a bill might permanently remove some of their power 
over property law and place it within federal jurisdiction.

Some of the advocates are referring to the idea as the “great MERS whitewash bill.”
“Fixing MERS on a federal level to give them a free pass from complying with what we 
have known as the law for many years because the banks screwed up is really a bad 
precedent,” said Ira Rheingold, executive director of the National Association of 
Consumer Advocates.

The compensation for politicians comes in two forms. Down payment made in campaign 
contributions. Big Bonus later in fancy high paying jobs.

Lobbyists working for MERS include people who were prominent legislators or federal 
officials: former U.S. representative Bob Livingston and his former chief of staff, Allen 
Martin; John M. Duncan, assistant secretary of the Treasury for legislative affairs in the 
George W. Bush administration; and Arnold Havens, a former general counsel at 
Treasury.

The revolving door into lucrative lobbying deals and high paying, low responsibility industry jobs is 
wide open.  Here is where one former Congressman landed.  Here is where a former Senator landed. 
Pretty good jobs. Do not for a minute think that the MERS bailout won’t result in some good work 
down the line for our public servants.
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Unsafe At Any     Speed  
Filed under: Running Commentary — thefourteenthbanker @ 1:39 AM 

When I first became aware of Ralph Nader, he was already considered a flake by the New 
Economic consensus that would shortly sweep Ronald Reagan into office. I would have laughed out 
loud if you had told me that 30 years later I would quote him. In the preface to his book, Unsafe At  
Any Speed, he says the following:

This country has not been entirely laggard in defining values relevant to new contexts of 
a technology laden with risks. The post-war years have witnessed a historic broadening, 
at least in the courts, of the procedural and substantive rights of the injured and the 
duties of manufacturers to produce a safe product. Judicial decisions throughout the 
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fifty states have given living meaning to Walt Whitman’s dictum, “If anything is sacred, 
the human body is sacred.” Mr. Justice Jackson in 1953 defined the duty of the 
manufacturers by saying, “Where experiment or research is necessary to determine the 
presence or the degree of danger, the product must not be tried out on the public, nor 
must the public be expected to possess the facilities or the technical knowledge to learn 
for itself of inherent but latent dangers. The claim that a hazard was not foreseen is not 
available to one who did not use foresight appropriate to his enterprise.”

These words speak of legal and social developments in materials manufacturing going on 50 years 
ago. Yet it is striking that we have not achieved these most foundational values when it comes to 
another kind of manufacturing, the manufacture of financial products.

The clock has completed its cycle on the day in which the Congressional Oversight Panel released 
its report on Mortgage Irregularities and the consequences for financial stability.

In addition to documentation concerns, another problem has arisen with securitized 
mortgage loans that could also threaten financial stability. Investors in mortgage-backed 
securities typically demanded certain assurances about the quality of the loans they 
purchased: for instance, that the borrowers had certain minimum credit ratings and 
income, or that their homes had appraised for at least a minimum value. Allegations 
have surfaced that banks may have misrepresented the quality of many loans sold for 
securitization. Banks found to have provided misrepresentations could be required to 
repurchase any affected mortgages. Because millions of these mortgages are in default 
or foreclosure, the result could be extensive capital losses if such repurchase risk is not 
adequately reserved.

The dawn will soon break in Europe, where volcanoes erupt with regularity. Today’s volcano is the 
Irish Debt Crisis and an apparent impending bailout or series of bailouts, this time more painful. I 
give you this link, not to endorse it’s assessment because frankly I don’t know. But the very fact that 
such extremity can be considered plausible and be posted to a highly reputable blog (not mine, 
Calculated Risk’s) paints the picture rather well does it not?

So back to the quote from Ralph Nader’s preface. ”Where experiment or research is necessary to 
determine the presence or the degree of danger, the product must not be tried out on the public, nor 
must the public be expected to possess the facilities or the technical knowledge to learn for itself of 
inherent but latent dangers. The claim that a hazard was not foreseen is not available to one who did 
not use foresight appropriate to his enterprise.”

I heard a commenter recently say that in financial services, “complexity is fraud”.  I am becoming 
inclined to believe him.
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Response to Goldman’s Threat – Simon Johnson vs Goldman     Sachs  
Filed under: Running Commentary — thefourteenthbanker @ 4:50 PM 

In the near corner, wearing the red trunks, number one heavyweight contender Simon 
Johnsoooooooooon!

Johnson is known for his doggedness and determination. This slight man with a soft voice would 
hardly seem to be a threat. But he almost single-handedly saved financial reform from an 
ignominious death. Johnson is not done. Winning a round is not enough. Johnson is the new Great 
American Hope! Here is the champion of the little guy, the entrepreneur, the innovator, the jobs 
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creator, ready to take on the most powerful of persons.

In the far corner, wearing the blue trunks with the GS emblem, despised financial markets champion 
Goldmaaaan Saaaaaachs!

Sachs is jumping up and down and is already glazed with a greasy sweat. Goldman’s Mel Gibson 
eyes are flashing angrily and froth and spittle alternately spew forth. This dangerous and 
unpredictable champion, like Hannibal Lecter, has a taste for sweetmeats and wants a piece of 
Johnson. Once worked into a frenzy by a monetary prize, Goldman will turn on anyone. Even those 
in his corner are not safe. Goldman once cannibalized his own cut man.

Let the bout begin.

Johnson strikes first. Quoting scholarship from Stanford Professor Anat Admati, Johnson challenges 
the very notion that requiring banks to be well capitalized is a danger to the economy. The false 
claim is this:

“Some claim that requiring more equity lowers the banks’ return on equity and increases 
their overall funding costs,” thus lowering economic growth, the professors write.

And the answer:

 

“This claim reflects a basic fallacy. Using more equity changes how risk and reward are 
divided between equity holders and debt holders, but does not by itself affect funding 
costs.”

They go on to say: “High leverage encourages risk taking and any guarantees 
exacerbate this problem. If banks use significantly more equity funding, there will be 
less risk-taking at the expense of creditors or governments.”

…capital requirements should be simplified and greatly increased — relative to what 
the Group of 20 leaders will congratulate themselves on.

“Lending decisions would be improved by higher and more appropriate equity 
requirements,” they say.

And they are also completely on target with regard to the political economy problem 
here: “Many bankers oppose increased equity requirements, possibly because of a 
vested interest in the current systems of subsidies and compensation. But the policy goal 
must be a healthier banking system, rather than high returns for banks’ shareholders and 
managers, with taxpayers picking up losses and economies suffering the fallout.”

Let me put another spin on it. Some say that requiring banks to have more of their own money at 
risk means they will put less total money at risk and therefore provide less support to the economy. 
Let’s see how Goldman strikes back. First, the left jab:

Requirements that banks hold more cash to prevent against economic downturns won’t 
just hurt the banks themselves, but also the companies they lend to, Goldman Sachs 
says in a new report.

Then the right cross!

“Small- and mid-sized” companies that have relied on bank financing will be hit 
hardest, the report says.
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And finally, characteristically below the belt…

“These firms are likely to grow more slowly than the larger firms and multinationals 
that enjoy more flexibility in financing. Slower growth among smaller and mid-sized 
firms may act as an overhang on economic growth and the job creation that these firms 
traditionally propel. And because the adjustment to higher prices and constraints on 
credit availability is a dynamic process, the potential ongoing rise in capital 
requirements means that smaller firms are likely to bear the cost for some time to come, 
acting as a continuing drag on bank loan growth.”

Ouch! Goldman is standing up for Johnson’s little guy! What an unexpected blow! It turns out that 
Goldman must be the New American Hope! The crowd is confused! Goldman corner man Vikram 
Pandit spits on Johnson!

“There is a point beyond which more is not necessarily better. Hiking capital and 
liquidity requirements further could have significant negative impact on the banking 
system, on consumers and on the economy.”

Now the Goldman corner is on the side of consumers as well! What a turn of events!

Johnson staggers, then recovers, striking at Pandit:

Why then does he advance such obviously specious arguments in the pages of 
the Financial Times?

The answer is straightforward.

a)      He can get away with it.  Modern financial CEOs float in a cloud above the public 
discourse; they can spout nonsense without fear of being contradicted directly in the 
pages of a leading newspaper.

b)      Officials listen to bank CEOs and an op ed gets their attention.  Perhaps they think 
Mr. Pandit knows what he is talking about – or perhaps they know that these arguments 
are completely specious.  In any case, they are deferential.

c)      Mr. Pandit is communicating with other CEOs and, in this fashion, encouraging 
them to take recalcitrant positions.  There is an important element of collusion in their 
attempts to capture the minds of regulators, politicians, and readers of the financial 
press.

Mr. Pandit is engaged in lobbying, pure and simple.

14 here. I score this bout for Johnson, surprised? Goldman and Citigroup are “talking their book”. 
They are part of the old school that brought down the economy. They believe in a highly levered 
theory of finance where shareholders invest the minimum equity, maximize debt and thus try to 
generate more profit for themselves. Their concern for small business and the consumer is a 
subterfuge. Goldman, Citi, and the like have overseen the financialization of the economy. They 
have overseen the processes that consolidate power at the top of the economic structure, where large 
firms crush small ones. For them, consumers and small businesses are krill. Yes, they want them 
alive, so they can eat them.

They are speaking one truth though. Their model is based on leverage. If you change the leverage 
requirements, you threaten their standing. So in a universe where Goldman and Citi are the only 
hypothetical players, you would see a short term contraction in credit because of decisions they 
would make, because of who they are. Their choices would be to either raise new equity or to shrink 

http://baselinescenario.com/2010/11/12/vikram-pandit-has-no-clothes/


their risk assets. Raising new equity would dilute the existing shareholders, reduce the metrics they 
use to justify their pay packages, and reduce the value of their own stock interests (common stock 
and stock options). So they would not choose to do that voluntarily, whether it is the right thing for 
the global economy or not. What their nature would require them to do is run off a portion of their 
assets, the least risky and profitable portion, double down on their most risky bets and try to make 
just as much money for shareholders with fewer assets deployed. That is not a reflection on some 
natural laws of business and economics. That is a reflection of their thought processes and models 
for doing business.

But here is the salvation, the Great American Hope. Nature fills a vacuum. The broken model of 
Wall Street would be filled by a new, more responsible, durable, and beneficial model. As Johnson 
says, the issue with the capital structure of firms is about how the returns are divided up, not about 
what the returns from business operations are. Wall Street confuses those issues, because their 
primary concern is with their returns.

Saving Wall Street at the expense of Main Street is the policy of our government. Enough is 
enough. Do not buy the baloney.
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